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"On one hand, the case for regulation is made if the agency costs of these
structures are large and there is strong evidence of a divergence between private
and social benefits in their creation. In this case the only issue is how to
regulate... On the other hand, if further research shows significant constraints on
the agency costs of CMS firms and important offsetting efficiencies, then it is the
pressures to unravel these structures that deserve closer scrutiny™.
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"The view here is that Bebchuk has utterly failed to carry the burden of
justifying the radical reform he proposes... Bebchuk has systematically failed to
account for the likely and severe negative consequences of his proposal...".
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"Omitted variable problems may also affect the results. These eight countries
have different institutional environments, which could affect both the extent to
which firms can separate voting from cash flow rights and the market valuations
of outside equity. If country-level investor protection is positively related to the
market value of equity and also to ownership proportionality, the evidence may
be driven by omitted investor protection indices. In this case, the message of

Claessens et al. need not be invalid, but_the policy implications might be
different”.
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Martin Lipton and William Savitt The Many Myths of Lucian Bebchuk, p.734 3

TITHIN M09 33y

PAfININNY%E20TIWN% 20INND% 20N % 20n T hitp:/Awww. mof, gov. il/Lists/CompetitivenessCommiltee/ Attachments/31

Renee Adams and Daniel Ferreira, One Share-One Vote: The Empirical Evidence, ECGI - Finance Working Paper No. 177/2007 ’
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: (hitp://europa.euw/rapid/pressReleasesAction.do)

"The European Commission has published an external study on the question of
proportionality between ownership and control in EU listed companies. The
study finds that, on the basis of the academic research available, there is no
conclusive evidence of a causal link between deviations from the proportionality
principle and either the economic performance of listed companies or their
governance. ... The study was carried out by Institutional Shareholder Services
Europe (ISS Europe), the European Corporate Governance Institute (ECGI)
and the law firm Shearman & Sterling LLP".
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"...This is a reverse causality story because high or low market-to-book ratios
may be due to (omitted) firm or industry characteristics and not to the presence
of control-enhancing mechanisms. Had founder-owners not adopted control-
enhancing mechanisms in firms with few investment opportunities, valuations
could have been even lower (because the takeover premium would have been
lower). This reverse causality story suggests that interpretations of regressions of
market equity value on the degree of ownership proportionality must be made
with care”.
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"The nature of the data and the empirical design do not permit him to draw
reliable conclusions on the link between business group affiliation and
performance. Other than its descriptive material (to page 267), the paper does
not meet the scientific standards that typically lead to a refereed publication in
one of the leading economics or finance journals. As such, I recommend against
making any policy recommendations based on the “findings” of this paper".
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"These results further support arguments that these ownership structures may
not necessarily be to the disadvantage of shareholders either because of the
importance of this asset for the family shareholders, the legal protection offered
to minority shareholders or the need to maintain good relationship with the
investment community to facilitate future cash raising and maintain lower cost
of capital.
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W. Ben-Amar, P. Andre Separation of Ownership from Control and Aquiring Firm Performance: The Case of Family "
DeAngelo, H. and DeAngelo, L, Managerial ownership of voting rights: A study of 0y i ; Ownership in Canada, p.16 (2005)
public corporations with dual classes of common stock, 14 Journal of Financial Economics 33 (1985)
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"...separation of ownership and control does not seem to_have the anticipated
negative impact on value creation'.
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"There are major mistakes in the specification of the econometric analysis and
flaws in its interpretation... I thus recommend against making any policy
recommendations based on this paper...The paper’s findings are speculative, are
not based on evidence, and do not adhere to scientific standards of empirical
work in economics and finance".
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"Some of these studies document that firm value appears to fall due to dual-class
recapitalizations, but at least an equal number of studies document that firm
value appears to increase or remains the same".
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"The magnitude of CMS agency costs bears importantly on explaining the
incidence of CMS structures. But estimating these costs will not be easy. In
effect, we must assess the values of the identical firm in a CMS and a single
owner structure',
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Special Issues Relating to Corporate Governance and Family Control, World Bank Policy Research Working Paper 3406 (2004)
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"In short, and as Bebchuk conceded in prior drafts of his essay based upon
equally inconclusive data, it is simply '""not possible' to construct a persuasive
qually n

empirical case for reform".
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DTN IR NMIND ODYI V1N T79Y DIWNN PHN MR AN J122I 1DINNT TN NOOYN

PANN P NP NV NOOWN DY SN Yapnnn 1 nnn P2 van nx T Dyck and Zingales bv papnn .38
YPARTIN Y¥oHN PR 73 05w wp Dyck and Zingales yn oipnna ©.omwmnn mmn *hya ooapny
513259 1N AT IPNN INYT NN THNIA /O ININDY 23D NN DY .NVIYN NPRID NIAN PIT MPTH DV
19INT B9 DXMANH NPNT PN SN MTINAN DYNKRN MONY \MIY MR DY ONYY 3D
7. Dyck and Zingales v myoann npan 0mng SRIY 1139 DMMNY 70 Yy WIasnen

