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EDITORIAL 
 

 
 
Dear readers! 
 

This issue of the journal is devoted to the issue of corporate ownership that is originated from the 
title of our journal. We tried to consider the issue of corporate ownership from various positions. A 
focus was done toward the markets of different countries and regions such as Asia and Europe, Ca-
nada, the USA, UK and others. Authors of the papers on corporate ownership made their utmost to 
deliver the new findings to the reading audience.  

The very progressive element of the research on corporate ownership presented in the journal is a 
very thorough comparative analysis of corporate ownership structure in various countries both deve-
loped and developing. That gives a new incentive to investigate the issue of corporate ownership 
more. 

Besides that we introduce you papers on such challenging issues in corporate governance as corpora-
te control with application to European countries, corporate governance and financial system with 
application to Japan, employee stock options, mergers and acquisitions and few others. We expect 
that these papers will be interesting for you and make you consider an opportunity to submit a pa-
per to the journal. 

A special section on corporate governance in a particular country is devoted to Germany. The papers 
published in this section concerns the major direct impacts of SOX on the European Union (EU) and 
Germany as a Member State, the importance of corporate governance for growth companies, derives 
specific requirements for them and evaluates the corporate governance quality for companies listed 
on Tec-Dax, the financial impact of initial IFRS adoption on the statement of changes in equity and 
the income statement of German companies. All these issues are on the forefront of corporate gover-
nance in Germany. 

“Practitioner’s corner” narrates on the research of the corporate board practices. Special attention is 
paid to the issue of the director independence. Moreover, this is a detailed analysis of factors influen-
cing the board composition. 

We hope that you will enjoy the journal content and join the author or subscriber groups of our 
journal. 
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РАЗДЕЛ 1 
 НАУЧНЫЕ ИССЛЕДОВАНИЯ  

                               И КОНЦЕПЦИИ 

SECTION 1 
ACADEMIC  
INVESTIGATIONS  
& CONCEPTS 

 
 
 
 
 
 
 

CORPORATE CONTROL AND RELATIONSHIP FINANCE BY 
BANKS OR BY NON-BANK INSTITUTIONAL INVESTORS? A RE-

VIEW WITHIN THE THEORY OF THE FIRM  
 

Ettore Andreani, Doris Neuberger*   
 
 
 

Abstract 
 

In continental Europe, banks are more and more replaced by non-bank institutional investors in the 
financing and control of firms, which may imply a shift from relationship finance with insider control 
to arm’s length finance with outsider control. However, non-bank institutional investors may develop 
relationships with firms similar to the traditional long-term bank-firm relationship, providing substi-
tutive services. The present paper differentiates between relationship banking and relationship in-
vesting within the theory of the firm and reviews the financial and corporate control services pro-
vided by both arrangements.  
 
Keywords: corporate control, relationship banking, relationship investing, banks, institutional in-
vestors, theory of the firm 
 
* Department of Economics, University of Rostock, Ulmenstr. 69, D-18057 Rostock, e-mail: doris.neuberger@uni-rostock.de 
For helpful comments and suggestions we thank Martina Eckardt and Solvig Räthke. 
 
 
1. Introduction 
 
The financial systems of continental Europe are 
under change, driven by population ageing, wealth 
accumulation, technological change and financial 
market integration. Demographic trends with a move 
towards funded pension systems will boost capital 
markets and enhance the shift from traditional bank 
intermediation to intermediation by non-bank institu-
tional investors, mainly pension funds, mutual funds 
and life insurance companies (Davis 2003, Schmidt 
et al. 1999). Increasing competition between large 
publicly held companies for international capital 
market funds and between performance oriented 
asset managers for mobilizing savings put pressure 
on management to increase shareholder orientation 
and improve investor relations, in particular by the 

release of more public information. Since the profes-
sional institutional investors hold internationally 
diversified portfolios of investments, whose returns 
are periodically evaluated against international 
benchmarks, their activities have induced an interna-
tional standardization of investments policies and 
performance measurements (Moerland 1995). This 
puts the control–oriented financial systems with their 
reliance on insider control, long-term implicit 
contracts and stakeholder orientation under pressure, 
in particular regarding the role of banks as an effec-
tive instrument of control in such systems as the 
German and the Japanese ones (Neuberger, 2000). 

This development may be seen as a move from 
continental European bank-based financial systems 
towards the Anglo-Saxon market-based system. 
According to a well established literature the contrast 
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between both systems is exemplified by the contrast 
between short-termism and long-termism (Kaplan 
1994). The Anglo-Saxon market-based system is 
characterized by a large number of institutional in-
vestors who have a short-term investment approach, 
focusing their attention on annual and inter-annual 
results and on return ratios, and by companies that 
finance themselves first of all through the capital 
market, while using bank loans mainly to finance 
day-to-day operations. On the contrary, the German 
and Japanese bank-based model is characterized by a 
small number of sizeable investors, mainly banks 
and insurance companies, which have a long-term 
investment approach and are less committed with 
investigating how the company is managed in the 
short run.1 On the one hand, they finance directly the 
companies’ long-term investments through long term 
credits, on the other hand, they are often among the 
biggest shareholders of the companies they have 
financed (Wenger/Kaserer 1998). In this sense Carlin 
and Mayer (2000) argue that economies of scale in 
monitoring make banks more efficient monitors than 
individual market participants, in particular when 
good investments require the costly accumulation of 
available information on the quality and performance 
of  borrowers. This is brought about especially in 
long-term bank-firm relationships. 

However, a movement from bank-based inter-
mediation to intermediation by non-bank institu-
tional investors is not necessarily a shift from rela-
tionship finance to arm’s length provision of finance. 
To the extent that institutional investors are active 
holders of shares and/or debt securities, they develop 
relationships with firms that may have features of the 
traditional bank-firm relationship (Perée/Riess 2003, 
p.24). Whether this shift from relationship banking 
to relationship investing will ultimately lead to effi-
ciency gains, is an open question. In Germany, the 
general public is concerned about the dissolution of 
housebank relationships which are seen as valuable 
for the financing of small and medium-sized enter-
prises. At the same time, in the U.S. there is concern 
about the behavior of institutional investors, mutual 
funds being accused of hurting investors by pursuing 
their own goals (see e.g. The Economist 2003a,b).  

While the benefits and costs of institutional in-
vestors’ relationships with firms are primarily exam-
ined within the corporate governance literature and 
the literature on efficient markets (Davis 2003, Gil-
lan/Starks 2000, Menkhoff 2002), the pros and cons 
of relationship banking are mainly discussed within 
contract theory (Boot 2000, Ongena/Smith 2000). 
The present paper attempts to integrate both forms of 
relationship finance within the theory of the firm. 
We will compare three alternative relationships: (1) 

                                                 
1 See among others Allen/Gale (1995, 2000), Albert (1991), 

Guatri/Vicari (1994), Neuberger (2000). Kaplan (1994) argues 
that empirical findings call into question the view that the relati-
onship oriented systems of Germany and Japan are able to igno-
re current measures of performance. 

relationship banking (or lending) as a close relation-
ship between an industrial firm and a bank, resulting 
from long-term lending with inside information, (2) 
relationship investing as a close relationship between 
an industrial firm and a non-bank institutional inves-
tor, where direct control is exerted via large holdings 
of publicly traded shares or inside equity; (3) trans-
action finance (lending or investing) by publicly 
traded bonds or stocks on the capital market or by 
arm’s length provision of finance by intermediaries.  

The rest of the paper is organized as follows: 
Section 2 defines the different concepts of relation-
ship finance and reviews the literature. In section 3 
we review the relevant theories of the firm and use 
them to discuss the corporate control and financial 
services provided by both types of relationship fi-
nance. Section 4 concludes. 

2. Concepts of Relationship Finance and 
Literature Review 

2.1. Transaction Finance, Relationship 
Finance and Intermediation 

The provision of external finance to firms can be 
transaction-based or relationship-based. Transaction 
finance may be viewed as arm’s length finance 
which typically involves one-time or short-term 
interactions of contracting partners without accumu-
lation of confidential or private information. Thus, 
we define transaction finance as the provision of 
financial services by an investor or lender that 

- focuses on a single transaction rather than mul-
tiple interactions with the same contracting partner; 

- involves only publicly available information. 
Transaction finance may be provided directly by 

individual investors who buy stocks or bonds issued 
by firms on the capital market. In this case, the in-
vestors share directly the risks of the projects fi-
nanced, relying only on public information. Typi-
cally, their available funds are too small to make 
costly information gathering in a single firm profit-
able and at the same time reduce risk by holding a 
diversified portfolio of investments.  

Therefore, individual investors gain by delegat-
ing fund management and/or monitoring of borrow-
ers to financial intermediaries who (1) are better 
informed and thus may realize a superior investment 
performance, (2) can diversify more broadly because 
they have larger funds, and (3) can reap economies 
of scale in investment management and/or monitor-
ing of borrowers. In this case, direct finance is re-
placed by intermediated finance, where banks or 
non-bank financial intermediaries, so-called institu-
tional investors, collect funds of individual investors 
to invest them in productive firms. The terms “finan-
cial intermediaries” and “institutional investors” are 
synonymous terms: institutional investors are inves-
tors in financial markets which are neither private 
households nor public institutions (Menkhoff 2002, 
p. 909). They comprise banks and non-bank financial 
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intermediaries like mutual funds, pension funds, 
insurance companies or venture capital firms.  

While non-bank financial intermediaries special-
ize in brokerage services (like transaction services, 
screening, certification), banks2 provide more ser-
vices of qualitative asset transformation (like moni-
toring, liquidity creation and claims transformation 
(see Greenbaum/Thakor 1995, Bhattacharya/Thakor 
1993). Thus, as shown in figure 1, intermediation by 
banks differs in two important aspects from interme-
diation by non-bank institutional investors: 

- On the liability side, banks typically take funds 
with standard debt contracts, called deposits, which 
are not only risk-free (because of diversification and 
deposit insurance), but also highly liquid (because of 
liquidity insurance). Non-bank institutional investors 
take funds with different risk-sharing contracts (e.g. 
mutual fund contracts, insurance contracts) and pro-
vide risk diversification, but not liquidity transforma-
tion. 

- On the asset side, banks typically provide di-
rect loans to firms whom they screen and monitor, 
while non-bank institutional investors invest in pub-
licly traded bonds and shares or in private equity of 
the firms which they screen and monitor. 

Both types of intermediated finance also involve 
transaction finance, if the loans provided by banks 
and the investments of non-bank institutional inves-
tors are made at arm’s length, without gathering of 
proprietary information by repeated transactions with 
the same contracting partner. In the case of (typi-
cally) short-term, arm’s length lending by banks we 
speak of transaction lending, in the case of bond 
holdings and/or share holdings by non-bank institu-
tional investors we speak of transaction investing. In 
contrast to transaction finance, we define relation-
ship finance as the provision of financial services by 
an investor or lender that 

- evaluates the profitability of his or her invest-
ments through multiple interactions with the same 
customer over time and/or across products;  

- invests in customer-specific, often proprietary 
information (Boot 2000, p. 10). 

Since such investments are typically made by fi-
nancial intermediaries and not by individual savers, 
the term relationship finance can be equated with the 
term relationship intermediation. 

2.2. Relationship Banking  

The term relationship banking is not sharply defined 
in the literature.3 Mostly, it is used to describe lend-
ing relationships of (commercial) banks, but it has 
also been used to address customer relationships of 
non-bank financial intermediaries.  

We define relationship banking as  
- the above defined relationship intermediation  

                                                 
2 The term “bank” is used for banks that provide commercial 
banking services. Investment banks, which do not provide these 
services, are considered as non-bank financial intermediaries. 
3 For reviews see Boot (2000), Ongena/Smith (2000), El-

yasiani/Goldberg (2004). 

- provided by a bank.  
Since close relationships between banks and 

their customers typically originate from the lending 
business, relationship banking and relationship lend-
ing can be used as synonymous terms. In the stricter 
sense, the term relationship lending only involves 
close relationships in lending, while the term rela-
tionship banking encompasses relationship lending 
and close relationships from other bank services. 

A bank-customer relationship arises when the 
frequent provision of loans, and usually also of other 
services, leads to benefits that accrue through time to 
both the bank and the customer. Often the practitio-
ners’ view of a relationship is based on concepts like 
“trust”, “commitment”, “mutual understanding” and 
“professionalism”, without pointing out specific 
advantages of such a relationship relative to alterna-
tives (Ongena/Smith 2000).  

According to the modern theory of financial in-
termediation, the benefits of relationship banking 
arise mainly from a reduction of agency and infor-
mation problems by unique contractual features of 
implicit, long-term contracts and by the use of in-
formation reusability over time. From the view of the 
bank, the proximity to the borrower facilitates its 
monitoring activity, thus minimizing the moral haz-
ard problem of asymmetric information and provid-
ing a source of comparative advantage versus de 
novo lenders and capital markets who are less in-
formed about the borrower (Boot 2000). From the 
view of the firm, an advantage of relationship bank-
ing is that the bank is not likely to withdraw as soon 
as the first problems occur, obtaining a kind of li-
quidity insurance over time.  

Moreover, relationship banking helps to reduce 
financing constraints due to asymmetric information. 
Monitored firms can finance new projects with less 
informative constraints, while unmonitored firms, 
which cannot defend the viability of each project to 
individual investors, must time investments to their 
liquidity or internally generated funds, or to the 
wealth of the entrepreneur (Frohlin 1998). These 
benefits mainly accrue to small and medium-sized 
enterprises, which are informationally more opaque 
than large, publicly listed firms. Beyond lending, 
relationship banking includes various other financial 
services, e.g. deposits, check, clearing and cash man-
agement services. They represent both a source of 
revenue and information for the banks (Boot 2000), 
and may help to evaluate better the riskiness of lend-
ing to a firm. 

The inside information accumulated by the bank 
in the course of a relationship represents “specific 
knowledge”, i.e. knowledge that is transmitted be-
tween agents only at high cost4 (Jensen/Smith 1985).  

                                                 
4 Without considering monetary costs it is sufficient to recall the 

opportunity costs of time spent by bankers in order to evaluate 
the project, visit the firm, keeping in touch with the entrepre-
neur, screening the balance sheets and so on. 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 

12 

Figure 1. Intermediated vs. direct financing of firms 
 

 
Let us review the benefits and costs related to 

information exchange. A borrower might reveal 
proprietary information to its bank that it would 
never have disclosed to the financial markets and at 
the same time could be “forced” to unveil some 
information, and to be closely monitored by the 
bank5. Because of long-term efficiency gains, the 
effects of bank affiliations may be more pronounced 
with time: for example attached firms’ investment 
sensitivity to liquidity should be lower in the longer 
run, even if the evidence about this point is not 
unanimous (Frohlin 1998). At the same time the 
costs associated with the search for the most conven-
ient bank in the retail fields are high and the ex-
pected return of search is low for most of the retail 
banking customers. As a consequence the demand 
for most of the standard retail banking services is 
likely to be characterized by “bank loyalty”, i.e. the 
tendency to maintain a banking relationship after 
having chosen a bank (Neuberger 1998). As a matter 
of fact in order for the client to obtain a competitive 
offer from another bank, the de novo bank must be 
provided with references and other pertinent infor-
mation, involving costs to the applicant and the bank, 
while the applicant cannot be sure that the savings 
associated with the new conditions can overcome the 
search costs. This is due both to the firm’s difficulty 
in conveying information about its superior perform-
ance to other banks and to adverse selection, that 
makes it difficult for one bank to attract another 

                                                 
5 Hoshi/Kashyap/Scharfstein (1993). According to Stiglitz (1985) 

the nature of loan contracts enables the banks to focus their at-
tention in information gathering about a particular set of issues, 
those associated with the probability of default and the net worth 
of the firm. 

bank’s best customers without attracting first the less 
desirable ones (Sharpe 1990). At least three costs are 
borne by banks when entering into and executing a 
debt contract: agency costs from ex ante information 
asymmetries, monitoring costs linked to the control 
of the correspondence between the contract’s clauses 
and the development of the financed project, and 
enforcement costs derived from ex post information 
asymmetries (Ferri/Messori 2000).  

In universal banking systems, bank-customer re-
lationships encompass commercial banking. A com-
mon source of costly information is the placement of 
bank directors on the firms’ board of directors, as 
best exemplified by the German stylized tradition of 
having bankers on the boards of non-financial com-
panies (Frohlin 1998). Even if Baums (1994) argues 
that seats on the supervisory boards don’t seem to 
provide always better information than a large credi-
tor has, the “information gathering activity” of the 
single board member is likely to differ from the 
information access of a large “outside” creditor. 
Having one or more of its managers on a client 
firm’s board is likely to provide the financial institu-
tion access to proprietary information as well as 
some influence over the firm’s actions (Booth/Deli 
1999). The presence of bankers on boards has been 
considered also as a “credible message” of a close 
firm-bank relationship (Schäfer 2003).6 A banker 
may also be appointed on the board in order to signal 
to other banks that an expert in bank debt is on the 
board to protect creditors, a role that could be per-
formed both by affiliated and unaffiliated bankers 
(Booth/Deli 1999). As a matter of fact it is quite 

                                                 
6 The message is credible, because on the one hand the bank risks 

its own funds, and on the other hand the bank risks its “stan-
ding”, i.e. its external image within the financial community. 
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difficult to distinguish between commercial bankers 
supplying expertise and commercial bankers moni-
toring lending relationships. Berglöf and Sjögren 
(1998) investigated the case of a bank providing 
loans to a borrower while an investment company, 
controlled by the bank7, holds a relevant block in the 
borrowing company. Some authors (Albert 1991; 
Guatri/Vicari 1994, Albach 1997) underline another 
by-product of relationship banking, the stability in 
the control of the firm and a reduction of the myopia 
of some institutional investors, for example through 
a higher dividend retention and a lower interest in 
the annual and infra-annual pay out ratio, thus pro-
viding evidence for a strict preference for the “peck-
ing order of financing”. 

2.3. Relationship Investing 

We define relationship investing as  
- the above defined relationship intermediation 
- provided by a non-bank institutional investor. 
The term “relationship investing” has been used 

to describe the shareholder activism of non-bank 
institutional investors in the control of publicly 
traded companies (Chidambaran/John 1998, Gil-
lan/Starks 2000). Even if they mostly invest in pub-
licly traded securities, institutional investors may 
obtain firm-specific, private information by multiple 
interactions with the same corporate customer over 
time. Such relationships are likely to arise, if large 
share blocks are held in a single corporation: they 
increase the incentive to invest in information gath-
ering and monitoring through control rights and may 
provide special information rights by a representa-
tion on the firm’s board.8 

While this only applies to the financing of large 
corporations, the term “relationship investing” may 
also be used to describe the activities of non-bank 
institutional investors such as investment banks or 
venture capital firms in providing inside or private 
equity to smaller, non-listed firms. The partnership 
between a venture capitalist and an entrepreneur is 
characterized by the accumulation of firm-specific, 
proprietary information during the start-up and 
growth phase of the firm, where the venture capital-
ist provides screening and certification, funding, 
monitoring and management expertise. A venture 
capital contract has the following features: the entre-
preneur cannot “walk away” after obtaining financ-
ing, the venture capitalist gains control of the firm 
after buying out the entrepreneur if a minimum per-
formance requirement is not met, and both partners 
receive equity payoffs, if control remains with the 

                                                 
7 In particular they use the term “related ownership” in order to 

refer to holdings owned within a sphere of influence. 
8 However, the value of large share blocks may not only be maxi-

mized by a tighter control over managers, but also by extracting 
transfers from small shareholders, a process generally addressed 
within the frame of  “private benefits of control”(La Porta et al. 
1999). 

entrepreneur (Greenbaum/Thakor 1995, pp.68).9 
Thus, equity contracts are the key financial instru-
ment of relationship investing. Even if both equity 
and debt contracts may be written by banks as well 
as non-bank institutional investors, we focus on debt 
contracts in the case of relationship banking and on 
equity contracts in the case of relationship investing. 
While bank loans, but not investments in equity are 
necessary for relationship banking, investments in 
equity, but not bonds are necessary for closer rela-
tionships between non-bank institutional investors 
and firms. Non-bank institutional investors have 
become increasingly important as equity holders 
both in the American and European financial mar-
kets. The equity ownership of investment trusts and 
advisors and pension funds increased dramatically 
during the last years, and enjoys a high level of in-
ternationalization, both on the management side (the 
asset management companies) and on the investment 
side. In particular some public pensions funds began 
to abandon their traditional passive shareholder role 
and became more active participants in the govern-
ance of their corporate holdings (Gillan/Starks 2000, 
Woidtke 2002). Institutional investors that hold pub-
licly traded shares use different mechanisms of cor-
porate control: they may exercise their pressure on 
firms both by selling shares in underperforming 
firms or in firms that don’t follow international rec-
ognized corporate governance standards (“Wall 
Street Walk”) and by exercising direct control over 
the incumbent management of the respective firms 
(“voice”) (Drobetsz/Shillhofer/Zimmermann 2003). 
Qualified investors often negotiate directly with the 
managers and submit shareholder proposals only if 
the negotiations don’t have any relevant effect (Gil-
lan/Starks 2000). When shares are held for a longer 
time institutions will become aware of the use and 
consequences of discretionary accounting, thus re-
ducing incentives for the earning management 
(Chung/Firth/Kim 2002). Institutional investors are 
willing to pay significant premiums for well gov-
erned companies, or significant discounts for bad 
governed ones (McKinsey&Co. 2000). The body of 
the research has focused on the virtues of institu-
tional investors in forcing management to focus on 
economic performance and eschewing opportunistic 
self-serving behavior, even if some research under-
lined the myopia of those who focus on the short-
term performance of the firm to the detriment of its 
longer-term prosperity (Chung/Firth/Kim 2002)10. 
The primary emphasis of activist shareholders has 
been to focus on the poorly performing firms in their 
                                                 
9 As a matter of fact the role performed by German housebanks at 

the end of the 19th century could be considered as a first kind of 
venture capitalism, thus representing an ideal link between rela-
tionship banking and relationship investing. Already at the be-
ginning of 20th century Riesser (1905) provides wide evidence 
about the role of German banks in financing railways and iron 
industry, that could be considered the start-up industries of that 
time.  

10 For an overview on the empirical evidence see Menkhoff 
(2002). 
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portfolio and to pressure the management of such 
firms for improved performance, thus enhancing 
shareholder value (Gillan/Starks 2000). Moerland 
(1995) argues that the excessive functioning of the 
market for corporate control with practices such as 
corporate raiding, crude hostile takeovers or junk 
bonds, has lost importance having been partially 
replaced by active investors’ diplomacy and persua-
sion as disciplining mechanisms. This could repre-
sent a turnover in respect of the role traditionally 
addressed to hostile takeovers (Manne 1965, Jensen 
1986). The different types of institutional investors 
differ with respect to their monitoring incentives and 
capabilities. Pound (1988) notes that institutional 
investors such as banks should be effective monitors 
because they have frequent business contact to their 
clients, even if they might become entrenched and 
support incumbent managers. For example, business 
relationships between banks and management are 
likely to be associated with voting behavior that is 
conductive to continuance of the relationships, thus 
being supportive of management proposals, as are 
banks sharing one or more directors with the firm. 
Director interlocks between banks and firms are 
related to the outcome of the vote, with affiliated 
banks supporting management proposals, and unaf-
filiated ones opposing them (Payne/Millar /Glezen 
1996). According to these conflicts of interests, in-
vestment or pension funds could be better monitors 
than banks or insurers, even if they also face some of 
these conflicts (Charny 1995). Empirical evidence 
shows that the results of negotiations and sharehol-
der proposals are associated with the sponsor identi-
ty, which seems to sort out a leading effect, with a 
“leader” making the first step, and the other investors 
following the leader approach: this is generally re-
cognized in the role of some prominent institutions, 
as for example the American CALPERS. Moreover 
the identity of the sponsor could be analyzed distin-
guishing two different groups, i.e. big individual 
investors and institutional investors. Proposals spon-
sored by the first group generally garner fewer votes, 
while the impact of the second group enjoys the 
above described lead effect (Gillan/Starks 2000). 