"Dyck and Zingales’s finding that Israel’s control premium averages 27%
makes Israel an outlier relative to their analysis. Israel is therefore likely to be a
deviation from their estimated regression line".
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by mpral nMnna NVYYN bya Yapny MNNTH DITYNn NN 1N DD nvhuh MY
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NN NNN SINN NI MAY NN NIIND YIAPIV NN IUND AN MYPYN 1P DY DTPIN 1N

STo1 0N AN 52 DY, TINYA 7NN MAY TNINIVINT ¥ Y IPNDNY MY NIWNN Y2 XM ATN1a

AMINNG P YN Ixwn 11 vienw DCFE -n 570 wn mAaan sy snnn ovd 550 7172 10 5Tinn .44
PIANNAN JOP PIVA YITHY DIPR DOPAYIY ITINND PV 1NBA DY N 270 DY Iimoe Ty .npivan naona
20 4npNap 99999 TN N POUYI AN T2 . 09T PO Y170 51931 N1 MPND3a
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Nenova, T. (2003) The value of corporate voting rights and control: A cross-country analysis, Journal of Financial Economics #
["Nenova” o0 68, 325

a3 Nenova 5¢ mpnn Nonsa 1352 1% Nenova Y¥N T3 8% nyn Dyck and Zingales Y¥x noown smnas pamTs ona bun 12

P DPPINN TING DY e DMys p»p 127 T 2% Sy wasn Dyck and Zingales bw oapnn Twa 28% 5w nodw nvmia 9y
NS0 NNYTRY YTV AN, TIVNS  IDNND OWIIN DNSDIN

Reinier Kraakman, Taking Discounts Seriously: The Implications of "Discounted” Share Prices as an Acquisition Motive, 88 0
.Colum. L. Rev. 891 (1988)
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"discounts are usually attributed either to gross market inefficiencies or to our
failure to understand the true structure of investor returns on closed-end funds".

MY DT YPYN YRPa YW INPIDs BY DNYIapa DOnnonn 2 avan auesE oowsn nmyT Jaon .45
DM 1T NIRY SHNIYIN PV DM NI NNV 101N P ONPINND PWD D1 12123 1T Yo 530V
£ 1IIND I PN

'*Applying Unocal, the chancery court reasoned that a threat to the shareholders
originally existed and that Interco's board of directors could have reasonably
believed that the original bid was "inadequate" (i.e., below the fundamental or
intrinsic value of the corporation). In_acknowledging inadequate value as a
defense, the court clearly allowed for some degree of financial market pricing
inefficiency. If financial markets were entirely efficient, no bid above the market
price could be below the fair value of the corporation”.

MNAN DPN YT IMIN DIMOA NNK ON DN DMWY DIHPYAY T2 N NUHYN RMNI92 9NN 9200 46

NN POITAY N J9INT DYINANN 1OD1,MNHN NVRMNM NYPYNN POND DN DI 103 ,NYPYns oMl vy

TYIPN NIM2Y NN 1DTNIY T2 ¥ITIZ NNTNNN JIMYHRYHN F1a0N7 DI 09D 092910 2 nypwnn

NYHOIT PR DY DY NPIZN DY VINNY NN 751 D) 10D ,PIVE NODWN NIMN 2N DY NONM
(DWW NN P2YA DY DY NV N NPIZM) RPN

NPYY NYANT IS W 9D ANINN DY NDDIaAN NVLYN YYa SY NYpYNn nUoNN 1 M0 ¥ Nt 120 47

YT 53 NOTIAN N INITVA ST IDINMIN XTI NASNN IN NP DY MPNDINTNIN-DT YT DY DYAND WY

YR - TAANT MY DP NI APTANN NMNNY IMYIAY 23000 M35 nnoran 1mxed yann

IN IPIPHND — INTI IMNNN S AYOWN Sya DDYNY DIBYNN . IMHBN 112Y1 M3 1PhR HINZ 1Y DINN

M3V 03 M NOTY PYIX YT 7IMVNYY 9DUN ONTNA NN NYPYN 7Y NN XwnT - 1m1Tan

DNAVA By MIN2 N2 ORIV (79 ya Adams and Ferreira - 'non-pecuniary benefits”) npood 198y

IOINDY RN PIYT MITNPHAN YN MY ONIaNN NN MND AN D702, 0nn mvg? Yya Yy
Rir7ea1an

NYIYN 1NN AN MOND ¥ YD TTYNN TNAD YYD PAnY AV 10N DP0NLVON §M100 NPl 48

NVDYN NPAID AN MYND ¥ D NTYNN N0 WD PAnY AYR DTN DTN .O»HRuND M3 mNInea

NN DWW Yy Pany AYP NN NNd NN SY POURTRAN 11302 NPNT DION DPELNT N NN

N9 NN WS (D1D11D) YNNRRT? DY D210 MR AYTN NPT NIPY NI 2D n-rvn?s nao
DY

DYYPN NN NPNHN TN /91499 YW INYT NNN2 NODI DY ATIN 311N 22 ADIVA HIDI0 WHND MNP 49
TION PaY N2 D120 WP NOYYN IMBIs NN 931,950 P2 ,0TYNN AUPDD M1 oYU
MPoa INIYY NON BNY 0NN TR 19 9119 DY VTR INND NSWD DWHn NN Dy
NYDY BNAYIA AMANN NDATUN HNNID D DX1RDN ,ONIPUNN YV NNNN DINDA DPMINDII RNV
LY ©9PNN TIVIY IND 3 PTINY W 15 DY ATIRNN SUNNH 0NN PTH TY MPBNKNN MINNAY NN

SRNYUN AN, DITUN DY NN DV BYTIN NNOY ThYINNa YNIw? bY 23131h Dyck and Zingales

Kihlstrom, Richard E. and Wachter, Michae! L., "Corporate Policy and the Coherence of Delaware Takeover Law" (2005). 2
Scholarship at Penn Law. Paper 75. P.135

Lynn A. Stout, Are Takeover Premiums Really Premims? Market Price, Fair Value, And Corporate Law, 99 Yale L.J. 1235, z
1295 (1990)

Holmen,M. and Knopf, J. Minority shareholder protections and the private N1 NYown NP9 ¥ NRPPY Davy onaony
benefits of control for Swedish mergers, Journal of Financial and Quantitative Analysis 39, 167 (2004)
Ronald W. Masulis, Peter K. Pham, Jason Zein, Family Business Groups around the World: Costs and Benefits of Pyramids “
(2009), 41
: 81 mya Adams and Ferreira nia :
"many studies take the estimates of private benefits at their face value, without considering the downward bias caused by sample
selection. We believe that policy implications are guite different once one takes sample selection considerations into account. ”
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"Shareholders’ inability to exercise their control rights results in a power
vacuum_at the center of the firm. The incumbent board and management are
well-placed to occupy that vacuum. The shareholder primacy norm acts as a
counterweight on behalf of the shareholders—a... Because shareholder
preferences are irrelevant to shareholder primacy, true shareholder democracy
is actually a threat to the shareholder wealth maximization norm. If let loose to
express their actual preferences, shareholders might express their preferences
for a variety of interests beyond shareholder wealth maximization",

Grant M. Hayden and Matthew T. Bodie, One Share, One Vote and the False Promise of Shareholder Homogeneity, 30 *°
756 MY DYIANDY POMT S Dpang qau T8 yvn .Cardozo L. Rev. 443, 501 (2008)
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"It is considered the most comprehensive and authoritative assessment of the
comparative strengths and weaknesses of national economies, used by
governments, academics and business leaders".
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"...shareholders in public firms have conflicts of interest that can give rise to
opportunistic behavior. An_especially troubling situation involves the investor
who takes a position in a stock and uses his voting power to push for business
strategies that increase the value of another security the investor also holds'.
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Professor Efraim Benmelech®

November 26, 2011

To the Members of the Committee on Enhancing Competitiveness

Dear Sirs,

This report details my evaluation of appendices B and D of the draft report of the
Committee on Enhancing Competitiveness. In addition, 1 have also evaluated the
case of Israel in light of some of the empirical research on the link between control
premium and protection of minority shareholders.

The summary of my report is as follows;

1. There are reasons to believe that - at least in the case of Israel - the
empirical finding on the size of the controlling block premium is not driven
solely by private benefits of control in which minority shareholders are being
expropriated through tunneling.

2. | recommend against making any policy recommendations based on the
analysis and findings in appendices B and D. I have listed in my report the
main concerns on which I base this evaluation and provide detailed

comments pertaining to the specifics of the analysis.

Sincerely,

Efraim Benmelech

¥ Frederick S Danziger Associate Professor of Economics, Harvard University. T have written this cxpert report in my
individual capacity. The opinions I have expressed in this document should not be attributed to Harvard University or
any of the institutions with which I am affiliated. 1 am being compensated for writing this report.



Block Premium: International Evidence and the Case of Israel

Overview

In a famous paper published in the Journal of Finance, Alexander Dyck and Luigi
Zingales develop a methodology to estimate the premium that investors pay for
controlling blocks of equity. The authors use a sample of 393 controlling blocks
sales from 39 countries and estimate the average block premium by country. Dyck
and Zingales (2004) argue convincingly that a higher block premjum indicates a
higher willingness to pay for private benefits of control - that is, the amount of
private benefits that controlling shareholders can extract from companies they run.
This argument is consistent with the academic literature in law and economics,
which focuses on the relation between investor protection - as well as other
institutions - and the expropriation of minority shareholders by corporate insiders.

The authors show an empirical link between the block premium and
measures of legal, financial, and regulatory institutions. They find that the block
premium Is associated with less-developed capital markets and that better
protection of minority shareholders and law enforcement are negatively correlated
with the size of the block premium.