3. Relationship Finance and Corporate 
Control within the Theory of the Firm 

3.1. Theories of the Firm Relevant for 
Financial Relationships 

To work out the services provided by the different 
sorts of financial relationships, we resort to different 
theories of the firm. Broadly, we may differentiate 
between the neoclassical and the contractual theories 
of the firm. In the neoclassical economic school, a 
firm is just described by efficient relationships bet-
ween inputs and outputs, using the concept of a pro-
duction function. Even if this black-box concept 
cannot explain the functions of intermediaries, we 
will use it to describe which inputs to firm producti-
on are provided by different forms of external finan-

ce. The contractual theories of the firm, which have 
been developed along with the theory of incomplete 
markets since the 1970s, yield explanations both for 
the existence of financial intermediaries and their 
contractual relationships with firms. Despite their 
heterogeneity, they have the common focus of ex-
plaining firms as organizations under two aspects: 
first, the substitution of short-term contracts on the 
product markets by long-term contracts between 
input owners, and second, the substitution of market 
mechanisms by hierarchy.11 They may be broadly 
divided into two groups: principal-agency theory and 
transaction-cost theory. 

The principal-agent theory deals with bilateral 
contractual relationships between two partners, the 
principal and the agent, which are affected by prob-
lems of asymmetric information, i.e. the principal 
cannot directly observe the activities of the agent or 
the agent has more relevant information than the 
principal.12 The focus is on designing an optimal 
contract which will motivate the agent to share his 
private information so that the action expected by the 
principal will be effectively realized. The classical 
agency-theory problem was posed by Berle and 
Means in 1932 for the public company with dis-
persed shareholders, where the separation between 
owners (principals) and managers (agents) causes 
agency costs by suboptimal control of the manage-
ment. Within this theory, firms have been considered 
as “…simply legal fictions which serve as a nexus 
for a set of contracting relationships among indi-
viduals“ (Jensen/Meckling 1976, p.325). It has been 
applied both to explain financial intermediation as an 
optimal nexus of contracts and the problems of opti-
mal corporate control. Beyond the ‘nexus of con-
tracts view’ (Alchian/Demsetz 1972, Jensen/ Meck-
ling 1976, Fama 1980), another view is that firms are 
characterized by more than the legal status, since 
they provide a solution to moral hazard in teams 
(Alchian/Demsetz 1972, Holmström 1982). This 
view emphasizes the technology of team production, 
where marginal products are costly to measure, and 
shows the circumstances under which it may be 
optimal to appoint a monitor who has the rights to 
the residual income of the team. Another view of 
team production has been provided by Aoki (1986) 
and Marschak/Radner (1972), who consider a firm as 
a group of input owners with a common goal. Ac-
cording to this view, team production does not serve 
to prevent opportunism, but to gather and share in-
formation under uncertainty. It emphasizes “…the 
image of a firm which must develop its resources by 
learning new informational relations before being 
able to use them” (Krafft/Ravix 1998, p. 248).13 

                                                 
11For overviews see Cheung (1983), Foss/Lando/Thomsen (2000), 

Krafft/Ravix (1998), Richter/Furubotn (1997)  
12See Jensen/Meckling (1976), Alchian/Demsetz (1972), Fama 

(1980), Holmström (1982). 
13This team theory has been considered as an extension instead of 

an alternative to the principal-agent theory, since the agents are 
still optimizing, making their decisions on the basis of imperfect 
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Since incomplete information is the central problem 
of external finance, we will use also this theory to 
study the functions of financial relationships. 

The transaction-cost theory is based on the ques-
tion posed by Ronald Coase in 1937: when do firms 
produce to their own need (backward, forward or 
lateral integration) and when do they procure in the 
market? It explains the use of markets for some 
transactions and the use of hierarchical forms of 
organization for others by transaction-cost differ-
ences between markets and hierarchies (Williamson 
1988, p. 568). In contrast to the principal-agent the-
ory, the focus is not on the ex ante incentive align-
ment of contracts under asymmetric information, but 
on the ex post governance of incomplete contracts. 
Since not all contingencies can be contractually 
covered, contracts are incomplete, and there is a need 
of adaptation to changing circumstances. This ap-
plies above all to long-term contracts such as the 
long-term loan contracts between banks and firms. 
Like long-term labor contracts, they are likely to be 
implicit.14 An implicit contract describes complex 
agreements, written and tacit, which govern the ex-
change of services when various types of specific 
investments inhibit the mobility of production inputs, 
and opportunities to shed risks are limited by imper-
fect markets for contingent claims (Azariadis 1990, 
p. 132). It results from bargaining of the contractual 
partners over sharing the returns of their relation-
ship-specific investments in various possible future 
circumstances (Azariadis 1990, p. 138). By forming 
such relational contracts, the parties generally com-
mit to some common goal rather than to a specific 
course of conduct (Boatright 2002). 

Within the transaction-cost theory, the property 
rights theory of the firm focuses on the allocation of 
ownership as the possession of residual control 
rights, i.e. rights to control the uses of assets under 
contingencies that are not specified in the contract. It 
considers a firm as a collection of jointly-owned 
assets (Grossman/Hart 1986, Hart/Moore 1990, Hart 
1995) and is relevant for the question of optimal 
corporate control. The second major branch of trans-
action-cost theory is the governance structure ap-
proach of Williamson (e.g. 1975, 1979, 1985, 1988). 
Its basic idea is to assign transactions to alternative 
governance structures on the basis of their transac-
tion properties, which are determined above all by 
the degree of asset specificity. In long-term financial 
relationships, asset specificity results from the acqui-
sition of private information. 

Figure 2 illustrates the relevance of the different 
contractual theories of the firm for the explanation of 

                                                                         
information, where the variables designating the optimum form 
of organization are all known (Krafft/Ravix 1998, p. 251). 

14According to Frank Knight (1921), labor contracts are implicit in 
the sense “…that inherently ’confident and venturesome’ entre-
preneurs will offer to relieve their employees of some market 
risks in return for the right to make allocative decisions” (Azari-
adis 1990, p. 133).  

 

financial contracts, intermediaries and relationships, 
which we will review in more detail below. After a 
view on the neoclassical production function (3.2), 
we will discuss financial intermediation as a nexus of 
contracts (3.3), relationship intermediation as team 
production (3.4), corporate control rights of financi-
ers (3.5) and the governance of incomplete financial 
contracts (3.6). The results are summarized in tab. 1. 

3.2. Financial Contracts and the Produc-
tion Function of a Firm  

The usual neoclassical production function relates 
firm output to capital and labor inputs, which are 
financed by the firm’s revenues. In this case of inter-
nal finance, contracts with external financiers are 
irrelevant. However, if the scarcity of internal funds 
limits production, external finance is a further pro-
duction factor with positive marginal returns. Finan-
cial contracts with external financiers differ with 
respect to two fundamental inputs which they pro-
vide: bearing of risk and information. Therefore, we 
consider the more general production function  

q = f(risk, information),  
with q as output and f as the neoclassical pro-

duction function. 
Given that individuals are risk-averse, risk can 

be considered as a scarce production factor with a 
positive marginal productivity (Sinn 1986). Along 
this line of reasoning the production function coin-
cides with the efficiency line of the capital asset 
pricing model. The supply of the factor risk can be 
increased by different risk-bearing institutions or 
organizations such as insurance and stock markets, 
financial intermediaries, but also special financing 
relationships. It depends on the type of the contract: 
in a standard debt contract, the lender has a constant 
interest and capital claim and bears the risk that the 
borrower cannot repay. In the case of insolvency, the 
whole property rights on the firm are transferred to 
the lender. In an equity contract, on the other hand, 
the equity owner has a state-dependent claim on the 
residual in solvent states, bearing the residual claim 
risk. As a second production factor we consider 
information as the knowledge or competence of the 
financier to allocate the funds to their best possible 
use. We presume that a financier is better informed if 
he has gathered not only publicly available informa-
tion but also inside or private information about the 
state and the prospects of the firm. The higher this 
stock of information, the lower is the information 
asymmetry between the firm and its financier and the 
lower are the concomitant agency costs of external 
finance. Like a technical or an organizational pro-
gress, an increase in information may be described 
by an outward shift of the production function rather 
than a move along its frontier. From a macroeco-
nomic perspective, the above production function 
may be used to describe the contributions of a whole 
financial system to an economy’s production capac-
ity.
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Figure 2.  Explanation of financial contracts and intermedianies by contractual theories of the firm 

 

Table 1. Comparison of Different Financing Relationships: Overview 
Provision of  Services Relationship Banking Relationship Investing Transaction Finance 
Inputs to Firm Production: 
q = f(risk, information) 
(see chapter 3.2) 

insolvency risk,  
inside information 

residual claim risk,  inside infor-
mation 

insolvency risk or residual 
claim risk, outside information

Nexus of contracts by 
delegation  
(see chapter 3.3) 

banks as delegated monitors: 
- economies of scale in contracting 

and monitoring 
- liquidity creation with disciplinary 

mechanism of runs 
- agency costs between bank and 

depositors 

non-bank institutional investors as 
delegated monitors: 

- economies of scale in contracting 
and monitoring 

- agency costs between institu-
tional investor and fund owners 

direct contracts, no delegation 
 

Team Production  
(see chapter 3.4) 

cooperation between  bank and 
borrower: 

- information 
- risk sharing 

cooperation between venture 
capitalist and firm: 

- information 
- risk sharing 

no cooperation 

Corporate control  
(see chapter 3.5) 

reduction of agency costs of debt 
and equity 

reduction of agency costs of equity high agency costs of external 
finance 

Governance of incomplete 
contracts 
(see chapter 3.6) 

implicit loan contracts with state-
dependent claims: 

- intertemporal contract design 
- renegotiability: insurance in 

distress states 
incentives: 
- reputation 
- collateral 
problems: 
- hold-up 

- soft budget constraint 

explicit equity contracts with state-
dependent claims 

- 
 
- 
 
 

incentive: 
- long-run profit maximization 

problems: 
- hold-up 

- soft budget constraint 

explicit contracts with state-
independent or state-

dependent claims 

 
 
According to Hellwig (2000), following the way 
paved by Jensen (1986), the main problem of a fi-
nancial system is not the scarcity of funds, but rather 
the misallocation of funds, e.g. by retained earnings, 
hidden reserves, disposal of assets or opportunistic 
behavior of managers in the presence of asymmetric 
information. In such an economy the task of the 
financial system is not only to channel the funds 
from households to firms, but also to channel the 
funds within the corporate system, from firms with 
excessive cash flow to firms with insufficient funds 

or from X-inefficient firms to more efficient ones. 
The allocative competence of a financial system thus 
depends on its ability to reduce information asymme-
tries and provide possibilities of risk sharing and 
information sharing.  

Given the above definitions of relationship 
banking and relationship investing, both kinds of 
relationship finance are superior to transaction fi-
nance in providing inside information, while they 
differ with respect to the provision of risk bearing. 
Being based on debt financing, relationship banking 
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bears the insolvency risk, while the equity-based 
relationship investing bears the residual claim risk. 

3.3. Financial Intermediation as a Nexus 
of Contracts  

Within the agency-theoretic nexus of contracts view, 
firms come into existence as intermediaries that 
reduce the number of direct market contracts be-
tween individuals and the associated contracting and 
monitoring costs. Likewise, the existence of financial 
intermediaries, and their special relationships with 
contracting partners, can be explained by their func-
tions of delegated contracting and monitoring on 
behalf of individual investors. If they have gathered 
specific information about borrowers or investment 
projects, the reusability of this information can be 
used to reap economies of scale in long-run relation-
ships. The new theory of financial intermediation 
(developed since Diamond 1984, Caloromis/Kahn 
1991, Allen 1990) shows that banks are financial 
intermediaries which can solve specific information 
and incentive problems in the relationships with 
savers and investors better than this could be done by 
non-bank financial intermediaries or direct financing. 
Within the theory of asymmetric information, Dia-
mond (1984) shows that a special role of banks is to 
minimize the agency costs between borrowers and 
lenders by monitoring the borrowers at low cost, 
while Diamond and Dybvig (1983) find another 
special function of banks in their role of transform-
ing illiquid assets into liquid liabilities, providing 
insurance against liquidity risk with private informa-
tion to agents. Diamond and Rajan (2001) show that 
relationship lending is the best way to create efficient 
monitoring and maximum liquidity simultaneously. 
Real assets or projects are illiquid, because the en-
trepreneur can always threaten to withhold his spe-
cific skills in the future and thus capture a rent. A 
relationship lender who has gained knowledge about 
the project has a better liquidation threat than any 
other financier and thus can extract a larger fraction 
of the cash flows generated. When the relationship 
lender is a bank, issuing demand deposits, it cannot 
hold up depositors by not paying them the promised 
amount. Demand deposits are fixed claims with a 
sequential service constraint, where the depositors 
get their money back until the bank runs out of 
money. Any attempt by the bank to extort a rent 
from depositors by threatening to withdraw her spe-
cific abilities would cause a run, where the deposi-
tors demand back their money simultaneously with-
out renegotiating. Hence, the fragility of the bank’s 
deposits ensures that the bank provides the maxi-
mum amount of credit it can offer.15 Non-bank insti-
tutional investors, in contrast, do not create liquidity 
and hence do not have this disciplinary mechanism 

                                                 
15In a world of uncertainty, it is optimal for the bank to finance 

itself not only by deposits, but also by outside capital, which is a 
softer claim that can be renegotiated in bad times (Dia-
mond/Rajan 2000). 

of runs. A depositor of a mutual fund has the right to 
seize that proportion of assets that equals his propor-
tion of total deposits. Thus, the holdings are marked 
to market and the mutual fund is run-proof. If mutual 
funds are actively engaged in monitoring, providing 
relationship investing, depositors are not able to 
discipline them and the managers may capture rents. 
This applies also to insurance firms that unlike 
banks, provide payments only when liquidity needs 
are observable and verifiable.16 Also investment 
banks or venture capitalists differ from commercial 
banks in this respect: because their value lies largely 
in future transactions, they cannot be efficiently cut 
out of the deal, hence demand deposits are unlikely 
to provide discipline (Diamond/Rajan 2001, pp. 
317). A problem with both relationship banking and 
relationship investing is that the delegation of moni-
toring to an intermediary involves by itself agency 
costs, so-called delegation costs. In the case of rela-
tionship banking, they arise from the asymmetric 
information between bank managers and bank depo-
sitors/shareholders, while in the case of relationship 
investing, they arise from the asymmetric informati-
on between institutional investors and their funds’ 
beneficial owners. According to Diamond (1984), 
the delegation costs for bank depositors go to zero, if 
the bank is large enough to diversify its loan portfo-
lio so that the depositors are shielded from credit 
risk.17 This results from the debt contracts of banks, 
so that a similar conclusion cannot be drawn for the 
equity contracts of (non-bank) institutional investors.  

While the theory of financial intermediation is 
unanimous about optimal debt contacts, it is inde-
terminate about the effects of delegated monitoring 
in the case of sub-optimal equity contracts (Schnei-
der 2000, p. 215). Institutional owners function as 
principals to corporate managements and as agents 
for their beneficial owners or, in their intermediary 
role of monitoring for beneficial owners, as ‘agents 
monitoring other agents’. Within this ‘nexus agency 
model’ it has been argued that institutional investors 
are complex organizations which pursue their own 
goals and the goals of their stakeholders apart from 
those of beneficial owners (Schneider 2000). Additi-
onal agency costs result from detrimental incentives 
that divert the behavior away from maximizing in-
vestment performance: especially the requirement to 
conform with short-term evaluations leads to short-
term orientation, distorted risk consideration and 

                                                 
16Only life insurance companies may have partly demandable 

claims that allow withdrawal of a fixed amount even if the in-
surable event does not occur, making them prone to runs. 

17In Diamond’s model of financial intermediation, banks are all 
deposit funded. In reality, bank deposits are not risk-free and the 
remaining risk is borne by the bank’s shareholders (and a depo-
sit insurance fund). However, the shareholders only have the 
incentive to monitor the bank managers, if they hold large 
blocks in the respective bank. At least in Germany, where the 
big stock banks are mostly held in dispersed ownership, this 
does not seem to be the case. It is an open question whether this 
monitoring problem may be solved by (bank or non-bank) insti-
tutional investors. 
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useless activities (Menkhoff 2002). Whether these 
additional agency costs outweigh the cost reductions 
brought about by intermediation (portfolio diversifi-
cation, better corporate monitoring) cannot be ans-
wered a priori, because it depends on the effective-
ness of the legal and regulatory environment and the 
governance mechanisms in protecting the interests of 
the beneficial owners. Empirical studies that con-
centrate on non-bank institutional investors that 
invest in US stock portfolios show that their invest-
ment performance is usually below the market 
benchmark. While they realize advantages of diversi-
fication, they fail to realize information advantages. 
The benefits of improved corporate governance go 
along with costs of generating short-term strategies, 
increased volatility and less sensitivity toward social 
issues in the managed companies. The agency costs 
depend on the type of institutional investor, e.g. 
pension funds having higher agency costs than mu-
tual funds (Menkhoff 2002, 2001, Schneider 2000). 

3.4. Relationship Intermediation as 
Team Production 

As argued by Alchian and Woodward (1987, p. 118), 
“…long-term, or what the law calls relational, con-
tracts are essential to continuity of teamwork with 
dependent resources”. Moreover, “Teamwork sel-
dom appears without a nexus of contracts, and a 
nexus of contracts seldom appears in the absence of 
teamwork” (Alchian/Woodward, 1987, p.111). 
Hence, long-term contracts of financial intermediar-
ies should involve elements of team production. 
According to Aoki, the capability of the firm of hav-
ing positive economic returns rests on “the willing-
ness of the employees to cooperate and the ability of 
the employer to adapt and monitor production effec-
tively under uncertainty” (Aoki 1984, p.30). A coop-
erative team or organization could be considered a 
system for allocating the resources better than a 
sequel of unique transactions, above all due to the 
saving of risk cost, the reduction of shirking and the 
enhancement of informational efficiency in regulat-
ing the formation and utilization of the team element 
of human resources (Aoki 1984, p. 30). Cooperation 
in production is cooperation between suppliers of 
inputs (Alchian 1993, p. 367). Applied to relation-
ship banking, we may consider it as cooperation 
within a team constituted by the bank and the firm in 
supplying risky capital and information. Within such 
a team, the borrowing firm must be willing to pro-
vide information about investment opportunities and 
risks to the bank, which in turn provides capital and 
risk bearing to the firm. According to Alchian and 
Woodword (1987), teams arise where information is 
costly: gathering information about the borrower is 
likely to be a very resource expensive process, and 
relationship banking rests on information cost sav-
ings. The informational efficiency of utilizing special 
human resources in lending relationships is not only 
brought about by the bank’s inside information, but 
also by social interactions between loan officers and 

firm managers which may create mutual understand-
ing and trust. Empirical studies on relationship lend-
ing in Germany show that such social interactions do 
indeed lead to more favorable lending terms for 
small and medium-sized firms (Harhoff/Körting 
1998, Lehmann/Neuberger 2001). Differences in this 
sort of team production brought about by different 
histories or development levels might explain why 
we observe lending gaps between different regions 
of the same country (Ferri/Messori 2000, Leh-
mann/Neuberger/Räthke 2004). Critics of this view 
of relationship lending as a cooperative team argue 
that banks can exploit influenced firms, being able to 
earn profits in excess of the competitive level. Ac-
cording to the team theory, external agents are nec-
essary to induce efficient equilibrium in team pro-
duction settings. However, while external agents 
may be necessary, they cannot sustain an efficient 
outcome if the internal members of the team don’t 
have some assurance that their product will not be 
expropriated (Falaschetti 2002). According to Köke 
(2001), ownership concentration and bank debt, as 
well as market discipline reflected by product market 
competition, are positively related to productivity 
growth. However, creditor influence depends on a 
strong position measured as a large fraction of bank 
debt. Thus, the reduction of bank lending, for exam-
ple through increasing securitization or issue of cor-
porate bonds, could negatively affect the banks’ 
incentives or ability to monitor (Köke 2001).  

Also relationship investing can involve a kind of 
team production, considering the cooperation bet-
ween firms and institutional investors to share in-
formation and equity risks. This applies above all to 
the relationships of firms with venture capitalists, but 
less to those with institutional investors that invest 
only in publicly traded shares and are less likely to 
have long-term, social interactions with firm mana-
gers. As already mentioned above, these institutional 
investors do not seem to reap efficiency gains by 
information advantages. 

3.5. Corporate Control Rights of Finan-
ciers  

According to Berle and Means (1932) conflicts of 
interest arise between managers and residual claim-
ants when risk bearing is separated from manage-
ment of the firm. Here we face the problem that the 
monitoring activity has the nature of a public good. 
Every shareholder is aware of the fact that it is too 
expensive for him to exercise an effective monitor-
ing activity on the management, and that at the same 
time all the other shareholders would take advantage 
of his efforts, giving rise to a free riding process 
(Stiglitz, 1985). In the public company, characterized 
by the so-called absent property (Galbraith 1958), 
the residual claimants try to solve the problem by 
delegating the management of the firm to a group of 
people who professionally do it, the managers, while 
their relationship is regulated by a contract, that just 
gives some guidelines to the directors (Berle/Means, 
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1932). The result of this contract is that the corpora-
tion is managed through an agency relationship be-
tween the shareholders on the one side and the man-
agers on the other, going along with agency costs.18 
The so-called consumption of agency goods by man-
agers may include not only the consumption of per-
quisite, but also avoiding effort, avoiding risk, build-
ing empires, establishing golden parachutes, subsi-
dizing their favorite activities, discriminating in lay 
off and implementing strategies to increase the man-
agers’ control and to reduce the probability of take-
overs. Managers’ consumption of agency goods 
reduces the firms’ financial performance and can be 
undertaken only to the extent that the managers are 
able to resist principals’ disciplining. The reduction 
of agency costs by different control rights of the 
external financiers are the main objects of corporate 
governance studies19. The role of banks and non-
bank institutional shareholders’ activism arises due 
to the conflict of interests between managers and 
shareholders, and to the free rider problems con-
nected with the lack of incentives for small investors 
in monitoring. Investors with large blocks appear to 
be the only ones which have the incentives to under-
take such monitoring activities, as it is more likely 
that the large shareholders’ increased return from 
monitoring is sufficient to cover the associated moni-
toring costs (Gillan/Starks 2000). When a firm is 
financed partially with debt moral hazard arises, 
because the equity holders don’t bear the full conse-
quence of negative outcomes, while enjoying the full 
positive consequences of their decisions. The main 
sources of conflicts are a redistribution from bond-
holders to stockholders that would arise from an 
increase in dividend payout, higher leverage, substi-
tution of high-risk for low risk projects (asset substi-
tution), and underinvestment in projects that would 
yield a higher benefit to bondholders (Jensen/Smith 
1985). This bondholder vs stockholder conflict 
would not be solved simply by giving the bondhol-
ders control over the firm: bondholders would have 
incentives to pay too few dividends, issue too little 
debt, and choose projects with too little risk. Within 
the theoretical frame of state-dependent control, the 
control over the firm should be exerted by sharehol-
ders in non-default states and by creditors in default 
states. In the event of the borrower’s default, it is 
efficient to delegate the control to banks, to bundle 
the creditors’ claims and reduce costs of free-riding 
by bondholders (Aghion/Bolton 1992). In non-
default states, corporate control should be exerted by 
financial intermediaries that hold large blocks, thus 
bundling the interests of dispersed shareholders and 
preventing actions of firm managers against the 
interests of minority shareholders and bondholders. 