Consistent with the view that large control premiums represent poor
institutions is the fact that countries with high block premiums are also those with
poor institutions. For example, the countries with the highest block premiums are:
Brazil, Czech Republic, Austria, Italy, Turkey, and Mexico. The average investor
protection in these countries (on a 0-6 scale) is 1.83, and the average block
premium is 44.8%. Next are Argentina, Columbia, Israel, and Venezuela, with an
average block premium of 0.27, followed by Chile, South Korea, and Peru.

Although it is tempting to conclude that the high block premium in Israeli
transactions represents the poor protection of minority shareholders, in fact, other

potential explanations may be driving the Israeli high block premium. Put simply,



there are reasons to believe that - at least in the case of Israel - the block premium
is not driven solely by private benefits of control in which minority shareholders are
being expropriated through tunneling.

Israel’s level of investor protection is 3 (on a 0-6 scale), according to La Porta
et al. (1997, 1998), which is higher than the average of 1.83 among the countries
with the highest block premium. This Israeli creditor protection level is based on
estimates made during the mid-1990s that do not factor in legislative and regulatory
changes made in Israel since the late 1990s. Indeed, in a recent update by Djankov et
al. {2008), the investor protection score for Israel is 4, similar to that of Australia
and Canada and higher than that of such countries as Finland, France, Norway, and
Sweden. In fact, according to the new measure, the protection of minority
shareholders in Israel is higher than that in the United States.

Mareover, Djankov et al. (2008) develop a new index designed to measure
precisely the protection of minority shareholders against expropriation by
corporate insiders. This measures gets exactly at the point that Dyck and Zingales
(2004) measure: the link between legal protection and self dealing. In the new index
of Djankov et al, which ranges from 0 to 1, Ecuador and Ukraine have the lowest
score (0.08) and Hong Kong and Singapore have the highest scores (0.96 and 1.00,
respectively). The average anti-self-dealing index across all countries is 0.44, and
the standard deviation is 0.24. According to this index, Israel - with a score of 0.73 -
is ranked 11th out of 72 countries, ahead of such countries as Canada, Denmark,
Japan, the Netherlands, Norway, and the United States.

Dyck and Zingales's work is pathbreaking in considering the relation
between the legal protection of minority shareholders and the private benefits of
control. The case of Israel, however, challenges their thesis. Israel is a country with
institutions that are ranked as very good. In particular, Israel is ranked as having
some of the best anti-self-dealing/anti-tunneling legal protection, and yet according
to Dyck and Zingales (2004), Israel also has a very high controlling block premium,

One potential explanation for the disparity between Israeli legal institutions
and the block premium is that other extra-legal institutions - using Dyck and

Zingales's terminology - affect the block premium. For example, Dyck and Zingales



(2004) find that countries with a better “rule of law" have a lower control premium.
Indeed, Dyck and Zingales (2004} use a measure of "rule of law” based on monthly
averages between 1982 and 1995 produced by the country risk-rating agency
International Country Risk {ICR). La Porta et al. (1998) also use this measure.
According to the ICR, Israel’s score is 4.82 (on a scale of 0-10), one of the lowest in
the world. The ICR index puts Israel in the same category as Egypt and South Africa;
only Colombia, Peru, and the Philippines are rated significantly lower. This rating is
puzzling; it suggests that Israel’s rule of law is lower than that of such countries as
Argentina, Brazil, Turkey, and Venezuela, However, the ICR's current ratings give
Israel a scaled score of 8.3, which is at the same level as such countries as
Switzerland and the United States, among others.

For comparison, consider the countries with the highest levels of stock
premiums: Brazil, Czech Republic, Austria, Italy, Turkey, Mexico, Argentina,
Colombia, and Venezuela, According to the ICR, in 2010 Venezuela’s rating was 1.7,
that of Brazil, Colombia, and Mexico was 3.3, and that of Argentina was 4.2. The
average IRC rating among countries with the highest average block premium is
indeed a low 5.2 compared to the rest of the world, where the average rating is one
point higher, at 6.2, In contrast, Israel’s score is three points higher than the rest of
the countries with a high average block premium and two points higher than other
countries. Finally, [srael’s high ICR rating is not a recent phenoemenon; Israel’s rating
has been 8.3 since 1996. The low rating assigned to Israel by La Porta et al. (1997,
1998) is puzzling; it is not consistent with ICR ratings since at least 1996.

Based on international independent measures, Israel ranks among countries
with the best legal environment, rule of law, and protection of minority
shareholders against expropriation. Dyck and Zingales's finding that Israel’s control
premium averages 27% makes Israel an outlier relative to their analysis. Israel is
therefore likely to be a deviation from their estimated regression line. This does not
indicate that their thesis is incorrect but rather suggests that in a sample of 393
transactions from 39 countries, the 9 observations from Israel do not necessarily

conform to theory.



Indeed, Dyck and Zingales (2004, 539) caution the reader about the
generality of their results: “Given the noisiness of the proxies used and the paucity
of degrees of freedom, it is impossible to establish reliably which factor is more
important. That in a multivariate analysis newspapers’ circulation and tax
compliance are most important suggests these extra legal mechanisms deserve
further study.” Moreover, given the noisiness of the data, legal protection explains
only a small part of the variation in private benefits of control. According to Dyck
and Zingales (2004): “Together with the firm-specific variables, antidirector rights
explain 17 percent of the variation in private benefits of control.” For example,
based on their regression analysis, let's consider the outcome if protection of
minority shareholders in Israel were as good as that in the United Kingdom, which
has the highest level of protection in the world. According to Table [X {Dyck and
Zingales (2004)), moving from an antidirector index of 4 {as in Israel now) to 5 (as
in the United Kingdom) reduces the control premium by 0.036, which implies a
modest decline of 13.3% relative to the Israeli fixed-effect of 0.27. This suggests that
legal protection is not the root cause of Israel's high block premium.

There may be other potential explanations for the block premium in Israel—
explanations that hinge neither on expropriation nor on tunneling. For example, the
authors suggest that control premiums arise from systematic overpayment;
uncertainty, asymmetric information, and liquidity may be driving positive block
premiums. Although various tests that Dyck and Zingales (2004) conduct suggest
that this is not the case in the cross-section of countries they examine, they admit
that “it is still possible, thus, that this [the overpayment hypothesis] might be true in
some countries.” It is therefore possible that in Israel, which is an outlier relative to
the regression line, there are indeed other causes—not related to expropriation or

tunneling—for the high prices of controlling blocks.
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Report on “Evaluation of Business Groups in Israel: Their Impact at the Level
of the Firm and the Economy,” by Konstantin Kosenko, Bank of Israel,

Research Department. (presented as Appendix B).

Overview

This paper has two main parts. In the first part (to page 267), the author surveys the
academic literature on business groups in finance and economics and provides a
historical overview of the evolution of business groups in Israel since the 1950s. In
the second part, the author details how he constructed his dataset, describes the
data, and conducts an econometric analysis of the effect of business-group affiliation

on the economic performance of business groups in Israel.

In this report [ focus on the empirical part - that is, the second half - of the paper.
Although the author does a creditable job of surveying the literature and describing
the historical trends, there are major problems in the econometric analysis of the
performance of business group-affiliated firms. The nature of the data and the
empirical design do not permit him to draw reliable conclusions on the link between
business group affiliation and performance. Other than its descriptive material (to
page 267), the paper does not meet the scientific standards that typically lead to a
refereed publication in one of the leading economics or finance journals. As such, |
recommend against making any policy recommendations based on the “findings” of
this paper. For reference 1 list the main concerns on which I base this evaluation and

provide detailed comments pertaining to the specifics of the analysis.

Evaluation

A central problem concerns the selection and endogeneity of the affiliated firms. By
endogeneity | mean the deliberate process in which a firm becomes affiliated with a
business group. The author treats the affiliation dummy as an exogenous variable
and hence uses it to explain performance. However, it is likely that omitted variables

are likely to be correlated with the group affiliation dummy. That is, the group



affiliation duminy may be picking up unobserved characteristics of firms that lead to

lower Tobin’s Q (TQ).

Furthermore, it is also possible that the affiliation dummy is picking up observable
variation that is not controlled for by the functional form in the regression analysis,
For example, the author reports that affiliated firms are larger than nonaffiliated
firms (see, for example, Table 3, in which affiliated firms are more than five times
larger than nonaffiliates). It is likely that the size control used in the regression does
not fully capture the size effect, which in turn is captured by the affiliation dummy.
Nonparametric techniques are available for dealing with problems of this type - for
example, controlling for size deciles - yet none of these methods or techniques are

used in the paper.

The concern about endogeneity masks the author’s ability to make causal
statements about the link between group affiliation and performance. Nevertheless,

in the summary section he concludes:

An analytical and economic analysis shows that the cost of the existence of business groups in Israel
outweighs the benefit deriving from their existence. The econometric analysis shows that affiliation to a
business group does not affect a company’s profitability as measured by various accounting parameters.
However, the financial value of affiliated companies is significantly lower. These findings are
indicative of market discounting with respect to affiliated companies; an important question for future
research is whether this result is due to the inefficiency of intra-group markets, the potential for
exploitation of the investor minority or the probability that the group might be liquidated because of the

network of relationships between its owners. (P, 283.)

However, given the problems in the empirical analysis and the concerns about the
validity of the econometric results this statement is speculative, and it does not

adhere to scientific standards of empirical work in economics and finance.



Detailed Comments

1. Concerning the transparency of the data, the description of the sample the
author uses and the construction of the variables are unclear. For example,
the author does not mention whether the accounting figures are adjusted for
inflation. While most variables are constructed as ratios, balance sheet items
such as total assets may induce systematic biases in some of the variables.
Moreover, the author does not detail the construction of some of the most
important variables, such as ROE and ROA: Are they based on Net Income,
EBIT or EBITDA? That is, do they account for interest expenses? Given that
the author finds that affiliated firms are more leveraged then their Net
Income may differ substantially from EBIT when comparing affiliated and
nonaffiliated firms. Likewise, how is Tobin’s Q constructed? Is it based only
on common shares or also on preferred shares? Does the author add the
market value of debt to the numerator? If not, then it will again introduce a
systematic bias to the TQ variable since affiliated firms have higher leverage.