                                                 
18Jensen and Meckling (1976) define agency costs as the sum of 
the costs of structuring, administering and enforcing contracts, 
plus the residual loss. Agency costs include all costs frequently 
referred as contracting costs, transaction costs, moral hazard costs 
and information costs (Jensen/Smith 1985).  
19Shleifer/Vishny (1997), La Porta et al. (1999) 

This may also be done by banks via voting rights 
from equity holdings, proxy voting rights or supervi-
sory board mandates. Equity holdings by banks re-
duce their incentives to pose creditor over sharehol-
der interests, providing a solution to the bondholder 
vs. shareholder conflict (Stiglitz 1985).20 

Thus, relationship banking may reduce not only 
the agency costs of external debt by monitoring bor-
rowers in long-term relationships, but also the 
agency costs of external equity. However, given the 
fact that a bank’s debt claims are mostly bigger than 
its share blocks in a firm, it is rational for it to act 
primarily in the creditor interests, and the effective-
ness of banks as actively monitoring in the share-
holder interests is still an open question (Boehmer 
2000). As shown by Chirinko and Elston (1996), one 
of the advantages of bank influence over firms is 
that, at least in the German environment, banks re-
duce agency costs associated with corporate control 
and at the same time lower finance costs due to supe-
rior information and more effective monitoring of 
management activity. Anyway, according to Schäfer 
(2003) relationship banking and a bank’s control 
over a firm “are just the two sides of the same coin”: 
she provides examples on how this “domination” 
could affect the management incentives and the 
banks’ incentives to monitor the managers of the 
“supposed to be” controlled company. Demsetz and 
Villalonga (2001) argued that the greater is the de-
gree to which shares are concentrated in the hands of 
outside shareholders, the more effectively manage-
ment behavior should be monitored and disciplined. 
This seems to be the case for the role of banks as 
external monitors in Continental Europe. Dherment-
Ferere et al. (2001) found a positive disciplining 
effect of qualified banking share blocks, while Leh-
mann and Weigand (2000) found that financial insti-
tutions as largest shareholders of traded corporations 
enhanced profitability. Baums (1994) argues that the 
presence of major lenders in the board could repre-
sent by itself a limit of managers’ ex post moral 
hazard. When the stock market is (ab-) used by man-
agers the awareness of being monitored can reflect in 
an excessive myopia of the managers, i.e. in the 
willingness of improving the company’s results (e.g. 
by creative accounting, sudden appreciation of as-
sets, manipulation of the accounting data), in order to 
show their capability as business leaders. The pres-
ence of long-term shareholders prevents such behav-
ior, at least as long as they perform a real monitoring 
activity. Also in market-based financial systems with 
less control rights of banks, relationship banking 
lowers agency costs of external finance. Jensen 
(1986) argues that debt financing reduces free cash 
flow and therefore has a disciplinary effect on man-
agement: managers can use high leverage to signal 
credibly that they maximize profits. Likewise, any 
disciplinary impact creditors have on management 

                                                 
20For a further argument in favor of simultaneous lending and 

shareholding by banks (Neuberger/Neumann, 1991). 
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should be the greatest when a large fraction of debt is 
bank debt. This is backed by empirical evidence: 
stock prices respond positively and significantly 
especially to announcements of bank loans (James 
1987, Lummer/McConnell 1989), and the cost of 
issuing public securities is significantly lower for 
firms with borrowing relationships to banks 
(James/Wier 1990, Datta et al. 1999). This evidence 
about the uniqueness of bank loans makes clear that 
relationship banking is superior to relationship in-
vesting in reducing agency costs of external finance: 
non-bank institutional investors may only lower 
agency costs of external equity by active monitoring 
in the interest of shareholders. 

3.6. Governance of Incomplete Financial 
Contracts 

Transaction cost theory focuses on the ex post go-
vernance of incomplete contracts to answer Coase’s 
question about the boundaries between firms and 
markets. Incompleteness of contracts means that not 
all contingencies are contractually covered, and is 
the more relevant the longer the term of the contract. 
Relationship finance is by definition long-term fi-
nance and thus carries the feature of a firm described 
by Coase: “A firm is likely therefore to emerge in 
those cases where a very short term contract would 
be unsatisfactory. It is obviously of more importance 
in the case of service- labor - than it is in the case of 
buying commodities” (Coase, 1937, p.392). This 
applies to the financial services provided by banks 
and non-bank institutional investors. The long-term 
nature of these services is above all inherent in rela-
tionship lending. Like long-term labor contracts, 
these loan contracts may be perceived as implicit 
contracts, in which banks offer to relieve their bor-
rowers of some market risks in return for the right to 
make allocative decisions. They result from bargain-
ing between the bank and the borrowing firm over 
sharing the returns of their relation specific (informa-
tional) investments. Within this frame relationship 
banking represents a specific asset whose value can-
not be independent from the firm itself. The provi-
sion of risk by an implicit long-term loan contract 
implies that the bank’s claims are no longer state-
independent. One benefit of relationship lending is 
seen in its intertemporal contract design. The basic 
idea is that the long-term binding of the borrower to 
the bank enables the bank to compensate losses in 
some periods by gains in other periods.21 This per-
mits the funding of loans (relationship loans) that are 
not profitable for the bank from a short-term per-
spective but may be profitable if the relationship 
with the borrower lasts long enough (Boot 2000)22, 
enabling e.g. long-term investment projects (On-
                                                 
21See e.g. Greenbaum et al. (1989), Petersen/Rajan (1995). For a 

detailed discussion of the theoretical literature see Elsas (2001, 
pp.56). 

22Boot/Thakor (2000) provide a further definition of a relationship 
loan as “a loan that permits the bank to use its expertise to im-
prove the borrower’s project payoff”. 

gena/Smith 2000). Long-term relationships make 
possible value-enhancing intertemporal transfers in 
loan pricing, with the bank charging different interest 
rates according to different business situations of the 
borrower, even if in the long run the total amount of 
interests paid is equal to the case of a fix interest rate 
contract. Moreover when firms have financial or 
industrial problems they look for help by their rela-
tion bank or housebank. They know that their house-
bank, having made costly investments in order to 
build up a long-term relationship, would not have an 
advantage in letting the client go bankrupt 
(Macey/Miller 1995, Das/Nanda 1999). Indeed, 
housebanks are more committed to their clients, 
providing more finance if the firm faces sudden and 
temporary difficulties (Elsas/Krahnen 1998, p. 
1284).23 Another aspect of intertemporal contract 
design is given by the refinancing of the banks by 
standard debt (deposit) contracts. Through long term 
commitments to their borrowers, banks can compen-
sate losses in some periods by gains in other periods, 
facilitating intertemporal risk diversification (Al-
len/Gale 2000): systematic risk may not be diversi-
fied at a specific point in time, but across generations 
by long-term, long living banks. Since an incomplete 
contract does not specify rules for each possible state 
of the world, the optimal contract should be struc-
tured to provide incentives to both parties to take 
mutual beneficial actions. In relationship lending, 
this is done by the possibility of renegotiations (Elsas 
2001, p. 19). While in the case of arm’s length debt 
the borrower cannot credibly commit to liquidate its 
firm in a distress situation, the power of its house-
bank to renegotiate will lead to more efficient deci-
sions about firm liquidation or continuation (Rajan 
1992). This can be interpreted as a kind of insurance 
service provided by the housebank: the ex ante 
choice of relationship lending prevents negative 
value effects of opportunistic behavior by one con-
tract partner, which cannot be prevented by alterna-
tive financial arrangements (Elsas 2001). According 
to Chemanur and Fulghieri (1994) banks use the 
ability to renegotiate as a means to acquiring reputa-
tion. Reputation building provides the bank with the 
incentive to establish a long-term relationship with a 
firm.24 In their model, banks also have the choice 
between liquidating the firm when distressed or 
renegotiating the loan contract. Banks wishing to 
establish a reputation for financing productive firms, 
monitor the firms more intensively, which in turn 
leads to more efficient continuation decisions in 
renegotiations (Ongena/Smith 2000). Bester/ 
Scheepens (1996) underline that the advantages 
connected with establishing a debt history can in the 
                                                 
23 For measurements of housebanking in Germany see Elsas 
(2005). 
24Generally, reputation is an incentive mechanism for long-term 

implicit contracts: “if somebody deviates from the terms of the 
contract, the deviation becomes widely known, and the deviant 
finds it difficult to locate trading partners in the future” (Azari-
adis 1990, p. 138).  
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long-run overcome the costs associated with an ini-
tial debt. Their result goes against the first argument 
of the pecking order hypothesis of Myers and Majluf 
(1984), according to which internal finance should 
be preferred to bank debt. They consider the decision 
to finance an investment by bank debt rather than by 
internal funds. In taking into account the costs asso-
ciated with bank debt, side by side with the advan-
tages of establishing a positive debt history, we ex-
pect that if the bank relationship is publicly observ-
able, the reputation for both the bank and the firm 
improves as the length of the relationship increases.25 

On the one hand, bank relationships are credible 
signals since the bank places its own wealth at the 
borrower’s disposal (Collin 1997), and also its own 
reputation (Stiglitz 1985). On the other hand, the 
longevity of the relationship should not be informa-
tive for new entrants since competitors don’t know 
the prices and the terms associated with the relation-
ship. Thus the incumbent bank may have a long 
relationship with a very risky borrower only because 
the bank is able to be compensated by an appropriate 
interest rate (Greenbaum et al. 1989).26 

Another incentive for banks to enter a lending 
relationship is collateral provided by the borrowing 
firm. Longhofer and Santos (1998) show that by 
increasing the seniority of the bank’s debt claims, 
inside collateral provides incentives for efficient 
monitoring in distress situations, since in such states 
the most senior claimant benefits first from improv-
ing the quality of the firm, “…and it is in such states 
that the true value of relationship lending comes to 
light. If banks are made junior to other creditors, 
they will have little incentive to build a relationship 
that might allow them to determine the value of such 
an investment” (Longhofer/Santos 1998, p. 2). If 
there are more than one debt claimant, it may be 
optimal to determine the structure of seniority strate-
gically ex ante, anticipating future renegotiations in 
which conflicts between the different claimants are 
likely to cause net welfare losses. Such losses may 
be reduced by allocating ex ante the strongest bar-
gaining position to the debt claimant which is ex-
pected to have the highest bargaining power ex post, 
by increasing his or her seniority (Welch 1997). 
Banks and especially inside banks are likely to be 
such claimants, because they have comparative ad-
vantages vis-à-vis bondholders or outside banks in 
organizing distress situations, having built up law 
departments or special reorganization capacities. 
Hence, housebanks with the most inside information 

                                                 
25Also the status of the committed part (e.g. an international bank 

vs a regional one) may be a source of reputation (Schäfer 2003), 
or at least of creditworthiness (Chirinko/Elston 1996, Collin 
1997, Ferri/Messori 2000). 

26Within the frame of implicit contracts a similar result may be 
obtained in the labor market where the unknown variable is the 
workers’ productivity: a very low productivity can be compen-
sated by an even lower wage. In a lot of labor intense industries, 
cooperatives among the workers arise, among others, due to the 
signaling problems connected with employees’ productivity (Dow 
2003). 

should obtain the highest seniority position by inside 
collateral (Elsas 2001, p. 191).27 The cost of collater-
alization may further explain while it should be more 
important in long-term lending relationships. Lend-
ers must evaluate and monitor collateral and bear the 
related administrative expenses. Given that evalua-
tion costs and security registration fees represent fix 
costs, paid just once, the costs per unit time can be 
reduced by increasing the length of the lending rela-
tionship. At the same time collateralization imposes 
high costs to the borrower because it limits his or her 
freedom in using the collateral. As argued by Parlour 
and Rajan (2001), collateral can be considered as a 
commitment on the part of a borrower to accept only 
one contract, because usually the same collateral can 
be used to secure just one loan. These benefits of 
relationship banking, however, go along with costs 
due to two problems: the hold-up problem and the 
soft budget constraint problem. The hold-up problem 
results from the information monopoly the bank 
generates in the course of lending, that may allow it 
to make loans to the borrower at non-competitive 
terms in the future. Sharpe (1990) argues that bank 
relationships arise in competitive loan markets be-
cause a bank, which has privately observed customer 
quality, can “lock in” the customer, and charge 
above-cost interest rates, while Greenbaum, Kanatas 
and Venezia (1989) provide a further explanation 
when considering the costs borne by the firm in 
searching for competing bank offers. Because of this 
“central conflict between commitment and competi-
tion” (Mayer 1988, p. 1179), the informational ad-
vantage of the inside bank is a “double-edged-
sword” (Rajan 1992, p. 1369, see also Elsas 2001, p. 
48). The soft budget constraint problem results from 
the potential lack of toughness of the bank in enforc-
ing credit contracts that may come alongside with 
relationship banking proximity (Boot 2000). This 
refers to the possibility that a relationship bank is 
unable to commit not to refinance unprofitable pro-
jects ex post, in particular when the borrower faces 
financial problems. In time of financial distress a 
relationship bank may extent further credit even to 
unprofitable projects in the hope of recovering its 
initial loan (Guatri/Vicari, 1994). Dewatripont and 
Maskin (1995) argue that multiple banking may 
represent a solution, as it offers a way for banks not 
to commit to refinance unprofitable projects, or 
worst, gambling for resurrection projects, while 
Bolton and Scharfstein (1996) show that multiple 
banking complicates debt renegotiations due to 
communication problems and asymmetry of infor-
mation among the different creditors.28 As a conse-
                                                 
27 For empirical evidence on a different role of collateral in emerg-
ing and mature markets see Menkhoff/ Neuberger/Suwanaporn 
(2005). 
28Alchian (1993) argues that in every situation where we find a 
party that depends from a single supplier the input user could 
protect himself through a multiple suppliers agreement, even if at 
higher costs than a contract that restrains the single supplier from 
not performing as promised. 
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quence Carlin and Mayer (2000) argue that multi-
bank systems are superior in imposing tough budget 
constraints on inefficient projects but the other side 
of the coin is, they are too myopic and fail to sustain 
efficient long term projects characterized by short 
term uncertainty.  

The feature of a long-term, incomplete contract 
applies also to relationship investing, however with a 
different contract design implying different risk-
sharing and informational properties. Capital issued 
as public equity is a long-term claim with no other 
right but to liquidate the equity-financed project at 
any point in time. The decision to do so by selling 
shares is mainly based on public information. The 
use of private information by institutional investors 
is restricted by insider trading regulations, in particu-
lar in order to avoid that managers and relevant 
shareholders collude in order to trade at the expense 
of “uninformed” or “small” shareholders (Maug, 
2002). Dherment-Ferere, Köke and Renneboog 
(2001) underline that little corporate monitoring is to 
be expected from institutional investors, because, 
due to insider trading regulation non public corporate 
information may temporarily reduce the liquidity of 
an institution’s investments. In contrast to relation-
ship banking, relationship investing on the capital 
markets does not go along with implicit contracts. 
The state-dependent claims to the residual are explic-
itly defined by the equity contract. Institutional in-
vestors bear equity risk (and as bondholders also 
debt risk) without providing insurance services by 
intertemporal smoothing or renegotiability.  

However, by gathering information and exercis-
ing direct control over the management, they reduce 
moral hazard risk to the benefit of individual share-
holders or fund holders, providing insurance against 
this risk in non-distress states. The incentive for 
relationship investing is likely to be long-run profit 
maximization rather than reputation. Since the build-
ing up of a close relationship with a firm involves 
costs, institutional investors should only make such 
relationship-specific investments if they are compen-
sated for these costs by higher returns in the future, 
given by a higher shareholder value and lower losses 
from liquidating unprofitable investments. Reputa-
tion as an incentive mechanism may be only impor-
tant in an implicit contract, if the time horizon is 
fairly long or the future is fairly important relative to 
the present (Azariadis 1990, p. 138). Even if we 
consider the insurance against moral hazard risk 
provided by relationship investing as an implicit 
contract, the right to liquidate the equity investment 
at any time is likely to shorten the time horizon rela-
tive to that of a long-term lender. Of course, this 
argumentation does not apply to venture capitalists 
or other investors in long-term, private equity. To the 
extent that relationship investing involves a binding 
of an institutional investor to a firm, the hold-up 
problem and the soft budget constraint problem arise 
here, too. Such a binding may be caused by the hold-
ing of large blocks. Traditionally one way for unsat-

isfied shareholders of an underperforming firm is to 
sell out the shares. The fact is that often the holdings 
are so large that the shares cannot be sold without 
driving the price down and suffering further losses, 
so they are less marketable (Chung/Firth/Kim 2002). 
As a consequence institutional investors face a trade 
off between keeping underperforming shares and 
suffering a long-term (comparative) loss or selling 
out the shares and suffering a sudden loss. If they 
keep the shares, they find themselves in a hold-up 
situation and the firm managers may exploit their 
lock-in by opportunistic behavior. Proponents of 
institutional investors’ activism argue that as a con-
sequence such activity focuses on the long term and 
in doing so it helps management to improve long-
term performance. As in the case of relationship 
banking, the binding is a “double-edged-sword”. The 
soft budget constraint problem may arise from a 
potential lack of toughness of the relationship inves-
tor in controlling managers on behalf of sharehold-
ers. Opponents of the institutional investors’ activ-
ism maintain that the activism detracts from the 
primary duties of asset management’s managers, 
which is managing money for investors or other 
beneficiaries (Gillan/Starks 2000). 

 Jarrow and Leach (1991) note that fiduciaries 
are confronted with conflicting interests and must 
determine whether to maximize their own wealth or 
that of the beneficiaries (Jarrow/Leach 1991): some 
authors note that institutions, who maintain business 
relationships with firms, may be biased in favor of 
management in matters pertaining to control29. 

On the other hand, an open question is still if 
relevant institutional investors have the incentives to 
build up relevant shareblocks and thereafter to exer-
cise an effective monitoring activity on the company. 
Admati, Pfleiderer and Zechner (1994) demonstrate 
that in equilibrium the monitoring activity is below 
the optimal level. The fact is that every investor, no 
matter if it is institutional or private, faces a trade-off 
between the benefits of diversification and the bene-
fits associated with monitoring a firm. On the con-
trary a shareholder which does not hold any relevant 
blocks cannot be considered as a suitable monitor, 
given the well know contrast between the private 
costs of monitoring and the public good feature of 
monitoring benefits. Maug (1998, p. 89) demon-
strates that the probability of monitoring increases in 
the liquidity of the market, since the liquidity of 
markets allows also large investors to benefit from 
monitoring, and helps to overcome the free-rider 
problem. 

                                                 
29 Coffee (1991). For a good example see Berglöf and Sjögren 
(1998) who presented a model with a bank providing loans to a 
borrower while an investment company, controlled by the bank, 
holds a relevant block in the borrowing company. Baums (1996) 
and Baums and König (1997) find a high correlation between the 
underwriting and investment policy of bank-controlled investment 
companies (Publikumsfunds) and the role of the bank as coordina-
tor of the IPO.  
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4. Conclusion 

The shift from bank intermediation to intermediation 
by non-bank institutional investors which we experi-
ence in continental Europe has invoked concern 
about the dissolution of valuable long-term bank-
firm relationships and their replacement by arm’s 
length finance. However, non-bank institutional 
investors are also actively engaged in the firms they 
finance, providing a kind of relationship finance. The 
present paper reviewed the literature on both kinds of 
relationship finance to examine their relative merits. 
Within the theory of the firm, we made a comparison 
along the following criteria: provision of the input 
factors risk and information; provision of delegated 
monitoring by intermediation; increase in productiv-
ity by team production; reduction of agency costs by 
corporate control; governance of long-term, incom-
plete contracts. We found that while relationship 
banking and relationship investing are both superior 
to transaction finance in providing these services, 
none of them is superior to the other in all respects. 
They tend to be complements rather than substitutes, 
their relative merits depending both on the type of 
the intermediary and the type of the firm to be fi-
nanced. The comparative advantage of relationship 
investing by venture capital firms lies in the provi-
sion of equity (bearing of residual-claim risk) to 
innovative, start-up firms, whereas relationship 
banking has its comparative advantage in the debt 

financing (bearing of insolvency risk) of informa-
tionally opaque small and medium-sized firms in 
more mature markets or traditional industries. For 
these firms, relationship banking delivers unique 
monitoring and insurance services through implicit 
contracts. Large companies, on the other hand, may 
profit from relationship finance by both banks and 
non-bank institutional investors (insurance firms, 
pension funds, mutual funds), if these hold large 
blocks of their publicly traded shares to exercise 
corporate control. Here, however, non-bank interme-
diaries seem to be an imperfect substitute for banks: 
First, their incentives to actively invest in long-term 
relationships are lower because of a conflict between 
the use of inside information and the liquidity of 
their investments. Secondly, their disciplinary effect 
on management tends to be lower than that of banks. 
Third, since they do not provide liquidity, they are 
less disciplined by their depositors to provide effi-
cient delegated monitoring. The costs of delegation 
to non-bank institutional investors are comparatively 
high, because they have more scope to pursue their 
own goals apart from those of their funds’ beneficial 
owners. Finally, the pros and cons of the different 
forms of relationship finance depend on the liquidity 
of the respective financial market and on the regula-
tory environment. The present paper just developed a 
theoretical framework for more comparative research 
in this regard. 
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Corporations may be said to be engines of any market economy and their proper behavior is a key to 
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established financial structure of the economy and in the closely related issue of corporate governan-
ce. Although Japanese corporations have been traditionally understood that their activities are moni-
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toward corporate governance driven by pressure from capital markets. This change has been necessi-
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dissolution of cross shareholdings, (3) an increasing importance for the role of institutional investors, 
and (4) innovations in information and communication technologies. The change may be regarded as 
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Introduction 
 
For the Japanese economy, the 1990’s was characte-
rized by a prolonged period of recessions, and is 
commonly called “the lost decade.” Upon entering 
the 2000’s, and at present (in February 2004), it has 
not yet become clear whether the economy has been 
moving on the direction of renewed sustainable de-
velopment. In a market-based economy, commercial 
corporations are the engines of macroeconomic acti-
vity. The pattern of long-running, or long-term, eco-
nomic activities are substantially determined by how 
such corporations are organized and how their beha-
vior is motivated and how disciplined it is. It is the-
refore no wonder that, over the last ten years or so, 
there has been increased interest in looking at corpo-
rations from the viewpoint of corporate governance. 
Since this also has much to do with public policy, 
research has been conducted not only by academic 
researchers but also by international organizations. 

This paper focuses on corporate governance and 
aims: (a) to explain how the Japanese financial sys-
tem is linked to corporate governance, (b) to show 
how the difficulties faced by the Japanese economy 
have roots in financial and corporate governance 
systems, (c) to evaluate recent changes in the finan-
cial system, and (d) to provide a brief prospect of 

what is ahead, and to point out some important, and 
relevant, public policy issues.1 

After this introduction, section 1 first argues that 
the basic and determining factor for corporate gover-
nance are the methods of corporate financing, and 
then points out characteristic features of the Japanese 
financial system. Section 2 explains the corporate 
monitoring system operated by the main banks as 
being a traditional Japanese corporate governance 
system, and makes an assessment of its efficiency. 
Section 3 first presents two typical financial systems 
and the resulting corporate governance; then argues 
how changing circumstances necessitated a weake-
ning of corporate discipline since the 1980’s and has 
been experiencing further changes in recent years. 
The final section, section 4, presents a brief outlook 
on the Japanese system and points out public policies 
that are required. 
 