2. On page 269, the author misleadingly and incorrectly writes that “Israel is
positioned together with the emerging markets - such as the Far East
markets - and differs from most western markets.” However, on page 271,
Figure 2 illustrates that Israel’s market is not that far from those of Belgium,
France, Switzerland, Norway, Finland, and Germany, whereas Portugal and
Sweden’s concentrations are even higher.

3. The paper should also show the distribution of business groups when a
business group is defined based on control in at least three firms. A definition
based on holdings in two firms may be too low of a threshold and may lead to
an overstatement of the prevalence of pyramids. Indeed, as the author
reports (p. 270), using a threshold of three firms leads to a reduction of about
ten percentage points in the proportion of firms classified as being affiliated
with a business group.

4. Related to comment 3, above, given the decision to define business groups
based on control in at least two firms, the illustration of the pyramidal

structure in Israel in Figure 3 is misleading. The three business groups



chosen to demonstrate the complexity of the holding structures are perhaps
the most complex business groups, whereas the definition for the data
analysis uses a much laxer definition of what constitutes a group.

. Also, related to comments 3 and 4, above, given that it is likely that affiliated
firms are larger than unaffiliated firms (as indeed is documented in the
summary statistics in Table 3), and given that larger firms are also more
likely to be included in the TASE 25 and TASE 100 indey, it is not surprising
that the share of affiliated firms in the indices is higher than in the overall
population of publicly traded firms. While presenting these facts on page
270, the author does not mention this mechanical relationship and rather
cites this is further evidence for high concentration.

. I do not see the logic behind the argument on the effect of Teva on the
sample. First, Teva is an important Israeli firm that should not be excluded
from the sample. Second, the calculation of the concentration measure
without Teva is misleading. Any comparison of a figure without Teva to other
countries will be biased unless the largest diffusely held firm is also removed
from the samples in these countries.

. lam puzzled by the summary statistics presented in Table 2. According to the
table, average Tobin's Q in 1996 was 0.98. The economic model that
developed the measure of TQ suggests that firms invest in projects until their
marginal Q equals 1. As a result, average Q should be higher than 1. If we are
to take seriously the measure of TQ used in the paper, it would imply that on
average all publicly traded firms in Israel in the year 1996 were
underperforming firms, and economic theory would suggest that they should
have been shut down. Clearly, that was not the case. It is more likely that the
measure of TQ used in this paper has major flaws in its construction. This is
especially puzzling since - according the author’s calculations in Table 2 -
the average profitability (measured by ROA) was 7.8% in 1996, second only
to that of 1999. It is difficult to reconcile these two facts unless the variables
are measured with errors, Given that both ROA and TQ are the main

variables of interest in the analysis ~since they are used as measures of



performance - | am concerned that there is systematic bias in these
variables. For example, 1 have calculated the correlation between the two
series of ROA and TQ. Although the correlation between these two measures
is positive (0.39), it is not statistically significant and as such is not
significantly different from 0 (p-value=0.26). Since one would expect market
valuation to be correlated with profitability - at least to some degree - it is
more likely that the statistical calculation and variable construction are
somewhat wrong.

8. Table 3 illustrates the main problems with selection and endogeneity in the
paper. As the table demonstrates, affiliated and unaffiliated firms differ
greatly. The primary difference pertains to firm size. The significant size
differential (affiliated firms are 5.27 times larger than unaffiliated firms)
suggests that these two types are very different. This difference - among
others - leads to the chief criticism of the paper: given the endogeneity of an
affiliation status, estimates from regressions that are based on an affiliation
dummy are biased and do not indicate a causal relationship.

9. On page 275 the author writes that the lower R&D investment intensity
among affiliated firms signals their entrenchment. The relationship between
R&D and entrenchment is not evident. It is also puzzling that the author does
not attribute R&D investment to industrial composition. Because affiliated
firms are more likely to be in the financial sector - as the author shows in
Figure 4 - and given that R&D investment is less relevant for financial firms,
it is not clear that affiliated firms make low R&D investments. A more careful
treatment is needed in which each of the variables is industry-adjusted
before any comparison between affiliated and nonaffiliated firms can be
made.

10. According to the author, the ROA is 1.0% for unaffiliated firms as compared
to 2.1% for affiliated firms. This number seems low. Further, on page 275, the
author writes that average profitability for the sample firms is 3%. This
needs clarification: the average cannot be higher than the averages of the two

series, so there must be something wrong with the ROA series.



11.

12.

13.

The regression specifications in Tables 4 and 5 are all subject to the
econometric concerns about the endogeneity of the affiliation dummy. One
method of alleviating this concern that is often used in the literature is the
use of firm fixed-effects to account for unobserved firm-level heterogeneity.
The author has not done this here. I am not sure whether the inclusion of
firm fixed-effects is feasible because it requires that firms move from being
affiliated to nonaffiliated during the sample period. However, if some firms
do change status during the sample period, then firm fixed-effects must be
added to the analysis.