1. Two views on corporate governance 
and the Japanese financial system 
The term corporate governance has been used to 
mean a variety of things2. However, broadly it can be 

                                                 
1 This paper draws heavily on the author’s earlier paper in Japa-
nese, Okabe (2003), with the appendix added which draws on 
Okabe and Fujii (2004). 
2 Many overview papers have been written on recent research on 
corporate governance. Okabe (2002b) is an example of a concise 
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classified into two kinds. The first is to view corpo-
rate governance as a framework by which sharehol-
ders (“owners”) of corporations discipline or monitor 
managers of corporations so that an efficient operati-
on can be maintained. This understanding may be 
called a “finance approach,” since it is based on the 
authority of the provider of funds to corporations; or 
an “agency view” since it regards managers of cor-
porations as agents to operate corporations on behalf 
of the shareholders. The second understanding is to 
regard the issue not simply as a shareholder-manager 
relationship but to first regard the corporation as a 
coalition of stakeholders (shareholders, managers, 
employees, the firm’s bank, and so forth) and then 
regard corporate governance as a complexity of 
relationships through which various interests are 
arbitrated; thus, eventually leading to, and discipli-
ning, the behavior of corporations. That is, the latter 
view regards the firm as belonging not simply to 
shareholders but basically to all stakeholders. It ana-
lyzes the structure of authority and responsibility 
among stakeholders as well as the outcome of their 
overall interactions. This understanding may be 
called a “stakeholder view,” in contrast to the first 
type, the “shareholder view” type. The first view is 
based primarily on US and British corporations, 
while the second view on Japanese and German 
ones. Accordingly, research done in the US and the 
UK are dominated by those from the shareholder 
viewpoint; a typically example is the well-known 
survey article by Shleifer and Vishny (1997). On the 
other hand, the second view is more commonly 
found in studies of Japanese corporations or in com-
parative studies, for example as in Aoki (2000). It is 
difficult to say which approach is superior; though 
our view is that the way corporations are financed o 
provides a basis for understanding corporate gover-
nance, even if we the second view is taken. In other 
words, the issue of corporate governance basically 
comes down to corporate financing. Hence, it is 
appropriate that here we review the basics of Japane-
se finance. 

Characteristics of the Japanese finance 

To understand the main features of Japanese finance, 
it is helpful to compare it with that in the US, which 
provides quite a contrast in many respects. Let us 
begin with the supply side of funding, namely the 
household sector that is the largest fund-supplying 
sector in the economy. The composition of financial 
assets held by this sector, namely the form of funds 
provision, is shown in Figure 1. We can see that in 
Japan the dominant portion of savings of the house-
hold sector is allocated (invested) in the form of 
bank deposits. Put differently, the transfer of funds 
from the household sector to other sectors is channe-

                                                                         
one in Japanese; Shleifer and Vishny (1997) deals with theoretical 
aspects, while Bolton et al. (2002) offer a more comprehensive and 
recent overview. In the present paper, the term “corporations,” 
“companies,” and “firms” are used interchangeably.  

led overwhelmingly by way of banks (deposit-taking 
financial institutions); implying that corporations 
acquire funds mainly in the form of debt, as opposed 
to equity. While, in the United States the share of 
bank deposits in the household portfolio is far smal-
ler, and other type of assets relatively have higher 
shares; such as various equity-type financial assets 
including shares and other equities, investment 
trusts, or marketable bonds. This implies that US 
firms raise funds mostly by issuing marketable secu-
rities, rather than borrowing from banks. 

           Figure 1: Around here 

Financing patterns are thus quite different in the 
two countries. However, some notes of caution are in 
order. First, the above statistics may overemphasize 
the difference between the two countries, since the 
price of company shares in the US has generally 
been on an upward trend while that in Japan has 
trended downward. Second, the financing pattern of 
corporations reflects not only institutional factors but 
also cyclical factors, particularly the attitude of the 
suppliers of funds. In particular, Japanese households 
have continuously shown risk-averse investment 
attitudes due to the prolonged economic stagnation 
in Japan, thus hindering the development of a so-
mewhat riskier financing channel for the economy. 

Generally speaking, the financial system of a 
country is a reflection of not only the demand and 
supply situation but also of social, cultural and histo-
rical factors. In the case of Japan, the heavy reliance 
on debt financing, rather than equity financing, is 
characterized by heavy bank-borrowing under the so-
called “main bank” system, a form of close and con-
tinuous bank-firm relationship. In equity financing, 
also, a unique feature has prevailed: new shares are 
not often sold into the market to be held by those in 
the household sector (individuals), but rather they are 
allocated to financial institutions or non-financial 
firms, or they are mutually held in the form of “cross 
shareholdings” among allied companies.  

These features have made Japanese corporate 
governance rather unique when compared with the 
Anglo-American style of governance. Next, let us 
provide an overview of the main bank system that 
has characterized the institutionalized Japanese cor-
porate finance scene, and then critically evaluate 
how it functions for corporate governance. 

2. Corporate governance in Japan (1): 
Monitoring by the main bank 

Corporate governance in Japan has two basic distinc-
tive features. One is that, as mentioned above, the 
main bank of a firm has had an important role in 
monitoring and disciplining the client firm. The other 
is that equity funding, in which shareholders are 
theoretically expected to discipline corporations, has 
had only a limited role in corporate governance, 
since shares have been extensively cross-held bet-
ween banks and corporations or between non-bank 
corporations. These two features have substantial 
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limiting factors for corporate governance in Japan. 
Here let us review the first feature3, while we discus 
the second feature later in section 3-2. 

2-1. The meaning of a main bank 

Financing patterns of an economy can be classified, 
as mentioned already, into two: indirect finance, or a 
bank-based financial system; and direct finance, or a 
market-based financial system4. In Japan, indirect 
financing has dominated the financial system for all 
the more than 50 years since World War II; and 
long-term close relationships between firms and 
banks have in fact been observed. For instance, even 
in 1993, when direct financing was gradually biting 
into the field dominated by indirect financing, more 
than 90% of large listed corporations still had a 
“main bank” or two (on average, 1.6 main banks).  

A main bank relationship between a firm and a 
bank is usually characterized as having all or most of 
the following elements: (1) the firm continuously has 
had a large (or the largest) borrowing for a long 
period of time, (2) the bank is a main shareholder of 
the firm, (3) the bank carries out a variety of banking 
and other transactions with the firm, such as foreign 
exchange business and trustee function of corporate 
bonds, (4) the bank maintains a close human relati-
onship by dispatching executives to the client firm, 
and (5) the bank often rescues the client firm when 
the latter is in financial distress, provided that the 
firm is judged as eventually being viable.  

2-2. The function of the main bank and 
the assessment 

The main bank has been understood to have had 
three functions. First, as an efficient provider of 
funds to the client firm. The reason for this is that the 
main bank relationship ameliorates the informational 
asymmetry in bank lending (since the bank is able to 
acquire pertinent information on the firm’s financial 
position as well as on the risk of the investment pro-
ject financing is needed for), and this makes it pos-
sible to place a loan at a lower lending rate than in 
the case without a main bank relationship. Second is 
monitoring, disciplining and, when necessary, cont-
rolling the client firm. This has been possible since a 
main bank, a creditor and shareholder of the client 
firm, is effectively in a position to monitor and 
control the firm on behalf of all the other sharehol-
ders. This practice has been widely recognized to 
have existed. Third, is the provision of ‘insurance’ 
against the client firm when the firm is in financial 
distress. It has been widely observed that the main 
bank of a firm often rescues the client firm, so long 
as the firm is deemed viable, by making emergency 

                                                 
3 For detailed discussion, refer to Okabe (1999: chapters 1 and 2). 
4 This dichotomy, while quite simple and easy to understand, has 
an inaccuracy in one important respect: the actual US system 
should be described not as direct finance but as a market-based 
indirect financial system, and the desirable future Japanese system 
should also be characterized by the same terminology, as will be 
discussed in section 4. 

loans or by arranging a rescue package involving all 
creditors. To sum up, the main bank system may be 
said to have: (a) enabled corporations to efficiently 
obtain financing, favorable in both quantity and cost 
aspects, (b) contributed to maintaining efficient bu-
siness operations by disciplining corporations, and 
(c) to have assisted corporations to invest in more 
risky projects. Thus the system was a propelling 
force for the post-War high-growth of the Japanese 
economy. In fact, the main bank system attracted a 
great deal of attention internationally, especially in 
late 1980s and early 1990s when the Japanese eco-
nomy was booming due to soaring of asset prices. 
For instance, the World Bank initiated a large-scale 
international research project on this in 1990, and it 
publicized not only the research results but also re-
commendations to developing and emerging econo-
mies to introduce a more or less similar system (for 
instance, Aoki and Patrick 1994)5. 

However, it is important, and interesting as well 
to note that the assessment of main bank system by 
researchers has altered quite substantially over the 
last 10 years or so. Up until the mid-1990s, the cor-
porate monitoring role of main bank was highly 
praised, as in the World Bank reports. But in recent 
years, number researchers have increasingly shown 
theoretically and empirically that the monitoring 
function of a main bank should, and in fact did, func-
tion not at any time but only when a set of conditions 
were satisfied. An econometric study reported in the 
Appendix shows that main banks were not perfor-
ming a disciplining function as early as 1989, the 
peak period of the asset price bubble. The prolonged 
difficulty faced by the Japanese economy in a chan-
ging domestic and international environments actual-
ly provides evidence for this observation that imple-
mentation of the traditional functions is no longer 
expected6. Thus let us turn to recent developments in 
Japanese corporate governance. 

 
3. Corporate governance in Japan (2): 
Recent developments 

 
In this section, we discuss how Japanese corporate 
governance has changed, and what have been the 
causes that necessitated those changes. But before 
that, it is helpful to introduce a conceptual frame-
work for the two kinds of financial systems. Since 
the mode of corporate financing determines the base 
of corporate governance, as mentioned earlier, the 
two financial systems define two types of corporate 
governance, as shown in Table 17. 

                                                 
5 After this, the World Bank conducted research on what kind 
financial system is to be recommended to developing countries. 
The most recent comprehensive research outcome is compiled in  
Demirguc-Kunt and Levine (2001). 
6 For theoretical and empirical analyses of these functions, refer to 
Okabe (2002a: chapter 5). 
7 For details of the following discussion, refer to Okabe (1999: 
chapter 1), and Okabe (2002a: chapter 6). The most comprehen-
sive description on this theme is probably Allen and Gale (2000). 
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3-1. Two types of financial system  

Table 1: Around here 

First type is the “Anglo-American model,” or 
the “market-based financial system.” In this, the 
financial transaction, in principle, takes place in an 
open market between the market participants keeping 
each other at arm's length; each transaction is theore-
tically independent of previous and future transacti-
ons. Here, financing takes place in the form of secu-
rities; by selling them when procuring funds and by 
buying them when providing funds. It is from this 
characteristic that this type is sometimes known 
alternatively as security-based finance, a market-
based system, or an open-market model. In this sys-
tem, firms procure long-term funds in the capital 
markets; depending on banks for only short-term 
funds, so that bank dependency is relatively low. As 
the relationship between a firm and a bank remains 
relatively weak, it becomes necessary for firms to 
hold abundant internal funds for conducting daily 
transactions and some capital expenditure. 

Further, it is the pressure of a hostile takeover 
coming from the stock market, not the bank, that 
monitors and controls the firm and indirectly secures 
the efficiency of the form’s operation. Accordingly, 
the Anglo-American model is often called the ‘outsi-
der’ model, from the viewpoint of corporate gover-
nance. Contrarily, in the second type, namely the 
Japanese-German model, financial transactions take 
place basically between banks (or other financial 
intermediaries) and a client firm in a bilateral manner 
that has a continuous element comings from the 
maintenance of a close long-term relationship. In this 
case, the main financing method is bank lending 
(loan), so that this system is often known alternative-
ly as loan-type finance, bank-based finance, an insti-
tution-based system, a bank-based system, or a bila-
teral model. Here, banks provide not only short-term 
but also long-term funds, either by making a loan or 
by acquiring corporate bonds or equities issued by 
corporations; so that the firm's dependency on the 
bank is high. Banks may often acquire stocks issued 
by the client firm and hold that stock in a ‘stable’ 
manner. Accordingly, a bank is both lender and sha-
reholder for the client firm, so that the bank comes to 
participate in the management of the client firm in 
both these capacities. Thus corporations are said to 
be monitored and disciplined by banks (especially 
main banks), rather than controlled by the pressure 
of the stock market. Therefore, the Japanese-German 
model is sometimes called the ‘insider’ or network-
type model, again from the viewpoint of corporate 
governance. 

For a firm, the maintenance of a close and con-
tinuous relationship with a bank means that the firm 
can count on timely and flexible borrowing from the 
bank; thus it is not necessary for the firm to maintain 
to hand abundant internal funds or liquidity. Further, 
if this kind of bank-firm relationship is maintained, it 
generates to the bank a large flow of information 

about the client firm (thus reducing the information 
asymmetry), and this may somewhat reduce the cost 
of funding for the firm since the risk premium in the 
borrowing rate is smaller. 

Functional properties of the two financial 
systems 

These two systems naturally display distinctive per-
formance characteristics. In terms of information 
processing, the Anglo-American model is a system 
in which all the information is brought into the mar-
ket, which tends to have well-developed systems for 
the acquisition and distribution of information. So 
the cost of information is low, and the risk involved 
in initiating a project is basically dispersed onto 
market participants. Accordingly, this system is more 
responsive to changes in circumstances, and is suited 
for riskier economic activities, such as developing 
new industries or new technologies. In particular, the 
system is suitable for establishing new firms, becau-
se such firms usually cannot borrow from banks due 
to a lack of physical collateral, usually a prerequisite 
for bank borrowing. In fact, this kind of performance 
nature of the system has been seen in the invention 
and development of railways, the computer and bio-
technology. We can state here that the system is well 
suited to ‘product innovation.’ 

In contrast, the Japanese-German model, which 
is characterized by the delegation of the funding 
process to intermediaries, does not work well when 
there is a diversity of opinion and high risk. But it is 
a superior system for finance in cases where agree-
ment of opinions among stakeholders is important; 
because, in this system a long-term relationship is 
maintained and items of private information are 
shared among the various stakeholders. Accordingly, 
this system is suited for financing where a business 
enterprise may be redeemed as a going concern, and 
the firm’s goal is to accelerate capital investment or 
to accumulating firm-specific labor skills, both of 
which are crucially important for mass-scale produc-
tion of existing products. Thus this system is suited 
for financing existing products or industries where 
innovation and risk are relatively small, and impro-
ving technological and production efficiency is more 
important. This interpretation can be validated when 
we see that both Japan and Germany have had com-
petitive edges in industries such as automobiles and 
electronics. We can state here that system is good for 
‘process innovation.’ 

In addition to the above two types, financing 
through venture capital needs to be noted. Venture 
capital is a financing institution whose main activity 
is to supply money to risky newly established firms 
by acquiring shares and to proffer advice on the 
business operation to those firms. Venture capital has 
offered a way to combine funding of high-risk pro-
jects and managerial support in a flexible way for 
new and innovative firms, which typically lack colla-
teral, track record and managerial experience (CGFS 
2002). Accordingly it has a character resembling the 
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Anglo-American or capital-market based system. 
Since the Japanese economy now requires product 
innovation, as will be discussed later, it is important 
for this mode of financing to grow in Japan in future. 
 
3-2. Changing environment and weake-
ning of corporate governance  
 
What is the historical evolvement of main bank sys-
tem based Japanese corporate governance? Up until 
the late 1980s, the Japanese economy seemed to be 
performing marvelously well, especially in the late 
1980s when the economy boomed from the rise of 
asset prices, giving the appearance that there was no 
problem in the financial system. Rather, many ob-
servers, both Japanese and overseas, pointed out that 
the Japanese financial system was one of the factors 
contributing to the booming economy. However, it 
was in this period that the previously much praised 
financial system and its resulting corporate gover-
nance system began to show its limitations, and to 
fail to carry out the functions required of it. This fact, 
unfortunately, was not properly recognized by either 
the policy makers or academic researchers. Malfunc-
tioning of the financial system started due to changes 
in the economic environment, as follows. 

First, accumulation of business profits had 
strengthened financial positions and self financing 
capacities of firms; along with a decline of corporate 
dependency on banks. Second, blue chip firms had 
been able to raise funds in overseas markets (by 
issuing securities) more easily, in greater volumes 
and at less cost than in the tightly regulated domestic 
markets. This also lead corporations to rely far less 
on bank borrowing than before, so that banks had 
increasingly lost their basis for monitoring corporati-
ons. Consequently, in the late 1980s, Japanese corpo-
rations had lost the basis of their efficient operations 
and increasingly went on to speculatively acquire 
real estate. Banks, on the other hand, also revealed 
their own problems in the lack of a disciplinary me-
chanism, which lead to seeking business scale rather 
than efficiency and to insufficient screening when 
making loans. This situation brought about unsound 
bank loan practices and, after the mid-1990s, those 
loans turned out to be non-performing, and this con-
tinues to distress Japanese banks even today. 

Put simply, changes in the economic conditions 
after the 1980s rendered the traditional corporate 
governance mode no longer workable or effective. In 
fact, recent research, such as Hirota (1996), Wein-
stein and Yafeh (1998), Horiuchi (2002), Osano and 
Hori (2002), in increasing numbers strongly confirm 
this observation. Accordingly, it has been more 
customary in recent years to say that one of the im-
portant causes of the bubble economy in late 1980s 
was the fragile nature of both the monitoring power 
of main banks and corporate governance of banks 
themselves. That is to say, it has become a general 
understanding that the “vacuum of corporate gover-
nance” of Japanese firms, or its weakening, emerged 

during the bubble period and has become an impor-
tant structural problem for the Japanese economy. 
For a detailed discussion, please refer to Okabe 
(1999: chapter 2) and Okabe (2002a). 

The above argument leads to the following ge-
neral conclusions. First, there is no single answer to 
the question of what the “best” financial system is; 
that answer depends on various economic and other 
conditions. One size does not fit all nor does it even 
fit all the time. Second, conditions to determine an 
optimal financial system include such factors as the 
stage of economic development, effectiveness of 
regulation, degree of openness of the economy or of 
financial globalization, and information and commu-
nication technology. These factors can jointly deter-
mine an optimal financial system for a country. If 
given these factors, then, can we say that the Japane-
se financial system has been, and is, changing for the 
better? Let us first sort out the recent developments 
that have altering the Japanese financial system, and 
then in section 4 we hope to answer that question. 

3-3. Changing environment and changes 
in the financial system 

The weakening of corporate governance, as mentio-
ned above, is an outcome of a mix of a variety of 
factors. Of these, the four factors that follow are ones 
that have already had an effect and are particularly 
important in formulating any forecast regarding the 
future financial system. They are: (1) changing pat-
terns of corporate finance, (2) dissolution of cross 
shareholding, (3) increased role of institutional in-
vestors, and (4) effects of innovations in information 
and communication technology (ICT). Let us briefly 
review them in turn. 

(1) changing patterns of corporate finan-
cing: notable, growing out of debt 

How has the financing pattern of Japanese corporati-
ons, on which corporate governance is based, evol-
ved in recent years? Statistics for 1991-2001 are 
shown in Table 2. From this, we can note the follo-
wing: (1) the total amount of funds acquired main-
tained a clear downward trend throughout this peri-
od, (2) internal funds have always had an overwhel-
ming importance, (3) acquisition of external funds 
declined drastically (for the period of 1998-2001 
such acquisitions actually were negative; that is, 
there was a net repayment of debt), and (4) of all 
external finance sources, bank borrowing rapidly 
decreased while equity funding remained rather 
stable. 

           Table 2: Around here 

Does negative external funding (net repayment) 
mean that corporate financing has lost meaning for 
corporate governance? Not so, for the following 
reasons: even though the yearly acquisition of funds, 
as shown in the table, is negative for these years, the 
aggregate amount of this flow of funds, namely the 
net amount outstanding (financial assets minus fi-
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nancial liabilities) still show a position of net fund 
acquisition. In fact, the corporate sector is still the 
largest fund raising sector in the economy; on the 
basis of stock. To use the statistics as of the end of 
March 2002; business corporations (non-financial 
private corporations) had financial assets of 688 
trillion yen, and with financial liabilities of 1,101 
trillion yen. This is a net balance of financial liabili-
ties of 413 trillion yen. Of the financial liabilities, 
419 trillion yen was in bank borrowing, 354 trillion 
yen was in shares and other equities, and 81 trillion 
yen was in debentures and issuance of commercial 
papers8. To conclude, corporate financial structure as 
stock still shows net financial liabilities (and traditi-
onal indirect financing still dominates); so basically, 
the disciplining mechanism coming from the financi-
al structure has not lost its validity, even though 
corporations rapidly decreased borrowing on a net 
flow basis. Of the four characteristics above, (1) is 
obviously a reflection of stagnant capital investment 
due to the prolonged economic depression. But what 
about items (2), (3) and (4); what do they mean to 
corporate governance? A fundamental theory of 
corporate finance, the Modigliani-Miller theorem, 
asserts that under a set of assumptions (perfect mar-
ket, absence of tax, etc.) the value of a firm is not 
affected by its method of finance, whether debt fi-
nancing or equity financing. But in reality this is not 
so. In Japan and the US, an explanation called the 
“pecking order hypothesis,” or the hierarchy theory 
of financing, has been recognized as describing the 
actual situation9. According to this hypothesis, a firm 
is behaves in the following way: in the first place it 
will have an order of preference for choosing a me-
thod of finance, and then it will successively utilize 
the method of finance with the least cost, thus mini-
mizing the total cost of funding. The feature (2) can 
be explained by this hypothesis. 

But it is difficult to interpret features (3) and (4) 
by applying this hypothesis. The reason for this co-
mes from the hypothesis’ presumption. The pecking 
order hypothesis does not properly take bankruptcy 
risk into consideration, thus limiting its applicability. 
This is quite an important limitation, since bankrupt-
cy risk has been generally rising during the long 
period of stagnation of the Japanese economy 
through the 1990s and early 2000s. In other words, 
when a firm tries to raise funds, its concern is more 
with bankruptcy risk than the cost of funds. This is 
because the cost of funds is Japan is extremely low 
due to the historically unprecedented easy monetary 
policy overseen by the Bank of Japan, on the one 
hand, and bankruptcy risk is generally high, on the 
other. Accordingly it becomes rational behavior for 
firms to reduce debt that would increase corporate 
risk and to increase owned capital, a financial buffer. 
It can be understood that the this kind of corporate 

                                                 
8 Author’s calculation based on Bank of Japan Financial and 
Economic Statistics Monthly, September 2002, page 255. 
9 For details, see Okabe (1999: chapter 1, section 4).  

behavior resulted in features (3) and (4). As seen 
above, corporations have rapidly decreased borro-
wing from financial institutions, banks in particular, 
and even when borrowing has not decreased, the 
bargaining position of banks has been substantially 
eroded in the extremely loose monetary environ-
ment. It is therefore natural that the monitoring 
authority and power of main banks has rapidly decli-
ned. A good example to demonstrate this situation is 
the “forbearance lending;” the behavior of banks to 
refinance firms even in cases where there is little 
prospect of firms repaying the loans extended. Vari-
ous statistics show that in the first half of the 1990s 
banks extended further loans to,  real estate and ser-
vice industries whose profitability was hovering at 
low levels rather than force them to repay. Conse-
quently banks assisted in slackening the business 
operations of these firms, still less monitored them to 
assist in efficient operations (Sekine, Kobayashi, and 
Saita 2003). This kind of bank behavior indicates 
that the ability of banks to discipline corporate beha-
vior has declined drastically. It is certainly true that 
the disciplining function of debt has not been not 
lost; in as far as firms have debt outstanding. But we 
can see that the traditional corporate governance 
framework---banks monitoring client firms---has 
now collapsed and the disciplining function of the 
stock market has been gaining importance. 

(2) Dissolution of cross shareholding  

Another important feature of Japanese corporate 
finance, or of the Japanese economic system more 
generally, is “cross shareholding,” or mutual holding 
of shares between banks and their client business 
corporations, or between non-financial business 
corporations10. When shares are held mutually, there 
two potentially serious problems arise. First, it is 
likely that the disciplining pressure coming from the 
capital market is relatively weak. This happens be-
cause, when shares are held mutually, managers of 
both corporations are likely to implicitly agree not to 
intervene in the management of the counterpart cor-
poration; and because the possibility of bloc share 
trading or a hostile takeover is decreased. The se-
cond problem is that, when equities are mutually 
held between banks and insurance companies, mutu-
al equity holding increases the systemic risk of the 
entire financial system (BIS 2002, p135). This is all 
the more likely, since in recent years the financial 
positions of Japanese insurance companies have been 
rather fragile. Further, this kind of mutual equity 
holding reduces the monitoring and disciplining 
function of insurance companies vis-a-vis banks, and 
tends to induce forbearance lending by banks, thus 
generating a serious issue regarding the efficiency of 
the entire economy. 

                                                 
10 Detailed analysis of cross shareholding, including the reasons 
for, its effects, and the future outlook is presented in Okabe 
(2002a).  
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Figure 2: Around here 

Cross shareholding, which involves the above 
problems, has been unraveling especially after the 
mid-1990s, as seen in Figure 2. This has important 
implications for corporate governance. When cross-
held shares are released from both parties and are 
sold in the market, a substantial part of such shares 
have been acquired by Japanese institutional and 
foreign investors. Important here is that foreign in-
vestors have traditionally been keen on a return on 
equity (ROE) in their investment (see Appendix for 
empirical evidence), and that Japanese investors 
(pension trusts, investment trusts) have in recent 
years likewise become increasingly keen on ROE. 
This means that the higher the ROE of the share, the 
more it is preferred and consequently acquired by 
investors in the stock market. This kind of selective 
investment attitude of investors implies that Japanese 
corporations are likely to feel more pressure from the 
capital market and from shareholders; and that go-
vernance is likely to have an Anglo-American ele-
ment of efficiency rather than an expansion of busi-
ness volume. Accordingly, we can state that the 
dissolution of cross shareholding, as observed in 
recent years, has somewhat rectified the “vacuum of 
corporate governance” and has contributed to raising 
the efficiency of Japanese corporations. 

(3) Increased role of institutional inves-
tors 

When we discuss the prospect of Japanese corporate 
governance, we cannot dismiss the possibility of the 
increased role of domestic institutional investors. 
Institutional investors are specialized financial insti-
tutions that manage savings collectively on behalf of 
small investors, governed by a specific objective in 
terms of acceptable risk, return maximization, and 
maturity of claims (Davis and Steil 2001). Typical 
institutions include pension funds, investment trusts, 
and life insurance companies. 

Institutional investors have shown remarkable 
growth in the major countries of Europe and in North 
America over the last ten years (Davis and Steil 
2001). However, in Japan their growth has remained 
moderate, even though some improvements have 
been made in the legal framework (regarding securi-
ties investment trusts) under which they operate, and 
deregulation has taken place (such as allowing banks 
to sell investment trusts at their counters). But a great 
increase in growth can be expected in Japan because 
the kind of financial assets (instruments) that institu-
tional investors provide have good potential for 
growth. Until recently, and even now, alternative 
financial assets available to households have been 
quite limited, as shown earlier in Figure 1, and hou-
seholds are now much more willing to diversify their 
portfolio than previously, as various surveys have 
indicated. Given these circumstances and the traditi-
onal risk-averse attitudes of Japanese households, 
they are more likely to choose medium-risk medium-

return financial assets (such as investment trusts) 
rather than to suddenly invest in high-risk high-
return assets. Another reason is that pension funds, 
already an important institutional investor, are ex-
pected to increase in size and number due to the 
aging of Japan’s population; thus the assets held by  
those funds are also expected to grow. 

If institutional investors grow in number and in 
the financial activities they participate in, corporate 
governance will be profoundly affected. It is because 
that, above all, institutional investors are subject to a 
fiduciary duty, the responsibility imposed upon a-
gents (such as insurance companies and pension 
funds) to manage entrusted funds for the ultimate 
benefit of the principal (individuals). Therefore, 
when institutional investors choose financial assets, 
company shares in particular, for their portfolios, it is 
natural that they tend to focus on the rate of return, 
and to prefer shares with higher rates of return. As a 
result, the pressure coming from the stock market 
encourages corporations to operate more efficiently. 
In fact, in the United States, since mid-1980s a series 
of laws have been passed regarding financial invest-
ment by pension funds, and trustees of pension funds 
have been required to be actively involve in the ma-
nagement decisions of the corporations in which they 
invest (such as by exercising voting rights). As a 
result of this, US corporate governance has been said 
to have been strengthened. In Japan, on the other 
hand, the fiduciary duties of institutional investors 
are rather ambiguous, hence clarification of this 
situation remains an important public policy issue; 
nevertheless the influence of institutional investors 
on corporate governance is sure to steadily increase 
in the coming years. 

(4) Effects of information and communi-
cation technology (ICT) innovation 

Information and communication technology (ICT) 
innovation is also likely to affect the various modes 
of corporate governance. Since the real extent of the 
influence of ICT on the economy is not yet clarified, 
suffice it to mention here two aspects regarding fi-
nancial markets. One is that ICT innovation enables 
the valuation of a firm, by financial markets, to be 
more accurate since ICT generally tends to provide 
financial markets with more information of all 
aspects of a corporation, and to provide it more effi-
ciently ands in a more timely manner. Therefore, 
continually evolving situation of ICT and its effects 
on financial markets is conducive to promoting the 
operational efficiency of corporations. In fact, in the 
US, changes in the character of financial markets 
that have been driven by ICT innovation are reported 
to have strengthened the disciplining of corporations 
through the market-based corporate governance 
mechanism (mergers, acquisitions, and takeovers) or 
by restructuring business operations (Holstrom and 
Kaplan 2001). 

The other effect is that ICT innovation has 
brought about a revolution in financial transactions 
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and financial products, since it enables instantaneous 
acquisition and processing of massive amounts of 
financial and other data. For instance, derivatives 
(financial contracts of trading risk or other property 
as derived from an underlying asset), and asset-
backed securities (ABS, a marketable security that is 
issued by bundling, and backed up by relatively 
smaller assets) are good examples. If the transaction 
of these financial products increases in Japan, corpo-
rations will be able to rely more on market-based 
finance or to diversify their methods of financing; 
consequently risk can be more widely dispersed, 
from financial institutions to various economic a-
gents (CGFS 2002). This will promote efficiency 
within the entire economy, and probably strengthen 
corporate governance by market forces. 

4. Prospect and policy issues  

Four factors mentioned above, namely the changing 
patterns of corporate finance, the dissolution of cross 
shareholding, the increased role of institutional in-
vestors, and ICT innovation, all have been instru-
mental in driving the changes that are moving Japa-
nese corporate governance from a bank-based to a 
market-based corporate governance system. Thus the 
system is anticipated to change, from one in which 
disciplining pressure comes from a single institution 
(the main bank), to one in which various markets 
(such as stock, debenture, ABS, and derivatives 
markets) take over that role. This change in how 
disciplining power on corporations is exercised is 
likely to show three characteristics. 

First, as mentioned several times, change will 
take place from an overall bank-centered governance 
to more or less a shareholder- or stock market-
centered corporate governance. However, this chan-
ge is not as simple as “from indirect finance to direct 
finance,” but it is rather a change “from a bilateral or 
relationship centered indirect finance to a market-
based indirect finance.” The point is that indirect 
finance will probably still dominate but that market 
elements will increase. In reality, the US financial 
system should be characterized basically as “market-
based indirect finance,” rather than “direct finance” 
(Okabe 1999: chapter 1, section 2); which is precise-
ly the system that is expected to evolve in Japan, and 
is the one deemed desirable (Royama 2002). 

Second,  corporate governance is not expected 
to converge to one kind of system but rather to diver-
sify. The reason being that corporate governance 
systems involve a variety of aspects, not only eco-
nomic but also historical, social and cultural ones; 
and there is probable no one universally accepted 
optimal model. For instance, the number of “good” 
Japanese companies whose top priority is that of the 
shareholders’ interest is comparatively few (Niihara 
2003). Also, the recent amendment of the Business 
Law (enacted in April 2003) aiming to strengthen 
corporate governance offers two options to choose 

from for a corporate governance structure11. This is 
one of the factors that will cause the Japanese corpo-
rate governance system to diversify. Further, a recent 
survey (Policy Research Institute 2003) covering 400 
large corporations has revealed that in the manufac-
turing industry, diversity in terms of business areas, 
organizational structure, and corporate governance 
structure has increased since 1990. 

Third, although there is a definite and strong 
trend for Japanese corporate governance moving 
toward an Anglo-American or market-based gover-
nance system, there is little possibility that it will 
converge on that mode. One reason is that there are 
two kinds of factors determining corporate gover-
nance: one is the factors that converge easily interna-
tionally, such as financial markets reflecting financi-
al globalization, financial data, and accounting rules; 
the other is those that are less likely to converge, 
such as the social system of a nation, commercial 
and corporation laws that reflect history and com-
mercial practices. Another reason is that to efficient-
ly achieve sustainable economic growth, both institu-
tions and markets have their own roles and either one 
alone would not make for an efficient system (Levi-
ne 2002, Bech and Levine 2000). This conclusion is 
also confirmed from an analysis (Shirai 2003) of the 
late 1990s economic crisis of East Asian countries 
and the lessons derived from the policy responses of 
the nations effected. 

In summary, we can state that there is are indi-
cations that disciplining mechanisms are being 
reestablished for Japanese corporations (see Appen-
dix for an econometric evidence), after a vacuum of 
corporate governance was experienced for close to 
fifteen years. This means that Japanese firms have 
been increasingly obliged to emphasize efficiency of 
capital, ROE, or efficiency of assets, ROA, rather 
than to merely expand sales volume. Financial sys-
tem also may be said to have been changing to a 
more desirable one in two respects, commensurate 
with changes in economic environment. 

The system may be said to have been changing 
from what was suitable for “process innovation” to 
what is suitable for “product innovation.” The tradi-
tional, well-established, Japanese financial system 
that has historically played an important role, has 
now lost the validity for its functioning under a new 
set of domestic and international circumstances. That 
is, many Japanese products, such as fiber, iron and 
steel, chemical products and machinery, in which 
Japan once enjoyed comparative advantages, are 
now facing keen competition of China and other East 
Asian countries, and cannot compete on price, and 

                                                 
11 In addition to the existing system, where an auditors’ committee 
audits the board of directors, a US-type governance institution was 
introduced as a new option. In this, executives are stipulated to 
literally execute company operations, while the board of directors 
specializes in monitoring the company operations conducted by 
executives, and within which duty the board is required to estab-
lish auditing and another two committees of which half the mem-
bers must be chosen from outside the corporation. 
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gradually on quality as well. Accordingly, Japanese 
industries need to shift the products toward a more 
technology-intensive mix to survive internationally; 
therefore, the financial system must change to foster 
such industrial change. Continuing changes in recent 
years can be usefully evaluated in accordance with 
this evolutionary trend. 

Another aspect is that the changes in the system 
toward a market-based one may be said to be in a 
direction that will ensure a more stable system or to a 
system more resilient to various shocks. In a bank-
based system, risks inevitably concentrate in banks, 
while in market-based system, risks are broadly 
dispersed to various agents within the economy. 
Indeed, these characteristics have been confirmed in 
the period of the late 1990s to the early 2000s when 
the stability of financial institutions (especially 
banks) in Europe and the US remained remarkably 
stable, even though a number of defaults of debentu-
res occurred owing to some general depression. This 
was in sharp contrast with the bitter experiences of 
the late 1980s to early 1990s (CGFS 2002). 

However, issues of public policy remain to be 
addressed, if the recent trends are to yield the expec-
ted results. One area is to nurture an environment for 
company shares to be held more extensively throug-
hout the economy, and for companies to be more 
appropriately monitored by shareholders12. This 
would include improvements in the legal and institu-
tional frameworks of securities investment trusts, 
and the establishing of a system of effective corpora-
te governance by institutional investors. Also, there 
are many lessons to be learned from the drastic im-
provement in the US situation, regarding accounting 
disclosure and auditing systems; these should impro-
ve the framework of Japanese capital markets. The 
recent amendment of Japanese Commercial Law, 
enacted in April 2003, now provides an improved 
legal framework, but in reality there remains work to 
substantiate this new framework: such as adjusting 
monitoring capacity of boards of directors, and sub-
stantiating the contribution to come from outside 
directors for better corporate management and go-
vernance.  
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Appendix: Corporate governance structure and company performance: an empirical study 
 
How, and to what extent does corporate governance, in particular the ownership structure, affect the performance of com-
panies? Here an empirical study conducted jointly by the author and his student, and reported elsewhere13, is briefly sum-
marized.  The study aims to investigate how various “governance variables,” namely debt and the ownership structure, 
affect company performance or the value of the company. Specifically, the following multiple regression model was estima-
ted:  
 TOBIN =α1 +α2 DEBT +α3 MB +α4 DIR +α5 FOREIGNER 
             +α6 INDIVIDUAL +α7 FINANCIAL +α8 CORP +ε 
where 
 TOBIN: Tobin’s q 
 Tobin’s q = (Total market value of issued shares + Interest- bearing debt) /(Owned equity + interest-bearing debt). 
DEBT: Debt to asset ratio 
  Debt to asset ratio = Total debt / Total asset. 
MB: Dependency on main bank 
 MB = Amount of lending by the top lending bank / Total debt. 
 DIR: Directors’ shareholding ratio  
 FOREIGNER: Foreigners’ shareholding ratio 
INDIVIDUAL: Individuals’ shareholding ratio 
FINANCIAL: Financial institutions’ shareholding ratio14 
CORP: Other corporations’ shareholding ratio  
ε: Error term 
 
Estimations were run using cross-section accounting data of large (listed) companies for two years: 1989 (for 501 compa-
nies) and 1999 (for 499 companies). 1989 was the peak period of the “bubble economy,” and 1999 was the most recent year 
for which consistent statistical data is available. For the details of the data and the basic statistics of the sample15, refer to 
Okabe and Fujii (2004). 
 
Table A: around here 
 Estimated results, shown in Table A, are generally satisfactory with all the variables highly significant. From this, 
we can make following observations: (1) Debt had a steady disciplining role, as expected, for both 1989 and 1999. 
 (2) Having a main bank had a negative effect on company performance for both years. This implies that the moni-
toring and disciplining function of a main bank, if it existed, had already disappeared as early as in 1998. This result is 
broadly consistent with other recent research, quoted in the main text of this paper. We may interpret this result to imply 
that one of the causes for the asset price bubble in late 1980s was that of the vacuum of bank corporate governance. 

                                                 
13 Okabe and Fujii (2004). 
14 Excluding investment trusts and pension funds. 
15 Some interesting figures are: the average of Tobin’s q is 2.31 for 1989, indicating asset price bubble, while 0.60 for 1999; the debt to 
asset ratios are high for both years with 68.69 and 64.36, respectively, reflecting the reliance on bank finance; and individuals’ shareholding 
ratio rose from 25.77 to 30.57. 
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 (3) Shareholding by foreigners had consistently positive effects on company performance (disciplining function). 
This is because their motives are usually to obtain high investment returns and sometimes discipline the company with their 
“voice.”  
 
For the others of the four explanatory variables, the nature of the influences changed (signs of the parameter reversed) 
between these two years, statistically significantly. For each of these cases, the following interpretation can be made, with 
reasons presumably effecting the change. 
 (4) Directors’ shareholding had a negative effect on company performance in 1989, but became positive in 1999, 
although the size of the parameter in the latter is quite small. The negative effect in 1989 is due probably to moral hazard on 
the part of directors, while the change to a positive value in 1999 is due presumably to the increase in incentives, or the 
tightening of the role of directors as seen in the increased amount of litigation against directors for poor or illegal company 
performances. 
 (5) Both financial institutions’ shareholding and other corporations’ shareholding ratios had negative effects on 
company performance in 1989, but both became positive in 1999. This result is rather difficult to interpret, since various 
theoretical analyses conclude that there is no unique direction (the sign of the parameter) for the effect of bloc shareholders. 
But the results indicate that bloc shareholders have positively influenced company performances in more recent years. 
 (6) The shareholding ratio of individuals’ changed, quite contrary to the above three cases, from positive in 1989 
to negative in 1999. The positive effect in 1989 is due probably to more concentrated shareholding among individuals thus 
having a disciplinary effect. While the negative effect in 1999 may be explained by a dispersion of shares to more individu-
als, implying that (smaller) individual shareholders are reluctant to monitor the company by putting in time and other re-
sources to this end, but that they prefer a “free ride” on the disciplining activities by other types of shareholders. 
All in all, the results suggest that the disciplinary effect on corporations coming from shareholders, except for shareholding 
by individuals holding smaller blocs, seems to have increased in recent years. 
 

Table 1.  Two types of financial systems and their properties: Anglo-American and Japanese-German models 

 
 

Table 2.  Sources of funds of private non-financial corporations, yearly average in trillion yen 
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Table A.  Regression results of the relative value of corporations 
 

 
 
 
 
 
 

 
Figure 1. Financial assets held by households:                 Figure 2. Stable shareholding ratios and cross 
Japan and the US end of March 2000                                shareholding ratios (in per cent, at the end of March) 
 
Source: Bank of Japan (2000, chart 8)                                       Source: NLI Research Institute (2003) 
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1. Introduction 
 

The problems of managerial discretion that are usu-
ally studied in the field of corporate governance can 
also arise in other types of organizations in which a 
delegation of the capacity of decision occurs. This 
article analyses the possible existence of managerial 
discretion in Work Accident and Occupational Di-
sease Mutual Insurance Companies (MATEPs), 
entities of a great economic and social significance 
in Spain. 

MATEPs are voluntary associations of employ-
ers, which act as collaborating entities of the Social 
Security in the carrying out of occupational risk 
insurance1. They are financed by compulsory em-
ployer’s contributions and, as a counterweight, offer 
to the associated companies a comprehensive service 
that includes: (i) preventive measures; (ii) health care 
for workers affected by occupational accidents and 
diseases; and (iii) monetary compensations in case of 
incapacity, disability or death. Because they manage 
public funds, the functioning of the MATEPs is, 
moreover, subject to strict and exhaustive controls 

This sector, originally highly diffused and of a 
marked regional and sectoral nature, has experienced 
an intense process of realignment and concentration 
in the last decade, propitiated mainly by the tighten-
ing up of constitution requirements. In a short period, 
two out of three MATEPs disappear, allowing nearly 
                                                 
1 The insurance of labour contingencies is compulsory; however, 
employers are free to choose between the Social Security and 
MATEPs. Now, the whole market is practically controlled by the 
latest. 
 

thirty better prepared entities and of a greater geo-
graphic implantation to assume the new competences 
conferred on by the Social Security (Suárez and 
Ventura, 1999). Likewise, the government intro-
duced, some years ago, a new Regulation of Collabo-
ration2 aiming to rationalize the MATEPs govern-
ance. 

The paper first approaches, from the Economy 
of the Organizations perspective -Transaction Costs, 
Property Rights and Agency- the economic rationale 
of non-profit organizations and of the MATEPs, in 
particular. Next, we study and discuss in detail the 
MATEPs and their external and internal governance 
mechanisms to, finally, draw a series of conclusions 
regarding the degree of managerial discretion in 
these entities. 

 

2. Economic Analysis of Non-Profit Sec-
tor 

2.1 Economic Rationale of Non-Profit 
Sector 

The non-profit organizations (NPOs) coexist with 
for-profit and the public sector. However, fixing the 
limits that separate such organizations from the rest 
is not an easy task; although private, they actively 
collaborate in the aiming of public objectives. Thus, 
the NPOs are set in the so-called Third Sector3 con-

                                                 
2 RD 1993/1995 December 7, in substitution of RD 1509/1976, 
May 21. 
3 The Third sector delimitation is in many cases confusing, as this 
term, of Anglo-Saxon origin, tends to be used as a synonym of the 
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text, as a residual group of neither capitalist nor state 
organizations (Mertens, 1999). However, what 
makes an organization be non-profit?  According to 
Hansmann (1980), the NPOs differ in the following 
characteristics: a) they are not allowed to pay their 
surplus and b) their functions are limited to certain 
activities. 

The importance of this sector to the economy is 
not questionable, since, from the eighties, its contri-
bution to the Welfare State is increasing. However, 
which have been the causes that lead to this expan-
sion? In other words, which is the economic ration-
ale underlying this mixed form of transactions gov-
ernance? The three theories taking part in the so-
called Economy of the Organizations -Transaction 
Costs, Property Rights and Agency- will help us to 
explain the emergence of the NPOs4. 

According to the Transaction Costs Theory, only 
those organizational forms, which reduce the trans-
action costs derived from the asymmetries of infor-
mation, will survive (Williamson, 1975). In this way, 
Hansmann (1980) suggests that the origin of the 
NPOs is based on the ‘contract failure’ associated to 
certain transactions. In his opinion, these organiza-
tions arise when a separation between the purchaser 
and the beneficiary takes place, when strong invest-
ments in specific assets -which generate conflicts in 
the appropriation of quasi rents- are required and/or 
when the characteristics of the product -complexity, 
intangibility, multidimensionality - make its evalua-
tion difficult. Under these circumstances, the donor 
or the client, facing possible opportunistic behaviour 
from the suppliers of such services, may choose a 
NPO to compensate the problem of asymmetric 
information (Weisbrod, 1988). Although, corpora-
tions own mechanisms to protect buyers -as warran-
ties- (Williamson, 1985), some transactions are sub-
ject to uncertainty and to which a failure in the ser-
vice can be so costly that the ex-post compensation 
would not be enough for the client (Holtmann and 
Ullmann, 1991). 

Another theory related to the ‘contractual fail-
ure’ is that of the Property Rights. The property of an 
asset means the right to the appropriation of the 
residual rent (Alchian and Demtsetz, 1972) and to 
the residual control (Grossman and Hart, 1986).  
Both concepts are linked to the absence of full con-
tracts; otherwise, everything would be contractually 
specified and assigned and the residual rights would 
have no significance. The efficiency of the non-profit 
governance mechanism can be explained by the 
specific distribution of property rights in these or-
ganizations, as it mitigates ‘contract failure’ -that 
together with government and philanthropic failures 

                                                                         
French term Social Economy, which includes not only NPOs but 
also cooperatives and certain types of profit making mutuals. 
4 Nevertheless, many other theories are used to justify the survival 
of NPOs, for instance, those based in tax incentives, institutional 
inertia or altruism.  
 

are regrouped around the concept of ‘coordination 
failure’- (Enjolras, 2000). 

Gui (1991) and Mertens (1999) distinguish the 
NPOs from the rest of organizations according to 
two categories5: the ‘beneficiary category’, which 
acts as a claimant, that is, it is entitle to receive the 
residual rent; and the ‘dominant category’ on which 
the residual control rights lay. Whereas the investors 
assume both roles in corporations, in the NPOs the 
beneficiaries are different from the investors. In 
other words, facing market failures -asymmetric 
information, market power, public goods-, the NPOs 
come out as organizations where residual rent does 
not relay on the owners but on the consumers. Nev-
ertheless, as Mertens (1999) explains, this definition 
should not confuse the NPOs with the Public Sector, 
since in the former the residual control is not in the 
State hands. 

From an Agency perspective, the survival of an 
organizational form will depend on its comparative 
advantage to control agency costs resulting from the 
conflict of interest between the parts (Jensen and 
Meckling, 1976). In this way, the peculiarities of the 
residual claimants will help to distinguish one or-
ganization to the others and to explain their survival 
(Fama and Jensen, 1983b). These authors suggest 
that NPOs appear to be the solution to solve the 
agency problems derived from donations: making 
inalienable the right to demand residual claims and 
agreeing with donors that in the future, all surplus 
will be applied to services. Furthermore, these au-
thors affirm that the larger the quantity of donations 
and the easier to separate the executive and control 
decisions, the more successful the organization will 
be. 
Although all the analysed theories point to the a-
symmetric information problem as the factor to justi-
fy the creation and survival of the NPO, they also 
agree to emphasize that these organization show 
limits in their functioning, motivated by the ineffec-
tiveness of the imposed restrictions on the profit-
making (Figure 1)6. Despite the fact that surplus 
cannot be distributed as dividends, in practice they 
are distributed in other ways. From the Transaction 
Costs approach, the donors and clients who choose a 
NPO, to protect them from the suppliers’ opportu-
nistic behaviour, have some difficulty to control the 
managers’ opportunism (Hansmann, 1980). Accor-
ding to the Property Rights Theory, the residual rent 
was placed in the client, but the reassignment of the 
residual control right could turn managers into the 
‘dominant category’ (Hansmann, 1988; Gui, 1991). 
In that case, how can it be guaranteed that clients 

                                                 
5 Gui (1991) makes a distinction between NPOs and corporations; 
and Mertens between NPOs and public organizations. 
6 Which would explain that non profit, for-profit and public insti-
tutions survive in the same industry (Handy, 1997). For instance, 
the following sentence by Rose-Ackermann (1996:717) is very 
controversial “NPOs emerge due to, not despite of, their ineffi-
ciencies. 
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have more control over the managers than the share-
holders do? Finally, based in the Agency Theory, 
Fama and Jensen (1983b) suggest that the surplus 
generated by NPOs is assigned, although nobody has 
property rights over it, and they state that donors 
(and/or clients) face problems of managerial discre-
tion similar to those in other organizations subject to 
the separation between ownership and control. In 
addition, Rose-Ackerman (1966) points out that this 
is a particularly serious problem in the non-profit 
sector, since the absence of a market for corporate 
control does not allow disciplining the managers in a 
proper manner. 