The regressions are run using an unbalanced panel with quarterly
observations. Quarterly data - especially accounting data - suffer from
problems of reliability and cyclicality. It would be preferable to see the
regressions run using annual data.

Related to comment 12, ahove, it is not clear whether the quarterly dummies
are general dummies for quarters within a typical year (that is, Q1, Q2, Q3,
and Q4) or whether they are specific quarter*year dummies. The analysis is
meaningless unless quarter*year dummies or at least year fixed-effects are

included.

14.Because affiliated firms are larger and older (Table 3) and thus are at

15.

different points in their life cycle, both firm size and firm age need to be
controlled for. The controls used in Tables 4 and 5 (logarithms of age and
assets) are insufficient. The author should use nonparametric controls such
as size deciles or age categorical variables instead of continuous variables.

What is the definition of industry or industry subcategories in the

regressions?

16. The author does not report whether standard errors are adjusted in any way

in the regressions. It is thus impossible to gauge the validity of the statistical
significance of any of the results. The significance levels marked with stars
are also unclear: Why does not the paper report standard errors? I have

never before seen an empirical paper that does not report standard errors.



17.

18.

19.

20,

Sales growth, leverage, dividends payout ratio, and R&D intensity are all
endogenous variables that are - as Table 3 demonstrates - highly correlated
with the affiliation dummy. Why not use dividends payout as a dependent
variable?

The conclusion that affiliate firms are not more profitable than unaffiliated
firms is incorrect. According to Columns 2 and 4 of Table 4, affiliated firms
that grow faster or have more leverage are more profitable than unaffiliated
firms.

Related to my previous comments about the construction of TQ (see
comments 1 and 7, above), does TQ include the market value or at least the
hook value of debt in the numerator? For example, the construction of TQ
using Compustat data is: the book value of assets [Compustat annual item at}
plus the market value of equity [Compustat annual items at+{csho*prec f]
minus the book value of equity and deferred taxes [Compustat annual item
ceq+txdb), all over the book value of assets. This accounts for the fact that
leverage will mechanically reduce the ratio of equity relative to assets. Given
that the author documents that affiliated firms are more leveraged than
unaffiliated firms, it is crucial that TQ is also adjusted for debt. If TQ does not
include debt in its numerator, then none of the results in Table 5 are valid.
That is, if TQ is constructed to be lower for affiliated firms, then the results in
Table 5 simply capture this bias and not a real causal effect.

In page 281, the author raises concerns about the efficiency of capital
allocation in Israel and the fact that the Israeli economy is exposed to shocks
because of the concentration of control. This statement as well as some of the
other topics discussed on pages 281-282, and point 7 on page 283 are

speculative and do not emerge from the analysis in the paper.



Report on Ministry of Finance, “Analysis of Concentration in the Israeli

Economy” (presented as Appendix D).

Overview

This paper has two main parts. In the first part {to page 293), the authors survey the
academic literature on business groups in finance and economics and discuss the
potential costs and benefits of business groups. In the second part, they use
information from three sources: (1) financial data on all public and private firms in
Israel based on tax reports, (2) wages and personal characteristics of all employees
in Israel from the Israeli tax authority, and (3) data on the wages of managers who
are shareholders in their firms. The authors also suggest that they can construct the
structure of Israeli business groups based on these data, although they provide no
information on the methods employed for this task. The empirical part of the paper
focuses on three aspects of concentration: (1) profit shares and profit rates of
business groups, (2) the role that business groups play in employment in the Israeli
economy, and (3) the effects of business groups on wages of employees and

managers.

In this report I focus on the empirical - that is, the second half - part of the paper.
have deep concerns about the execution of the paper. There are major mistakes in
the specification of the econometric analysis and flaws in its interpretation.
Although the data are interesting and novel, the analysis does not meet the scientific
standards that typically lead to a refereed publication in one of the leading
economics or finance journals. I thus recommend against making any policy
recommendations based on this paper. For reference I list the main concerns on
which | base my evaluation and provide detailed comments pertaining to the

specifics of the analysis.

Evaluation
The main econometric problem in this paper concerns the selection and

endogeneity of firms that belong to a business group (BG). The paper treats the BG



dummy as an exogenous variable and then uses it to explain performance. The
authors try to deal with this problem by using a technique known as difference-in-
difference-in-differences, or triple-diff (DDD). The DDD approach has some
advantages but does not alleviate endogeneity concerns completely (I know this
method well and have used it in my research). The central problem is that there are
no controls for firm fixed-effects, which are needed in such an approach, given that

the data used here are merely a cross-section rather than a panel.

My chief concern with the reported results, however, is their poor execution, which
violates common practice in applied econometrics. Particularly jarring is that there
are systematic biases in which the authors exclude some variables that are key to
the analysis; see especially Tables 2, 3, and 5. The omission of these variables makes

it difficult to take the results seriously.

Given the problems in the empirical analysis and execution, as well as concerns
about the validity of the econometric results, the paper’s interpretation of the
findings is speculative, not based on evidence, and overall does not adhere to

scientific standards of empirical work in economics and finance.