Figure 1 

As it is not clear that the limit imposed on the profit-
making leads the organizations to focus exclusively 
on the attention to the clients, it will be precise to 
find a mechanism of control to prevent managers 
from appropriating parts of the surplus in form of 
salary increase, excessive expenditure, over-
investments and risky growth strategies. Easly and 
O’Hara (1983) affirm than it is necessary to intro-
duce an additional restriction on managers’ compen-
sations. Fama and Jensen (1983b) suggest that, to 
control the managerial discretion in the NPOs, there 
must be an effective separation between execution 
and control decisions. According to Knapp and 
Kendall (1991), the main point is to make NPOs 
more transparent and able to provide disintegrated 
information about their activities and results, high-
lighting the significance of self-regulation through 
Codes of Good Practice. Other authors give perhaps 
more influence to the external mechanisms. Thus, 
Hansmann (1980) maintains that the competition in 
markets against other organizations leads the NPOs 
to maximize the output to satisfy their clients. In 
other cases, the protection of the users’ rights by the 
government intervention is defended (Krashinsky, 
1986; Gui, 1991). Nevertheless, Rose-Ackermann 
(1996) proposes that, even if the supervision makes 
sense to avoid the managers´ opportunism, there is a 
risk that an excessive intervention could lead to a 
loss of the advantages that NPOs offer in terms of 
quality and differentiation. 

Mutuals in The Non-Profit Sector 

So far the criteria used to classify the organization 
have been the profit restriction, distinguishing bet-
ween the profit-making and non-profit organizations. 
Nevertheless, The NPOs might have different legal 
forms and seek diverse goals (Salamon, 1991). For a 
better understanding of the non-profit sector, we opt 
to divide the organization according to their objecti-
ves7. Thus, as we can observe in Figure 2, there are 

                                                 
7 It is commonly said that profit-making companies have private 
objectives, but, as showed in Figure 2, there are also certain public 
companies which, despite their legal form that allow them to share 
the surplus, their objectives are public -employment promotion, 
exploitation of local resources or strategic sectors protection. 

two different types of NPOs: a) the mutual interests 
organizations, focused in the rendering of goods and 
services to its members –mutuals, unions, clubs, 
professional associations-; and b) the public interest 
organizations, which contribute to the general welfa-
re, offering services to social groups with great sani-
tary, cultural and educative needs. 

Figure 2 

According to the classification stated above, mu-
tuals are included into the ‘member oriented’ NPOs; 
in other words, they are organizations with an ‘inter-
nal projection’ and with performance aim to improve 
their associates’ welfare (Montserrat, 1991). Not all 
the authors include mutuals in the profit-making 
sector. For instance, Gui (1991) states that the lack 
of profit making of these organizations cannot be 
asserted, since they seek their associates’ interests. 
Hasnmann (1980) goes further and declares that 
mutuals are even closer to the cooperatives than to 
the non-profit sector. On the other hand, Mertens 
(1999), with a more European vision, defends the 
explicit inclusion of mutuals into the Third Sector 
because although the ‘dominant’ and ‘beneficiary’ 
categories fall on the same person -the service’s 
target group- this category does not have the condi-
tion of investor. In his opinion, despite the fact that 
the members of a mutual play a double role, they are 
not interested in increasing the profitability of their 
contributions -as associates- but in obtaining the 
greatest benefits -as users. 
Once mutual organizations have been placed in the 
non-profit sector, we return to the three theories 
analysed in the previous epigraph. As stated by the 
Transaction Costs perspective, mutuals would allow 
solving information problems present in certain 
transactions. Therefore, the pursuers of a difficult 
evaluation product will overcome their lack of in-
formation by taking part in the donor organization 
(Ben-Ner, 1986). Consequently, mutuals would be a 
hybrid governance mechanism that, through rela-
tional contracts, would ease the control of an activity 
without requiring its integration. Figure 3 shows the 
relation of substitution between the incentives and 
the control proposed by Rumelt (1995), to whom 
relational contracts8 are explicitly added as an inter-
mediate solution able to generate mayor incentives 
than those of the hierarchy, but reaching a superior 
coordination to that of the market. Precisely, Kay 
(1991) asserts that the main advantage of mutual 
forms is based in the easy development of relational 
contracts, as it can be observed in the underlying 
culture of the most successful mutuals. 

                                                                         
What usually happens in these organizations is that, in many 
cases, the benefits are not distributed since they are loss-making. 
8 Relational contracts appear when the recurrence of the exchange 
justifies an ad-hoc instrument to rule long-term and continuous 
relationship between the parts. Their terms are usually explicit and 
based on a mutual necessity of continuing the relations in the 
future (Williamson, 1985). 
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Figure 3 
The Property Rights approach highlights the 

double role given to the clients of mutuals, as a way 
to solve the ‘contractual failure’. Since the organiza-
tion control is held by the ‘beneficiary category’, the 
clients will be in a position to ensure them that in 
case the surplus occurs, it will be in their benefit. 
This peculiarity allows mutuals to have an implicit 
distribution, to the detriment of explicit causes of 
distribution (Gui, 1991). Moreover, Kay (1991) 
suggests that the relative ambiguity in the distribu-
tion of the residual rent could be one of the factors 
that explain the success of some mutual organiza-
tions, since they are capable of accumulating sub-
stantial reserves to finance their development. Fi-
nally, the Agency Theory emphasises once more that 
clients have the right to demand residual claims in 
mutuals, which means a restrain on managerial dis-
cretion in comparison with the NPOs of general 
interest. Nevertheless, as maintained by Fama and 
Jensen (1983b), the mutuals survive due to a singular 
characteristic by which, each client can exercises the 
above mentioned right at any moment, for a value 
calculated according to an established regulation. 
This form of partial liquidation minimizes the 
agency costs, since it reduces the managers’ control 
over the entity’s assets9.  Moreover, mutuals either 
usually limit the acceptable risk because their activi-
ties are restricted by regulatory imposition or volun-
tarily established in their articles of association (Kay, 
1991). Therefore, the agent’s margin of action is 
restricted so as not to deviate from the principal’s 
objective. From the above argument, it can be stated 
that, mutual organizations main advantage is their 
capacity to facilitate the observance of the perform-
ance and, thus, to mitigate informative problems10.  
However, this type of organization is not exempt 
from inconvenient. Firstly, clients usually subsidize 
other clients; because the condition of associate 
guarantees their contribution is to be used as services 
for the members, but not entirely in their own benefit 
(Hansmann, 1980). Secondly, as the title of mutualist 
is not transferable trough a market, an improvement 
in the management is not immediately capitalized as 
the associates’ wealth, which propitiates the manag-
ers´ negligence (Alchian and Demtsetz, 1972); what 
is more, this does not allow the existence of a market 
for corporate control as strong as at the public lim-
ited companies. Finally, the lack of clarity in the 
residual rent distribution is reflected in a less effec-
tive way of managers’ accountability (Kay, 1991). In 
any case, if mutual forms are to survive in an in-
creasingly global and competitive environment, they 

                                                 
9 The facility associates have to abandon the entity makes neces-
sary a compulsory secondary market, where its assets can be 
exchanged and valued to a low cost. This allows explaining the 
reason why mutuals are typical organizations of the financial 
sector. 
10 Some authors have found evidence that changing form a stock 
to a mutual-ownership structure is on average efficiency enhancing 
(Mayers y Smith, 1986). 

will need to adopt effective corporate governance 
rules to safeguard members’ control (Chaddad and 
Cook, 2004).  

3. Description of MATEPs  

The uncertainty and the limitations of civil law with 
respect to responsibility have justified the develop-
ment of labour contingencies insurances. Therefore, 
although the financial burden derived from the 
worker’s accident or damage fall on the employer, 
the difficulties to determine the fault on the part of 
the company have led to substitute possible litiga-
tions for an insurance coverage. In Spain, once the 
Law of Work Accidents, which held companies 
responsible for such accidents, came into force in 
1900, voluntary mutuals of employers started to be 
set up to share occupational risks. The asymmetries 
of information induced these organizations to have a 
rapid expansion as a more efficient formula than 
capitalist companies. Later, the insurance became 
compulsory and profit-making insurance companies 
disappeared from the section of occupational risks. 
In 1974, MATEPs were incorporated into the Social 
Security as collaborating entities and they have been 
progressively subject to an exhaustive regulation, 
which, not only establish tariffs but also covers from 
their functioning delimitation to the surplus applica-
tion. This wide regulation in the sector has created a 
complex agency relations network, in which 
MATEPs act as double agents in front of the compa-
nies and the Social Security. As it can be observed in 
Figure 4, when an employer -responsible for the 
working health of his employees- chooses a MATEP, 
he delegates on it the necessary services caused by 
occupational risks, in exchange for the compulsory 
tariffs to be paid to the Social Security. At the same 
time, this institution -competent organ in the field of 
occupational contingencies insurance- transfers the 
coverage to the MATEP and, therefore, the man-
agement of such risks. Nevertheless, in case surplus 
occurs, mutualists will not share it by way of bonus, 
but -according to the regulator- by applying it to 
social funds. 

Figure 4 

To sum up, MATEPs appeared as NPOs of ‘mu-
tual interest’ with the aim of safeguarding the render-
ing of certain services -preventive, sanitary and eco-
nomic- to their members. Nevertheless, contrary to 
the conventional mutuals, residual claim and control 
rights do not exactly fall on the same people: on the 
one hand, employers are, along with workers, the 
target group of the MATEPs services and, on the 
other, the residual control is shared by mutualists and 
the Social Security. The complexity of the system 
generates, therefore, problems of decisors behaviour 
observance, closer to the ones existing in the ‘gen-
eral interest’ than in the ‘mutual interest’ NPOs. The 
most part of the MATEPs compensations are as-
signed to protected workers, so employers will have 
difficulties to control services. Likewise, being 
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MATEPs financed by social contributions paid by 
companies to the Social Security, a separation be-
tween the donor of the cause -public funds- and the 
beneficiaries may occur. In conclusion, the carried 
out analysis points out that the problems of asym-
metric information regarding managers will be more 
noticeable in MATEPs than in conventional mutual 
organizations, generating a greater margin of mana-
gerial discretion. However, the appearing of oppor-
tunistic behaviour will depend, in the last place, on 
the effectiveness of governance mechanisms, which 
will be discussed in the following epigraph. 

4. Evaluation of The Managerial Discreti-
on in MATEPs 

There is a wide range of instruments that can condi-
tion and limit the managerial discretion11. On the one 
hand, the external mechanisms, related to the differ-
ent markets capacity to discipline decisors. On the 
other hand, the internal mechanisms emerged from 
the assignment of residual control rights in the core 
of an organization. However, we should take into 
consideration that empirical research on non-profit 
boards suggests governance being a complex, inher-
ently difficult and problematic activity; so only mul-
tiple theoretical perspectives allows to explain the 
ambiguities that these boards face (Jegers, 2002; 
Cornforth, 2004).    

4.1 External Governance Mechanisms  

Product Market Competition 

If a company acts in a competitive product market, 
the managerial discretion will be limited, since an 
inadequate administration would be reflected in the 
entity’s result. However, while the company holds 
certain market power, managers will have a margin 
to meet the principal’s objectives and dedicate part 
of the surplus to satisfy their own utility functions 
(Holmstrom and Tirole 1990) 

The market where MATEPs perform is very pe-
culiar. MATEPs cannot compete through the price 
mechanisms, since the State, according to the occu-
pational risk in each working post, fixes prices to the 
entire system. Nevertheless, as Lewis and Sapping-
ton (1988) suggest, it is necessary to establish prices 
that are sufficiently high enough to ensure quality 
services. However, if they are excessive, inefficiency 
and waste may occur (Pope, 1990). In the case under 
discussion, it is commonly agreed the existence of a 
gap between risks and prices (Suárez and Loredo, 
2001). During the last twenty years, the pricing 
framework has just suffered light modifications and 
a 10% reduction. Despite this situation, the perma-
nent and almost generalized generation of surplus 
indicates that prices, once the mutualist expectation 
was covered, allows a wide actuation margin to the 
                                                 
11 The enumeration done in this sector is not meant to be exhaus-
tive, since other governance mechanisms as the competition in the 
market for executives (Fama, 1980) or systems of incentives 
(Murphy, (1997) take place. 

managers. Additionally, the existence of over-
investments and excessive administration costs 
would corroborate this affirmation (Loredo, Suárez 
and Ventura, 2001). The quality-price ratio will also 
depend on the existence of competitors. In this sense, 
Joskow and Rose (1989) affirm that when prices are 
regulated, companies tend to compete in other vari-
ables, so if these tariffs were fixed above market 
prices, the competition between entities would en-
courage a quality improvement. It seems that the 
MATEPs regulator has consciously opted for fixing 
high prices and letting competition to promote the 
quality of services. Thus, associates could change 
entity voluntarily, providing that contracts are re-
newed on an annual basis and applications requested 
a month ahead. Moreover, any mutual chosen by an 
employer must admit him as an associate, since 
MATEPs cannot openly select their risks. This situa-
tion causes a low cost change, giving the employer 
an advantageous negotiating position against his 
present mutual.  

Nonetheless, this result can be achieved by giv-
ing users real freedom to choose and exercising this 
right properly. Several factors prevent an intense 
competition among MATEPs. Firstly, the strong 
asymmetric information employers suffer; since, in 
most cases, they are not aware of the advantages they 
have been conferred by their associate position -
premiums are considered as taxes-. Similarly, mutu-
als have restricted actions in the commercial field, so 
problems of information cannot be solved. Secondly, 
the MATEP election, especially in the case of 
smaller firms, is delegated on an external labour 
advisor who simultaneously acts as a MATEP im-
plicit commercial agent12. Thirdly, the company’s 
geographic location can be another restriction as 
MATEPs are not distributed homogeneously 
throughout Spain and, depending on the region, 
some entities have certain market power13. 

To sum up, the combination of high tariffs and 
imperfect competition confers managers a comfort-
able situation, allowing them a broader degree of 
discretionality. The product market capacity -tariffs- 
to discipline managers gets complicated by the am-
plification of the given competences to the MATEPs, 
whether inside the Social Security system -temporary 
disability for common contingencies -or outside -
preventive measures14. 

                                                 
12 In the segmentation done by Suárez and Ventura (1999), it is 
confirmed that inside the group of ‘unsatisfied clients’ is where a 
major number of employers delegated the election of entity on an 
external advisor. 
13 This situation could have been accented by the concentration 
experienced in the last years, although it is also possible that the 
territorial expansion process undertaken by small mutuals could 
have intensified the competition in certain areas.  
14 De las Heras (1997) and Sempere (1999) suggest that MATEPs 
could create an unfair competition with profit-making companies 
specialised in prevention management. Not for nothing, when a 
regulating entity is allowed to diversify towards a competitive 
market, it will tend to produce a quantity superior to the optimum 
(Averch and Johnson, 1962). 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 
44 

Market for Corporate Control  

The market for corporate control allows substituting, 
through an acquisition offer, those managing teams 
that do not generate value (Manne, 1965). Given that 
this governance mechanism is usually costly, it is 
only activated once the rest have failed. A real con-
trol market does not exist in MATEPs, because the 
residual property rights are inalienable. If the man-
agement is inadequate, associates can either change 
the mutual or wait for the merging or taking over of 
the entity. Likewise, the concentration process this 
sector has come through during the last decade could 
be understood as a corrective action against ineffi-
ciency situations. Nevertheless, most merging and 
taking over actions among MATEPs seem to have 
been friendly, so this mechanism does not mean a 
clear limit for managers -it could be say that merging 
and taking over show the managers´ interest in ex-
pansion strategies. 

Debt 

Debt introduces incentives that prevent managerial 
discretion (Jensen, 1989). The firm is contractually 
bound to pay the interest and redeem the principal. 
Consequently, denotes a strong commitment in com-
parison with equity; as it reduces the amount of free 
cash flow available to managers, forcing them to 
disgorge cash rather than waste it. However, the 
financial debt in MATEPs is insignificant, because, 
the development of their projects is commonly self-
financed. Therefore, the absence of debt will not 
restrain the managers’ opportunism. 

 
4.2 Internal Governance Mechanisms 
 
Exit as a Governance Instrument 

 
As we have just indicated, Fama and Jensen (1983b) 
see the members’ exit as a peculiar internal govern-
ance mechanism that comes to replace, in mutuals, 
the equity market. Although in MATEPs exit, as well 
as in all the Spanish mutuals, the associate is re-
garded as a client, not as a member. The employer 
leaving the entity has no right to receive compensa-
tions due to accumulate assets through surplus. Ac-
cordingly, this instrument -as Fama and Jensen state- 
is not present in MATEPs, despite of the exit as a 
client will impose an external limit to the managerial 
discretion through the product market. 

Regulator Control  

The systematic supervision practised by the regulator 
is usually considered as an external governance 
mechanism (Demsetz and Lehn, 1985). Nonetheless, 
in the case of MATEPs, the Social Security and 
mutualists jointly assume the role of principal. 
Therefore, the regulator control should be included 
within the internal governance devices. 

On the one hand, the State applies a group of 
preventive measures to avoid misgovernment situa-

tions: submission to the public budget, audit reports, 
permissions to undertake investments, inspections 
and controls by the competent institutions. On the 
other hand, the regulator can also correct irregulari-
ties through penalties, restructure plans, cease of 
governing organs, or even the entity’s liquidation. 
Both types of control -preventive and corrective- 
mean a fundamental makeweight to limit the moral 
risk in managers’ decisions inside the MATEPs. 

Associates’ Control 

The control exercised by associates through legal 
established means should be the most patent device. 
They take transcendental social decisions by the 
Annual Meeting. The existence of jointly held re-
sponsibilities would encourage the participation of 
this organ and a greater concern about the entity 
good functioning. Although these incentives are 
undeniably present, it is also true that, as it happens 
in large diffused corporations, the ‘free riding prob-
lem’ may appear (Grossman and Hart, 1980). The 
supervision accomplished by an associate rewards 
equally the rest, including those employers who 
never take part in the Annual Meeting. This asym-
metry between the effort and the reward obtained 
discourages the surveillance works. It must be taken 
into account that, the diffused property is maximum 
in MATEPs, since decision taking is based on one 
vote per member, regardless the contribution pro-
vided15. In corporations, on the contrary, the pres-
ence of large shareholders reduces managerial dis-
cretion (Shleifer and Vishny, 1986).  

In conclusion, given the concentration process in 
this sector, as the entities size increases, the intensity 
of incentives to participate decreases and so the ‘free 
riding behaviour’ will become stronger. 

Boards Composition and Functioning 

The argument supported by San Sebastián (1996) in 
relation to corporations can be extrapolated to 
MATEPs: the centre of decision has been progres-
sively shifting from Annual Meeting to the Board of 
Directors. The former holds just certain fundamental 
decision and delegates the real control of the organi-
zation to the managers. To avoid an excessive power 
accumulation by the directors, diverse modifications 
have been introduced in the MATEPs control 
boards’ configuration, being all of them summarised 
and develop by the Regulation of Collaboration of 
1995. These changes in the regulator framework 
have been permeable to the proposals of different 
Codes of Good Practice that have come out in the 
last decade (Cadbury, 1992; Vienot, 1995; Olivencia, 
1998; Hampel, 1998; OCDE, 1999; OCDE, 2003): 

                                                 
15 According to the extension of collaboration in 1996 to tempo-
rary disability for common contingencies of self-employed work-
ers, these will not acquire the condition of associates, so they will 
not bear the jointly responsibility but neither could they take part 
in governance control organs. In fact, they act as clients of an 
insurance company (Panizo, 1999). 
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A) Firstly, a drastic separation of functions has 
been chosen. The Board of Directors is constituted 
by non-executive members and, as it will be later 
seen, the executive tasks fall on a single Executive 
Director. The Regulation of Collaboration code es-
tablishes that the components of the Board of Direc-
tors will not work for the MATEP, have a rendering 
service contract, or be remunerated by the entity. 
This measure is just taking to the extreme the rec-
ommendations from the above-mentioned Codes of 
Good Practise, which defend the existence of non-
executive members who can balance the power rela-
tion and avoid boards being dominated by execu-
tives16. The former regulation allowed, instead, ex-
ecutive and remunerated posts, which could have 
originated opportunistic behaviours. On the other 
hand, in contrast to the previous regulation that pro-
vided the possibility of naming a manager with an 
associate condition in the MATEPs, the current rules 
governing MATEPs force these entities to name a 
professional Executive Director through the Board of 
Directors. The Executive Director independence also 
introduces a second separation of power, since this 
person cannot be the same as the Chairman. The fact 
that the Executive Director can attend the Board of 
Directors meetings without the right to vote rein-
forces institutional subordination of the chief execu-
tive. The last link in this segregation of functions is 
jointed round two organs of participative control, in 
which the protected workers as well as the associated 
companies are represented. From 1995, each 
MATEP should constitute a Monitoring and Control 
Committee17, whose functions are to request all the 
necessary information regarding the mutual man-
agement and propose whatever measures aimed to 
best fulfil the entity’s objectives. There is also a 
Special Social Benefit Committee, which distributes, 
among protected workers, the Social Assistance 
Fund -endowed with the 10% of generated surplus-. 
These organs are similar to those supervision com-
mittees in large German companies, in which work-
ers are present. However, in the MATEPs case, the 
particularity lies in that the represented workers are 
not from the mutual, but indirectly -and through 
unions- from associated companies. 

Overall, regarding the division of responsibili-
ties at the head of MATEPs (Figure 5), the regulation 
has gone further up than in the private sector. Not 
even The Olivencia Report (1998) contemplates the 
dualism, and simply recommends non-executive 
members in the composition of Boards in corpora-
tions. However, in the case of MATEPs, a model 
combining dualist features with an almost prepon-
derance of non-executive members has been chosen. 
                                                 
16 Nevertheless, some authors disagree with this type of design 
and defend that, when in the Board’s composition there is an only 
member with executive responsibilities, a strong informative 
asymmetry occurs regarding the entity’s real situation (Johnson, 
Daily and Ellstrand, 1996). 
17 This control mechanism appears with the Law 42/1994, al-
though it is later gathered in the Regulation of Collaboration. 

Figure 5 

B) The size of the Board of Directors has also been 
limited to a maximum of twenty members. Large 
boards have been proved ineffective and slow. In 
addition, they lack the necessary cohesion and en-
courage passive attitudes (Yermack, 1996). Two 
arguments would lead us to state that MATEPs will 
tend to increase the Boards of Directors dimension 
above an optimum. On the one hand, MATEPs, to 
fulfil their growth targets, will offer -through a me-
chanism similar to the usual cooptation in Boards of 
Directors- posts in the Board to large employers that 
agree to become members18. On the other, the con-
centration through friendly or agreed merging taken 
place in this sector during the last years could have 
derived in an increase of the number of Board mem-
bers, since all the components would like to be re-
presented in the new entity. Taking this into account, 
if limits had not been imposed, the meetings would 
have been more complicated and the decision ma-
king slower. Nevertheless, we should bear in mind 
that the restrictions of twenty members surpasses 
even the Olivencia Report Recommendations for the 
private sector, which establishes the adequate size 
between five and fifteen members. 

C) Finally, incompatibility, responsibility and 
retributions are reformed in depth to obtain a major 
transparency. It seems logical that the legislator, 
preoccupied by the public funds use, has made an 
effort to prevent any conflict of interests, thoroughly 
establishing the incompatibilities19 and responsibili-
ties20 of Board members. To clarify the managers’ 
compensations, it is forbidden, according to the 1995 
Law of General Budget, to give compensations 
charged to public funds and the existing blinded 
contracts became illegal21. In addition, the Regula-
tion governing MATEP Collaboration limits the 
administration costs according to income. This 
represents a strong restriction, as executive personal 
objectives (retributions, excessive expenditure…) are 
charged to this entry. 

5. Conclusions 

In this theoretical discussion has been showed that 
the restriction upon the profit-making present in 
mutuals does not eliminate the problems of manage-
rial discretion. In the MATEPs case, this problem is 

                                                 
18 According to the Theory of Resources Dependency postulates 
(Pfeffer, 1972) 
19 Any person who maintains a labour service, rendering or com-
missioner relationship with a mutual will not be legible to become 
a member of the Board. 
20 The rule regarding board members responsibility is perhaps the 
newest. Firstly, the MATEPs constitution articles are to establish 
such responsibilities, although in any case could be exonerated 
because the Annual Meeting authorise the detrimental act. On the 
other hand, according to the nature of the damage, the responsibil-
ity emerges -as an individual or jointly liability form- facing 
employers, the Social Security or the MATEP itself. 
21 As a result, the Labour Department removed hundred compen-
sations that MATEPs have agreed with their general and middle 
line managers. 
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particularly marked, since public intervention has 
been shaping a complex model in which managers 
act as agents regarding two principals -the Social 
Security and associates. 

Some governance instruments that play an im-
portant role in corporations to mitigate agency costs 
are not plenary present: the financial debt is inexist-
ent and the market for corporate control weak. This 
deficit has been compensated through a strict super-
vision by the regulator and facilitating the change of 
entity.  However, the laxity of the established tariffs 
and the lack of effective competition have generated 
a comfortable environment for managers. The exis-
tence of excess in those inputs in which managerial 
discretion is clearly observed -assets over-
investments and administration overstaffing- would 
confirm this argument. The associate control -
underlying in the MATEPs spirit- should also con-
tribute to restrict the manager opportunism. Origi-
nally, employers felt as a part of their MATEP and, 
therefore, they were interested in exercising their 
control rights. Nonetheless, the concentration proc-
ess and the extension of competences to new activi-
ties have adversely affected the sense of identity 
among associates and led them to behave as clients. 

Consequently, the control has been displaced 
towards the Boards, as in large corporations. The 
legislator reaction to rationalise the MATEPs gov-
ernance -imposing separate functions, restricting the 
size of Boards and limiting responsibilities, incom-
patibilities and remunerations- runs in the same di-
rection as the different proposals to reform Boards of 
large public limited companies. 
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1. Introduction 

Huddart and Lang (1996) show that, among other 
things, exercise patterns differ across employee le-
vels. This paper extends their findings by showing 
that exercise patterns differ across countries. Like 
Huddart and Lang (1996) we use a proprietary data 
set that consists of all stock option grants and exerci-
ses for a Fortune 100 multinational corporation from 
1990 to 1999.  

This paper continues with section 2 which pro-
vides some background on the use of options and 
variables that might affect their use across the globe. 
Section 3 then discusses the data, and section 4 pro-
vides the empirical analysis. The paper concludes 
with a summary in section 5. 

2. Background 

Companies grant options to employees to both com-
pensate them for previous service and to give them 
incentive to increase shareholder value. These opti-
ons typically give the employee the right to purchase 
shares in his or her employer, at a fixed price, nor-
mally the share price on the grant date, over a period 
of time. If the share price rises above the exercise 
price, the employee can exercise his or her option to 
purchase the shares, and then either hold the shares 
or sell them at the then current market price.1 

                                                 
1 Some companies, including the one studied in this paper, have 
set up programs with investment bankers that allow the employee 
to realize the profits from their stock options without ever taking 

As discussed below, our data set is unique, in 
that one company granted a constant number of opti-
ons to all of its employees (i.e., broad-based grants) 
across the world (25 countries with at least 200 indi-
vidual grants are considered in this study),2 at the 
same time with the same terms on three occasions 
during the 1990’s. Yet at an employee level there are 
differences in income, wealth, education, and cultu-
re, differences that are greater when examining 
employees across a variety of countries than within a 
given country. And tax incentives, which are so-
mewhat constant within a country, differ greatly 
across countries.3   

As an example of these differences, note that in-
come and wealth range dramatically across the glo-
be.  At their peak, an employee who was still holding 
the options granted in the broad-based grants (see 
below) was in-the-money to the tune of almost 
$20,000. While a substantial sum in the United Sta-
tes, in countries like Mexico and Brazil, where ave-
rage annual manufacturing wages were $2,600 and 
3,048, respectively, this sum was enormous.4 Presu-

                                                                         
share ownership.  In these programs the employee merely calls up 
the broker and says that he or she wants exercise the option and 
simultaneously sell the shares, and the net proceeds are later 
deposited in his or her account. 
2 In countries where stock options were not allowed the company 
granted stock appreciation rights in their place. 
3 Ignoring local taxes, e.g., state taxes in the U.S., provincial taxes 
in Canada, etc. 
4 Unfortunately the test company did not provide us wage data for 
all of the countries in which they operate. Consequently average 
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mably the desire to exercise, for example to diversify 
risk, is greater in countries with lower levels of in-
come, ceteris paribus. At the extreme an employee in 
one of these countries could retire on the proceeds of 
the option exercise. 

Taxes which influence the amount of profits re-
tained by the employee also vary greatly. The tax 
rate paid by the average manufacturing worker ran-
ged from five percent or less in Hong Kong and 
Thailand to over 25 percent in countries such as 
Australia, Canada, India, and Ireland. 

3. Data 

The test firm, a Fortune 100 multinational, with both 
a management and broad based stock option plan, 
has generously provided data that will permit an in-
depth analysis of the exercise patterns discussed 
above. As noted above these plans cover both do-
mestic and international employees.  

The company made multiple management grants 
and three broad-based grants to its global workforce 
over the years 1990 to 1999. The exercise period 
used in this study and included in the test company 
database represented 1,949 trading days from Febru-
ary 15, 1992 to November 2, 1999, the last day on 
which an exercise is recorded in the database. While 
the size of the management grants varied, the broad-
based grants were consistent, i.e., each active full-
time employee received a grant of 100 options in 
1991, 1995, and 1997.5 In total our database has 
information on 362,989 individual grants, 294,732 of 
which pertain to U.S. employees and 68,257 of 
which pertain to international employees. Table 1 
provides some descriptive information about the 
sample and exercise patterns by country, i.e., percen-
tage of options exercised, as well as average age of 
option at exercise. In untabulated correlation analysis 
we find that the percentage of options exercised in a 
country varies inversely with national income. This 
is consistent with employees in low income countries 
exercising more quickly, as the options and the po-
tential gains represent a larger amount of their inco-
me/wealth and hence they are more risk averse.  
The vast majority of the grants in the database con-
sist of three broad-based grants made on February 
15, 1991, January 25, 1995, and January 29, 1997.6 
To some extent the broad-based grants dominate the 
data set as the number of employees per grant ranged 
from 127,027 in 1991 to 83,522 in 1997 and totaled 
306,819 for the three grants. In contrast the number 
of management grants totaled 56,170. Consequently 
                                                                         
gross monthly earnings, by country, for manufacturing were 
obtained from International Marketing Data Statistics (EURO-
MONITOR, 2000). 
5 The company declared a 2:1 stock split in 1997. All grants have 
been adjusted to 200 shares to reflect the split. 
6 The 1991 and 1995 grants vested one year from the date of the 
grant and expired 10 years from the date of grant. The 1997 grant 
vested after one year and could be exercised after the stock excee-
ded a hurdle price for five consecutive trading days. The hurdle 
price was exceeded in April, 1998.  The 1997 grant also expired 
10 years from the date of grant. 

while analysis conducted below is reported for all 
grants, we verify that the results hold for both the 
broad-based and management grants independently. 
Through November 2, 1999, the last date for which 
the test company provided employee exercise data, 
205,415 grants or 56.59 percent of the total grants 
had been exercised. 

Insert Table 1 about here 

4. Empirical analysis 

The study uses regression analysis to investigate the 
theory suggested above. We posit that after taking 
other known factors into consideration, employee 
exercise differs across borders. We conduct our ana-
lysis using two broad models. The first model exa-
mines whether the proportion of options exercised on 
a given day differs across countries, after controlling 
for known covariates, while the second examines the 
time to exercise of the options. Since the dependent 
variable is our first regression is bounded by 0 and 1 
we use a Tobit model, whereas in our second regres-
sion we utilize ordinary least squares. 

Proportion Exercised = α0 + α1Lag Exercise + 
α2Grant Recently Vested + α3Share Price Exceeds 
High for Year + α4-7Prior Stock Return + α8-

11Subsequent Stock Return + α12-35Country Indicator 
Variables + ε (1) 

Time To Exercise = β1 + β2Employee Age + 
β3Participant Management Plan + β4Left Company 
Voluntarily + β5Left Company Due To Layoff + 
β6Left Company Retired + β7Left Company Death 
+ β8Terminated For Cause + β9-33Country Indicator 
Variables+ ε  (2) 

where the variables are described below: 
 

Dependent variables 
The dependent variable in model (1) represents the 
proportion of stock options exercised to options 
available to be exercised during a given trading dayn. 
It is calculated as follows: 

Proportion Exercised = Options exercised on day 
n / (Σ Options granted and vested through day n - Σ 
Options exercised prior to day n) 

The dependent variable in model (2) represents 
the time to exercise for a given grant of options.7 It is 
calculated as follows: 

Time To Exercise = Exercise date less grant date 

Test and Control Variables 
Since the objective of our paper is to examine exer-
cise patterns across the globe our test variables are 
the country indicator variables, where we use the 
United States as the comparison country, i.e., its’ 
coefficient is included in the intercept. In model (1) 

                                                 
7 While in theory the options in a given grant can be exercised 
over multiple dates, our database only provides one date per grant.  
The plan manager at the corporation indicates that for the vast 
majority of grants (remember most of the grants in the database 
were 100 shares) all options were exercised at the same time. 
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we also include the following control variables, 
which we believe may influence option exercise 
patterns. Lag Exercise the cumulative exercise over 
the five days prior to day n in country i is included to 
control for the potential autocorrelation in exercise 
patterns. We believe that this effect will be positive 
because of both information flow and herding 
instincts. We include an indicator variable, Grant 
Recently Vested, which takes the value of 1 in the 
180 day window after a grant vests, because prior 
research, i.e., Gifford (2001), Balsam and Gifford 
(2004), shows that exercise activity increases in the 
period immediately after option vesting. This study 
adopts variables similar to those of Heath et al. 
(1999) to test for the influence of psychological 
variables on exercise behavior.  As in Balsam and 
Gifford (2004) returns for each of the four five-day 
periods immediately prior to the exercise day (Prior 
Stock Return) are examined to determine if employ-
ees react to recent changes in market prices (beliefs).  
To determine if reference points (values) influence 
employee decisions to exercise, stock highs are iden-
tified for the one-year period (Share Price Exceeds 
High for Year)  prior to the exercise day.  More re-
cent research (Balsam and Gifford 2004, Bartov and 
Mohanram 2004, Huddart and Lang 2003) show that 
stock option exercise has information about future 
returns, i.e., possibly revealing inside information, 
also found evidence that employees may also be 
exercising options in anticipation of future (down-
ward) movements in stock prices. Consequently 
analogously to our prior return variable we include 
returns for each of the four five-day periods immedi-
ately after the exercise day (Subsequent Stock Re-
turn). Stock returns prior to and following exercise 
were calculated for the test period February 15, 1992 
through November 2, 1999, as obtained from the 
CRSP database. 

Once again, in model (2) where we examine the 
time to exercise for those options that have been 
exercised by the end of our sample period, our test 
variables are the country indicator variables. We also 
include following control variables, which we belie-
ve may influence option exercise patterns. We inclu-
de Employee Age as an control variable because risk 
aversion with respect to financial returns increases 
with age (Weagley and Gannon, 1991; Schooley and 
Worden, 1999) as individuals anticipate retirement 
and other commitments that place claims on income. 
Accordingly, older employees may be less willing to 
hold options. However, options may also represent a 
higher proportion of a younger individual's wealth 
and may influence a younger individual to exercise 
early because of liquidity requirements. Because of 
these potentially conflicting motivations, no predic-
tion of direction is made. We also include and indi-
cator variable that takes the value of one if the 
employee participates in the management plan (Par-
ticipant Management Plan), as these employees have 
knowledge about options that differ significantly 
from those employees who only participate in the 

broad based plan and in addition, are likely to hold 
significantly more options. Last we include control 
variables that take the value of one if the employee 
has left the company and indicate the reason he or 
she has left, i.e., Left Company Voluntarily, Left 
Company Due To Layoff, Left Company Retired, 
Left Company Death, and Terminated for Cause. 

Results 

Table 2 provides the results for model (1). Looking 
at the country indicator variables we see that all 24 
are significantly different from zero, i.e., the base 
country the United States. Of these differences 23 
are negative and only one, the Columbia, is positive.  
Consequently we observe that in terms of proportion 
of options exercised in a given day, there is a wide 
variation across the globe. Or perhaps more ap-
propriately, the proportion of options exercised in a 
given day that are not explained by the control vari-
ables varies. Looking at the control variables we see 
that as expected the coefficients on Lag Exercise and 
Grant Recently Vested are positive and significant. 
In contrast the coefficient on Share Price Exceeds 
High for Year is insignificantly different from zero.  
In general the coefficients on the return variables are 
positive both before and after exercise, inconsistent 
with prior research indicating that individuals exerci-
sing stock options used their insider knowledge to 
time exercise. Of course that previous research focu-
sed on executives and the vast majority of the exerci-
ses in our sample were by non executive personnel.  

Given that the results indicate differences in e-
xercise patterns between employees in the United 
States and employees elsewhere we reran the model 
separately for each of the 25 countries omitting the 
country indicator variables and focusing on the rela-
tionship between the proportion exercised and 
control variables in each country. We found (untabu-
lated results) that the coefficient on Lag Exercise 
was positive and significant in 24 of 25 individual 
regressions.  The only time it was insignificant was 
in the Thailand model.  This may be because Thai-
land had the fewest grants 284, and exercises 180, in 
the sample, creating a preponderance of days in 
which the dependent variable is zero, which may 
bias the coefficients on the variables towards zero.  

The coefficient on Grant Recently Vested which 
was positive and significant in the overall regression 
was positive and significant in 18 of the individual 
regressions, negative and significant in six of the 
regressions, and insignificant in one. We had a hard 
time explaining how vesting, which gives employees 
the right to exercise shares, could result in lower 
exercise. The only explanation we could come up 
with was that, as noted in footnote 6, the third broad-
based grant only became exercisable when the stock 
price hit a certain level, effectively a new high. As 
discussed below, individuals can have differing ex-
pectations in this situation. That is, while some take 
it as a selling opportunity, others expect the price to 
continue to rise further and consequently delay exer-
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cise. To try to control for this possibility we reran 
our analysis stopping just prior to the vesting date for 
the third broad-based grant. The results were so-
mewhat improved, as of the six coefficients that 
were negative and significant, one became positive 
and significant and two became insignificant. Three 
(France, Japan, and Spain) were still negative and 
significant.  

The coefficient on Share Price Exceeds High for 
the year, which was insignificantly different from 
zero in the pooled regression, was where we found 
the biggest divergence in the sample. We found it 
positive and significant in 17 of the regressions, 
including the one for the United States, negative and 
significant in five of the regressions, and insignifi-
cant in four of the regressions. This seems to indicate 
that employees in different countries paid differing 
amounts of attention to the company’s share price, 
and reacted differently to it. That is in all the English 
speaking countries, e.g., United States, United King-
dom, Canada, and Australia, employees perceived 
the stock price hitting a new high as a selling oppor-
tunity. In contrast in other cultures, i.e., Brazil, Co-
lumbia, France, Italy and Japan, it seems that 
employees held back on exercise, presumably becau-
se they expected the price to go even higher.  

Insert Table 2 about here 

Table 3 provides the results for model (2). In the 
first set of columns we present the parameter estima-
tes and p-values for model (2) itself. Since the first 
set of columns shows significant variation across 
countries, in the second set of columns we replace 
the country indicator variables with average national 
income for a manufacturing worker and the tax rate 
faced by that worker to further investigate the causes 
of these differences. 

Looking at the country indicator variables we 
see that 20 of the 24 are significantly different from 
zero, i.e., the base country the United States. Of 
these differences 16 are negative and four are positi-
ve.  The four countries in which the time to exercise 
is greater than the United States are Belgium, Cana-
da, Luxemborg, and Spain, all developed countries. 
The 16 countries in which the time to exercise is less 
than the United States are primarily developing nati-
ons, e.g., Argentina, Brazil, Columbia, and  Mexico, 
but also include developed countries such as Germa-
ny, Netherlands and the United Kingdom. Conse-
quently we observe that in terms of time to exercise, 
there is a wide variation across the globe. As noted 
above, in the second set of columns we replace the 
country indicator variables with average national 
income for a manufacturing worker and the tax rate 
faced by that worker to further investigate the causes 
of these differences. We observe that time to exerci-

se increases with national income, which is what we 
would expect, and we also observe that it decreases 
with tax rate, i.e., as the after-tax benefits to additio-
nal gains decrease, employees exercise earlier. Loo-
king at the control variables we see that time to exer-
cise increases with employee age and employee 
participation in the management plan. It is also hig-
her for employees who left the company either vo-
luntarily, due to layoff, or because they retired, and it 
is lower for employees terminated for cause, pro-
bably because they had to exercise at the time of 
termination. 

Insert Table 3 about here 

5. Summary 

In this paper we use a proprietary data set that con-
sists of all stock option grants and exercises for a 
Fortune 100 multinational corporation from 1990 to 
1999 to show that the exercise patterns of employees 
varies across countries. When we examine the vari-
ables overall exercise responds to we find evidence 
that the variables vary with culture, e.g., in general 
patterns in English speaking countries appear to be 
comparable, but not so for other countries.  When we 
examine variables that determine the length of time 
an individual option is held before exercise, we also 
find it also varies across countries. Further analysis 
indicates that these differences are tied to systematic 
differences in national income and tax rates.  
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Appendices 
Table 1. Exercise by Country 

 
  % options Age at Exercise 
Country Name  #grants exercised Mean Median 
Argentina 774 56.66% 25.86% 22.77% 
Australia 2,790 59.61% 24.92% 19.67% 
Belgium 1,730 45.82% 32.80% 29.10% 
Brazil 2,705 65.33% 20.88% 13.85% 
Canada 5,362 48.72% 28.95% 23.26% 
Columbia 531 77.24% 21.02% 13.89% 
France 2,756 57.62% 28.00% 22.23% 
Germany 12,630 56.76% 27.26% 21.84% 
Greece 306 75.82% 28.87% 22.40% 
Hong Kong 636 50.67% 27.24% 21.88% 
Ireland 914 65.23% 24.06% 19.92% 
Italy 321 56.13% 29.23% 23.14% 
Japan 2,169 50.42% 25.98% 20.60% 
Luxembourg 4,230 47.07% 21.97% 25.26% 
Mexico 4,542 68.68% 21.47% 16.82% 
Netherlands 1,996 49.69% 20.78% 15.99% 
Puerto Rico 1,882 66.41% 21.22% 14.37% 
Singapore 1,810 52.11% 19.93% 13.01% 
South Korea 840 60.63% 22.68% 16.48% 
Spain 4,091 46.04% 30.21% 29.05% 
Switzerland 4,019 47.73% 25.51% 19.75% 
Taiwan 1,747 54.28% 20.58% 15.42% 
Thailand 284 63.30% 25.53% 22.00% 
United Kingdom 8,933 58.28% 19.77% 13.37% 
USA 294,730 56.85% 29.93% 24.38% 
Total  362,989* 56.59% 28.87% 22.79% 

* Column does not sum to 362,989 because countries with less than 200 observations were omitted. 
 

Table 2. Tobit Analysis 
Dependent Variable – Proportion of Options Exercised 

Variable Name T-statistic P-Value 
Intercept 0.0057 <.0001 
Lag Exercise 0.2550 <.0001 
Grant Recently Vested  0.0147 <.0001 
Share Price Exceeds High for Year  -0.0001 0.786 
Stock return week prior to exercise 0.0356 <.0001 
Stock return second week prior to exercise 0.0232 <.0001 
Stock return third week prior to exercise -0.0096 <.0001 
Stock return fourth week prior to exercise 0.0220 <.0001 
Stock return week subsequent to exercise 0.0005 0.7273 
Stock return second week subsequent to exercise 0.0150 <.0001 
Stock return third week subsequent to exercise 0.0226 <.0001 
Stock return fourth week subsequent to exercise 0.0072 <.0001 
Argentina -0.0061 <.0001 
Australia -0.0064 <.0001 
Belgium -0.0063 <.0001 
Brazil -0.0063 <.0001 
Canada -0.0064 <.0001 
Columbia 0.0532 <.0001 
France -0.0064 <.0001 
Germany -0.0065 <.0001 
Greece -0.0057 <.0001 
Hong Kong -0.0060 <.0001 
Ireland -0.0062 <.0001 
Italy -0.0046 <.0001 
Japan -0.0064 <.0001 
Luxembourg -0.0064 <.0001 
Mexico -0.0038 <.0001 
Netherlands -0.0063 <.0001 
Puerto Rico -0.0062 <.0001 
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Table 2 continued 

Singapore -0.0056 <.0001 
South Korea -0.0045 <.0001 
Spain -0.0064 <.0001 
Switzerland -0.0064 <.0001 
Taiwan -0.0054 <.0001 
Thailand -0.0047 <.0001 
United Kingdom -0.0049 <.0001 

 
Table 3. OLS Analysis. Dependent Variable - Time to Exercise 

 
Variable Name Estimate P-Value Estimate P-Value 
Intercept 431.2699 <.0001 441.7598 <.0001 
Employee Age   0.0382 <.0001 0.04021 <.0001 
Participant Management Plan  350.2565 <.0001 359.3768 <.0001 
Left Company Voluntarily  27.97593 <.0001 34.82606 <.0001 
Left Company Due To Layoff  32.19782 <.0001 35.46106 <.0001 
Left Company Retired  348.1259 <.0001 351.5472 <.0001 
Left Company Death  23.47075 0.6395 22.51678 0.6552 
Terminated For Cause -135.918 <.0001 -147.063 <.0001 
National Income   0.00104 <.0001 
Tax Rate   -579.797 <.0001 
Argentina -176.404 <.0001   
Australia -130.226 <.0001   
Belgium 196.7345 <.0001   
Brazil -216.664 <.0001   
Canada 24.64217 0.0458   
Columbia -247.313 <.0001   
France -14.8251 0.3539   
Germany -89.2306 <.0001   
Greece 44.95351 0.2708   
Hong Kong -0.98064 0.9796   
Ireland -201.977 <.0001   
Italy 48.28634 0.3055   
Japan -76.7888 0.0001   
Luxembourg 40.04035 0.0046   
Mexico -190.908 <.0001   
Netherlands -298.79 <.0001   
Puerto Rico -197.812 <.0001   
Singapore -185.874 <.0001   
South Korea -81.6743 0.0035   
Spain 48.92731 0.0007   
Switzerland -118.094 <.0001   
Taiwan -215.566 <.0001   
Thailand -86.3563 0.0653   
United Kingdom -300.246 <.0001   
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Mergers and acquisitions is an enduring phenome-
non. Year after year firms acquire other firms both 
big and small, private and public, foreign and do-
mestic, and inside and outside their industry. The 
merger decision involves corporations choosing to 
acquire existing companies as opposed to internal 
growth and expansion. Thus, in general, existing 
larger firms take ownership and control of other 
small firms. The purpose of this paper is to review 
the mergers and acquisition literature to answer the 
questions of why they occur, who benefits from 
them, and what is their ensuing performance. 