Detailed Comments

1. The conclusion that the findings of negative influence on profits in pyramids
(page 289) are consistent with tunneling is both inconsistent with the
evidence and misleading.

2. The paper reports that there are 39,142 firms in the data, out of which 803
firms belonged to the thirteen largest business groups, and that the vast
majority of the firms used for the analysis are private firms. This is a serious
problem: it implies that a giant firm (for example, Teva) receives the same
weight as a tiny firm with few employees. As I show later, large parts of the
analysis in this paper are driven by firm size and nothing else. Evaluating the

performance of some of the largest firms in the economy by comparing them



to some of the smallest firms in the economy is wrong. The authors should
try to match firms by size and conduct the analysis within size bins.

. The decision to focus on thirteen business groups and the comments about
the share of business groups in the economy when one category (nonprofit)
of business group is excluded are irrelevant. The study lacks transparency
and, as 1 wrote above, does not justify the choice of the treatment group.

. A central problem with the analysis is the lack of a time-series dimension to
the data. Whether a firm belongs to a business group or not is endogenous,
and the authors should at least control for firm fixed-effects in their
regression to alleviate this concern,

. In specification (1) on page 301, several endogenous variables are included
as explanatory variables (BG, MINC02 SELS02, PYRAMID, and CONT). In
particular, given that BG is endogenous, it is not clear whether the authors
can report anything on the causal effect of BG on any of the outcome
variables.

. There are no summary statistics reported for any of the regressions used in
the paper.

. Although the paper does not provide necessary information to evaluate the
analysis in the first regression, Table 1 reveals that the dependent variable
profit is defined in the level of New Israeli Shekels. Given that the data
combines huge firms with tiny firms, this is a clear violation of basic
econometrics. The authors should use logs instead of levels. Obviously, firms
that belong to business groups are larger and hence have larger profits (as
evidence from the coefficient on BG=22,059,553).

. In addition, in order to evaluate the performance of a firm controlled by a
business group, the total differential and not simply the difference-in-
difference-in-differences coefficient (PYRAMID*BG*CONTROL) needs to be
calculated.

. Related to point 8, above, given that controlled firms that are part of a
pyramid are also likely to be significantly smaller, the effect captured by the

interaction terms and the triple-interaction terms is likely to reflect the



10.

11.
12.

smaller size of the firm. Because the dimension/summary statistics of the
data are not provided, it is impossible to gauge the effect of business groups
on performance. In addition, the statement in the second bullet point on page
302 on the evidence for tunneling is speculative and not supported by the
analysis.

For regression (1) on page 305, the authors use a triple interaction {DDD)
model as before. However, in contrast to the model they estimated on page
301, this model does not include the business group (BG) dummy. When |
first looked at the equation on page 305, | thought that this was a
typographical error, but then I looked at Table 2 and found that BG is indeed
not included in the regression. The exclusion of this variable from the
regression is a serious econometric mistake. If excluded, the regression is
unspecified and the results are meaningless. The authors need to explain this
omission.

The discussion on page 308 is unclear.

In section 4.3.2.2 (page 309) the authors attempt to investigate the effect of
business groups on employment stability by estimating a logit model of whether
an employee that works for the firm in 2003 is still employed by the firm in 2008.
Although it is not clear why this is a good measure of employment stability —
employees may leave firms for various reasons - the authors conclude on
page 310 that “employment stability in the large business groups is lower in
average.” They base this conclusion on the fact that the coefficient on BG in
Table 3 is negative and significant. However, because they fail to account for
the fact that the interaction terms between BG and industry dummies --
which are all positive and significant -- force the coefficient on BG to capture
the effect of the other (excluded) dummies in BG firms. That is, the dummy
on BG captures employment stability for industries that are not included in
the interaction terms used in the table, which means that employment
stability is lower in construction and business services that may be unstable
for unrelated reasons. Moreover, the regression omits the industry dummies

for the analysis - in contracts, for example, to Table 2. This is another serious



omission of important variables from the specifications, which cannot be
justified econometrically.

13.Related to the previous comments, does Table 3 reports marginal effects or
coefficients, also why are there no standard errors in the table? Why are R-
squared and pseudo R-squared not reported?

14.0n page 315, the fact that senior employees have higher wages may reflect
the matching between employees with high human capital and business
groups and does not necessarily reflect adverse effects of business groups.

15.1n Table 4, the regression is again estimated using the levels of wages instead
of logs.

16.The regression in Table 4 includes several endogenous variables as
explanatory variables.

17.The comparison between wages of employees and managers between
business groups and other firms on page 317 and in Figure 18 is completely
misleading. Obviously, business groups are larger compared to other firms,
given that business groups are larger and grow faster than smaller firms and
that economic theory suggests that managers' wages should be proportional
to the firms they manage.

18.The variable PYRAMID is not included in the results reported in Table 5,
which invalidates the interpretation of the interaction between PYRAMID
and BG,

19. How are standard errors computed in the paper: Are they clustered?
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