Why do firms merge? Several reasons explain 
the motivation of firms to acquire other firms. The 
reasons for a specific merger are not mutually exclu-
sive. That is, one or more reasons may be driving a 
particular combination. The causes of mergers inclu-
de investment theory where the target firm to be 
acquired is a profitable investment in a capital bud-
geting sense with a positive net present value. How 
the target firm will generate the returns above that 
which is required in the capital markets is another 
matter. The target firm may be underpriced in the 
stock market causing a value creating opportunity.  
This underpricing, may be due to an information 
asymmetry between investors and the firm. 

A disequilibrium in the physical asset market 
may be attributed to the undervaluation.  That is, the 
Tobin’s Q ratio (market value of assets divided by 
the replacement cost of assets) may be less than one.  
This would give rise to purchasing already in-place 
assets through merger to enjoy a cost savings versus 
constructing the assets onself. 

Other sources of value augmentation may come 
from a differential efficiency between the manage-
ment of the acquirer and the target company.  This is 
where the acquirer management efficiency exceeds 

that of the target management efficiency. Thus, upon 
combining the two entities the efficiency of the com-
bined firm increases to the higher of the two mana-
gement efficiencies resulting in increased value. 
Another root of increased worth may be derived 
from synergy when the firms coalesce into one orga-
nization. These synergies may be due to the amorti-
zation of fixed costs on a greater volume level and, 
therefore, lowering the average cost per unit.  
Furthermore, the synergy may come from economics 
of scale or scope or both.  When two firms combine 
and become larger, in a horizontal merger, this may 
enable the organization to choose a different techno-
logy or organization structure that is of lower per 
unit cost when the quantity produced is great.  For 
example, a nuclear powered electrical generating 
plant, as opposed to a coal fired electrical generating 
plant, may be cheaper to operate when electrical 
power production levels are gargantuan. A merger 
with economies of scope produces a decline in per 
unit costs.  This occurs in a congeneric merger where 
two firms that are allied-in-nature join.  An illustrati-
on of this is when a commercial bank (doing busi-
ness in deposit instruments, checking accounts, con-
sumer and small business loans) joins with an in-
vestment bank (doing business in retail brokerage 
accounts, corporate fund raising, managing mutual 
funds). A fount of value may come from tax conside-
rations such as in the U.S. with unused tax loss car-
ryforwards, underutilized depreciation tax shields, 
interest expense tax deductions, inheritance taxes, et 
cetera. A market power reason for a merger is where 
the acquirer gains a dominating market share in the 
product market that the firm sells in. Because of the 
heightened market power, with lesser competition 
due to the competitor being bought out, the firm has 
influence if not control (for a monopoly) over market 
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prices and therefore can better manage its profits.  
This concentration of power placing the ownership 
and control of an industry in a few may be thwarted 
by government and its regulatory agencies. For e-
xample, in the U.S. the Department of Justice over-
sees all mergers and a regulatory agency is assigned 
for a particular industry such as the Federal Commu-
nications Commission in the television and radio 
industry. Vertical integration mergers are another 
form of market power, either upstream or 
downstream in the supply chain, giving more control 
to the firm to affect prices at which distribution 
channel point the profit is made so as to provide 
fiercer competition where needed. 

Diversification reasons for mergers are at the 
heart of conglomerate mergers. If there is an amal-
gamation of firms whose cash flows are less than 
perfectly positive correlated than by their melding 
together the overall variance of cash flows is redu-
ced. This diversification effect, or risk sharing, is 
analogous to that delineated by the Markowitz-Roy 
Covariance Model and Sharpe-Lintner-Mossin Capi-
tal Asset Pricing Model. Another aspect of the risk 
sharing effect through diversification is when there 
are financial distress costs. One extreme version of 
financial distress costs equals the expected dead-
weight bankruptcy costs multiplied by the probabili-
ty of bankruptcy. Of course, there are other financial 
distress costs like lost customer sales due to uncer-
tainty of a continued replacement parts supply, hig-
her employee turnover, creditors unwillingness to 
extend further debt, suppliers discontinuing service 
and so on. In a conglomerate merger the likelihood 
of financial distress is lessened due to this co-
insurance effect. This outcome brings about cost 
savings to the conglomerate corporation. 

Large conglomerates may also provide an inter-
nal capital market for funds at a lower cost of capital 
(such as from reduced transaction and flotation 
costs) compared to securing money from the external 
market. This cheaper financing makes for additional 
investments to be considered profitable and therefore 
spurs further mergers and growth. The free cash flow 
theory is applicable to companies contemplating 
mergers who possess excess positive free cash flows 
coupled with poor internal investment opportunities.  
The process of acquiring other existing firms provi-
des an outlet for this excess free cash flow. This 
scenario may persist in the future and accounts for a 
prolonged merger and acquisition binge. 

As growth through mergers is an alternative to 
internal growth some distinction between the two is 
in order. Internal growth in a market expansion, or 
branching out to another industry, requires time to 
assemble the assets, hire the workforce, train the 
personnel, acquire government licenses and permits, 
develop the clientele base and so on. In addition to 
the potentially lengthy time the costs are somewhat 
unknown and uncertain. This is in contrast to a mer-
ger where the timeframe is much shorter and costs 
are relatively known. Simultaneously, an acquisition 

eliminates a competitor whereas internal growth 
gives notice to competitors of a firm’s intentions.  
More importantly, there are businesses that can only 
be obtained by an acquisition. For example, a com-
pany that has a patent on a pharmaceutical drug. If 
you want to be in that drug business you can wait for 
the patent to expire or you can buy the firm.  Another 
example is when a government issues a finite num-
ber of licenses to conduct business in an industry.  
Therefore, you must choose to buy an existing com-
pany that holds a license or not enter that business 
segment. Companies that occupy land with rare mi-
nerals found nowhere else on earth are prime candi-
dates for acquisition. That is, if these scarce elements 
are required in some manufacturing process then this 
would necessitate that company being acquired by 
the firm desiring to be in that line of business. A 
fatuous rationale to effect a merger is the follow-the-
herd argument. That is, as everybody else is doing it 
so too should we do it. We may not be able to eluci-
date why we are acquiring firms but so as not to look 
different and possibly inferior to other firms we 
mimic their behavior. In the least the firm, by repli-
cating the actions of others, may mirror their average 
performance and not be below average achievement. 
Strategic planning reasons for mergers seem elusive 
at the consummation of the acquisition but neverthe-
less may be the cause. Firms aim to enter a new 
business line with a toehold investment to establish 
their presence. The actual current entry appears to 
have dubious value inasmuch a net present value 
analysis calculates a negative figure. Nevertheless, 
this acquisition gives the firm growth options to 
expand at a subsequent date. These call options have 
value now and possibly more so later. 

Government fiat describes the rationale for some 
mergers especially in developing nations that neces-
sitates the formation of a joint venture between a 
foreign firm, wishing to enter the country, and a 
local company. This proposition occurs for those 
craving to penetrate the market in China and to some 
extent in Eastern Europe and Central Asia. 

The agency theory denoting the conflict between 
the interests of stockholders to that of managers 
underlies the impetus for some mergers. Managers of 
large firms, on average, earn higher compensation 
and consume greater perquisites than managers of 
small firms. Accordingly, in their own self interest 
managers have an incentive to conduct empire buil-
ding. That is, growth in the size of assets or sales is 
pursued regardless of the prudence of the invest-
ments with the intention of maximizing manager’s 
utility as opposed to shareholders. This gives rise to 
the overinvestment problem of selecting impoveris-
hed investment opportunities. There is a restraint on 
managerial hubris in the capital markets through 
hostile acquisition bids. That is, an outside investor 
may acquire an effective ownership stake in a bloa-
ted underperforming company and with its control 
status effect changes to discharge the peccant mana-
gement.  The impact of mergers revolves around the 
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subsequent operating performance of the combined 
entity as well as the stock market reaction to the 
merger surrounding the announcement date. These 
responses have been extensively examined in the 
literature. A selection of the empirical evidence is 
furnished. The operating performance of the acqui-
red firm subsequent to a merger can be difficult to 
discern as its operations are melded and entangled 
with its new parent partner. Lang, Poulsen and Stulz 
(1995) find the combined corporation conducts asset 
sales following poor firm-level performance.  John 
and Ofek (1995) ascertained that the remaining as-
sets of the firm improve in performance after asset 
sales that subsequently leave the firm more focused.  
These results are confirmed by Maksimovic and 
Phillips (2001). Saffieddine and Titman (1999) dis-
play evidence where targets that terminate takeover 
offers significantly increase their leverage ratios, 
reduce capital expenditures, sell assets, reduce 
employment, increase focus and realize cash flows 
and share prices that outperform their benchmarks in 
the five years following the failed takeover. Heron 
and Lie (2002) found no evidence that the method of 
payment conveys information about the acquisition’s 
future operating performance. In one of the seminal 
articles investigating merger buyer and seller premi-
ums Halpern (1973) found a significant stock price 
increase for both buyers and sellers. These results 
were supported by Mandelker (1974). However, 
Ellert (1976) indicates only the acquired firms have 
statistically significant gains from mergers. The 
finding of significant gains to the target company 
only is bolstered by Langetieg (1978), Dodd (1980), 
Malatesta (1983), and others.  Moreover, Noe and 
Kale (1997) found that takeovers offer target premi-
ums that are less than post takeover value with no 
relation to pre-announcement stock price runups 
according to Schwert (1996). Nonetheless, Cotter, 
Shivdasani and Zenner (1997) show that target 
firm’s independent outside directors driving takeover 
attempts by tender offers enhance shareholder 
wealth. Moeller, Schlingemann and Stulz (2005) 
report acquirers lose money and perform poorly 
afterwards.  Eckbo and Thorburn (2000) discovered 
Canadian bidders earn significantly positive abnor-
mal returns versus American bidders acquiring Ca-
nadian targets. 

The form of payment employed to execute a 
merger and characteristics of the firms involved 
affects the returns of bidders and targets. Dodd and 
Ruback (1977) analyzed both successful and unsuc-
cessful cash tender offers. Both bidders and targets 
earned statistically significant abnormal returns prior 
to the announcement date. Furthermore, the target 
firms earned greater excess returns than bidder com-
panies. Moreover, successful tender offers generated 
even greater positive residuals versus unsuccessful 
tender offers but nevertheless both created signifi-
cant stockholder wealth. These findings are partially 
supported by Bradley (1980) for the target corporati-
ons but rather negative returns for the acquirer com-

pany. Travlos (1987) reports negative abnormal 
returns for firms financing a takeover with common 
stock and no abnormal returns for those financing 
with cash. This outcome parallels the empirical evi-
dence of a public offering of new equity.  Faccio and 
Masulis (2005) promulgated results where cash 
payments are used by bidders when their dominant 
voting control is threatened. Otherwise, stock finan-
cing is employed as the bidder’s financial condition 
weakens. For privately held targets Chang (1998) 
hypothesized that when the acquisitions market is 
uncompetitive bidding firms can reap positive gains 
as the probability of underpayment is high.  Pulvino 
(1998) provided support for this concept contrasting 
differentially financially constrained airlines in the 
sale of assets. Loughran and Vijh (1997) showed that 
for the five-year period following an acquisition, on 
average, firms that complete stock mergers have 
significant negative excess returns and cash tender 
offers earn significant positive excess returns. Martin 
(1996) published findings that support the notion that 
the higher the acquirer’s growth opportunities the 
more likely the acquirer is to use stock to finance the 
acquisition. Stock financing increases with higher 
pre-acquisition market and acquiring firm stock 
returns. It decreases with an acquirer’s higher cash 
availability, higher institutional shareholdings and 
block holdings, and in tender offers. Lang, Stulz and 
Walkling (1991) present results that bidder returns 
are significantly related to cash flow for low Tobin Q 
bidders but not for high Tobin Q bidders. The former 
Tobin Q firms have poor investment opportunities 
whereas the latter Tobin Q firms have good invest-
ment opportunities. These results are amplified by 
Rau and Vermaelen (1998) who found poor post-
acquisition performance of low book-to-market 
firms. Business cycle conditions can influence the 
choice of stock or cash. Choe, Masulis and Nanda 
(1993) and Taggart (1997) support a non-recession 
state of the economy as favorable to the use of stock 
to consummate a merger. Rhodes-Kroph and Viswa-
nathan (2004) found a positive correlation between 
merger activity and when the stock market is high. A 
subfield in the merger literature is that of conglome-
rates. Lewellen (1971) demonstrated diversified 
firms enjoy greater debt capacity and debt tax shields 
relative to pure play firms due to lower risk. This 
study is confirmed by Amihud and Lev (1981) sho-
wing lower firm risk due to multiple lines of busi-
ness with imperfectly correlated returns. In addition, 
they show managers engage in corporate diversifica-
tion, even if it reduces shareholder value, to reduce 
their own human capital risk.  In fact, mergers often-
times are in lines of business with poor investment 
opportunities (Jensen (1986) and Stulz (1990)).  
Meyer, Milgrom and Roberts (1992), Berger and 
Ofek (1995) and Mansi and Reeb (2002) show that 
conglomerates cross-subsidize poorly performing 
divisions. While Stein (1997) discusses that diversi-
fication can create internal capital markets, which 
may increase investment efficiency, Rajan, Servaes 
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and Zingalesm (2000) explain that conglomerates 
can have internal power struggles causing resource 
allocation distortions. Scharfstein and Stein (2000) 
show how divisional managers subvert internal capi-
tal markets in their pursuit of rent-seeking invest-
ments leading to inefficiencies. Thus, Lins and Ser-
vaes (1999) and Lamont and Polk (2001) exhibit data 
of conglomerates priced at a discount versus compa-
rable single line of business corporations while on 
the contrary Graham, Lemmon and Wolf (2002) 
casts doubt, based on methodology, on the conglo-
merate discount. Weston (1970) expounded on the 
ability of diversified organizations to leverage eco-
nomies of scale due to their efficient and profitable 
operations rather than stand-alone firms. 

Mergers and acquisitions play a role in corporate 
governance. While there are both internal controls, 
such as independent boards and effective executive 
incentive compensation plans, and external checks, 
such as legal protection for minority stockholders 
and monitoring of the firm by accountants, creditors 
and rating agencies, certification by investment 
banks and stock exchanges; nevertheless, the market 
for corporate control through takeovers can motivate 
a management with astigmatism or hyeropia. The 
response of managers to takeover bids is correlated 
to the degree of agency costs. Shleifer and Vishny 
(1988) show that equity-based compensation (EBC) 
of executives has the effect of reducing the non-
value maximizing behavior of acquiring managers.  
Datta, Iskandar-Datta and Raman (2001) present 
evidence that high EBC firms experience positive 
stock returns versus low EBC firms suffering negati-
ve returns.  Furthermore, the merger premium paid 
by high EBC firms is less than low EBC firms.  
Moreover, high EBC firms experience higher growth 
rates and stock return performance in the 3 year post-
merger period.  Berger and Ofek (1996) found that 
those firms who endured greater losses from diversi-
fication were more likely to be taken over. Agrawal 
and Walkling (1994) discovered that acquisition 
attempts occur more frequently in industries where 
chief executive officers have positive abnormal 
compensation. Boot (1992) furnishes proof that a 
takeover threat may deter a manager from persisting 
with a suboptimal project. Berkovitch and Khanna 
(1990) and DeAngelo and Rice (1983) supply results 
of how managers will implement defensive strategies 
such as crown jewel sales, lock-up options, litigation, 
white knight arrangements, purchases of undesirable 
assets, and greenmail to thwart a hostile takeover or 
at least extract additional rents from the potential 
acquirer. Sinha (1991) shows that takeover target 
managers repurchase stock to bond themselves to 
reduce agency costs of overconsumption of perquisi-
tes and underinvestment of the firm. Servaes (1994) 
corroborates the previous finding with evidence that 
takeover targets have not previously overinvested in 
capital expenditures. Berkovitch and Khanna (1991) 
create an acquisition market model to demonstrate 
how target shareholders must design golden parachu-

tes for managers to foster higher payoff tender offer 
bids as opposed to merger bids. Kini, Kracaw and 
Mian (2004) show how corporate takeovers provide 
an external source of discipline after internal control 
mechanisms failed. 

The preceding overview testifies to the depth 
and breadth of the mergers and acquisitions literatu-
re. Mergers are fascinating in their impact on compe-
tition, the upheaval in employees, the relocation of 
company headquarters, the gains and losses to inves-
tors, the attempts to thwart the combination, the legal 
machinations, and the ramifications on corporate 
ownership and control. Empirical evidence suppor-
ting or refuting hypothesis are ex post in nature and 
only ex ante studies will prove the efficacy of the 
theories. No matter, merger waves will continue to 
transform the global market far into the future. 
 
References 
 
1. Agrawal, Anup and Ralph A. Walkling, 1994, Execu-

tive careers and compensation surrounding takeover 
bids, Journal of Finance 49. 

2. Amihud, Yakov and Baruch Lev, 1981, Risk reducti-
on as a managerial motive for conglomerate mergers, 
Rand Journal of Economics 12. 

3. Berger, Philip and Eli Ofek, 1996, Busting takeovers 
of value - destroying diversified firms, Journal of Fi-
nance 51, 1175-1200. 

4. Berger, Philip and Eli Ofek, 1995, Diversification’s 
effect on firm value, Journal of Financial Economics 
37, 39-65. 

5. Berkovitch, Elazar and Naveen Khanna, 1991, A 
theory of acquisition markets; mergers verses tender 
offers, and golden parachutes, Review of Financial 
Studies 4, 149-174. 

6. Berkovitch, Elazar and Naveen Khanna, 1990, How 
target shareholders benefit from value - reducing de-
fensive strategies in takeovers, Journal of Finance 45. 

7. Boot, Arnoud W. A., 1992, Why hang on to losers? 
Divestitures and takeovers, Journal of Finance 47. 

8. Bradley, M., 1980, Interfirm tender offers and the 
market for corporate control, Journal of Business 53. 

9. Chang, Saeyoung, 1998, Takeovers of privately held 
targets, methods of payment, and bidden returns, 
Journal of Finance 53, 773-784. 

10. Choe, H., R. W. Masulis and V. Nanda, 1993, Com-
mon stock offerings across the business cycle:  Theo-
ry and evidence, Journal of Empirical Finance 1. 

11. Cotter, James F., Anil Shivdasani and Marc Zenner, 
1997, Do independent directors enhance target of sha-
reholder wealth during tender offers? Journal of Fi-
nancial Economics 43. 

12. Datta, Sudip, Mai Iskandar-Datta and Kartick Raman, 
2001, Executive compensation decisions, Journal of 
Finance 56, 2299 – 2336. 

13. DeAngelo, Harry and Edward M. Rice, 1983, Antita-
keover charter amendments and stockholder wealth, 
Journal of Financial Economics 11. 

14. Dodd, P., 1980, Merger proposals, management disc-
retion, and stockholder wealth, Journal of Financial 
Economics 8, 105-137. 

15. Dodd, P., and R. Ruback, 1977, Tender offers and 
stockholder returns:  An empirical analysis, Journal 
of Financial Economics 5, 351-374. 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 

59

16. Eckbo, B. Espen and Karen S. Thorburn, 2000, Gains 
to bidder firms revisited: Domestic and foreign acqui-
sitions in Canada, Journal of Financial and Quantita-
tive Analysis 35, 1-25. 

17. Ellert, J. C., 1976, Mergers, antitrust law enforcement 
and stockholder returns, Journal of Finance 31. 

18. Faccio, Mara and Ronald W. Masulis, 2005, The 
choice of payment method in European mergers and 
acquisitons, Journal of Finance 60. 

19. Graham, John R., Michael L. Lemmon and Jack G. 
Wolf, 2002, Does corporate diversification destroy 
value?” Journal of Finance 57, 695-720.  

20. Halpern, P. J., 1973, Empirical estimates of the a-
mount and distribution of gains to companies in mer-
gers, Journal of Business 46, 554-575. 

21. Heron, Randall and Eric Lie, 2002, Operating perfor-
mance and the method of payment in takeovers, Jour-
nal of Financial and Quantitative Analysis 37. 

22. Jensen, Michael C., 1986, Agency costs of free cash 
flow, corporate finance, and takeovers, American E-
conomic Review 76, 323-329. 

23. John, Kose and Eli Ofek, 1995, Asset sales and the 
increase in focus, Journal of Financial Economics 37. 

24. Kini, Omesh, William Kracaw and Shehzad Mian, 
2004, The nature of discipline by corporate takeovers, 
Journal of Finance 59, 1511-1552. 

25. Lamont, Owen A. and Christopher Polk, 2001, The 
diversification discount:  Cash flows versus returns, 
Journal of Finance 5, 1693-1721. 

26. Lang, Larry H.P., Annette Paulson and Rene Stulz, 
1995, Asset sales, firm performance, and the agency 
costs of managerial discretion, Journal of Financial 
Economics 37, 3-38. 

27. Lang, Larry H.P., Rene M. Stulz and Ralph A. 
Walkling, 1991, A test of the free cash flow hypothe-
sis: The case of bidder returns, Journal of Financial 
Economics 29, 315-335. 

28. Langetieg, T., 1978, An application of a three-factor 
performance index to measure stockholder gains from 
merger, Journal of Financial Economics 6. 

29. Lewellen, W. G., 1971, A pure financial rationale for 
the conglomerate merger, Journal of Finance 26. 

30. Lins, Karl and Henri Servaes, 1999, International 
evidence on the value of corporate diversification, 
Journal of Finance 54, 2215-2239. 

31. Loughran, Tim and Anand M. Vijh, 1997, Do long-
term shareholders benefit from capital acquisitions, 
Journal of Finance 52, 1765-1790. 

32. Maksimovic, Vojislav and Gordon Philips, 2001, The 
market for corporate assets: Who engages in mergers 
and asset sales and are there efficiency gains? Journal 
of Finance 56. 

33. Malatesta, P. H., 1983, The wealth effect of merger 
activity and the objective functions of merging firms, 
Journal of Financial Economics 11, 155-181. 

34. Mandelker, G., 1974, Risk and return:  The case of 
merging firms, Journal of Financial Economics 1. 

35. Mansi, Sattar A. and David M. Reeb, 2002, Corporate 
diversification: Who gets discounted? Journal of Fi-
nance 57, 2167-2184. 

36. Martin, Kenneth J., 1996, The method of payment in 
corporate acquisitions, investment opportunities, and 
management ownership, Journal of Finance 51. 

37. Meyer, Michael, Paul Milgrom and John Roberts, 
1992, Organizational prospects, influence costs, and 
ownership changes, Journal of Economic and Mana-
gement Strategy 1, 9-35. 

38. Moeller, Sara B., Frederick P. Schlingemann and 
Renee M. Stulz, 2005, Wealth destruction on a massi-
ve scale?  A study of acquiring-firm returns in the re-
cent merger wave, Journal of Finance 60. 

39. Noe, Thomas H. and Jayant R. Kale, 1997, Uncondi-
tional and conditional takeover offers: Experimental 
evidence, Review of Financial Studies 10, 735-766. 

40. Pulvino, Todd C., 1998, Do asset fire sales exist? An 
empirical investigation of commercial aircraft tran-
sactions, Journal of Finance 53. 

41. Rajan, Raghurm, Henri Servaes and Luigi Zingalesm, 
2000, The cost of diversity: The diversification dis-
count and inefficient investment, Journal of Finance 
55, 35-80. 

42. Rau, P. Raghavendra and Theo Vermaelen, 1998, 
Glamour, value and the post- acquisition performance 
of acquiring firms, Journal of Financial Economics 
49, 223-253. 

43. Rhodes-Kropf, Matthew and S. Viswanathan, 2004, 
Market valuation and merger waves, Journal of Fi-
nance 59, 2685-2718. 

44. Saffieddine, Assem and Sheridan Titman, 1999, 
Leverages and corporate performance: Evidence from 
unsuccessful takeovers, Journal of Finance 54. 

45. Scharfstein, David and Jeremy Stein, 2002, The dark 
side of internal capital markets: Divisional rent-
seeking and inefficient investment, Journal of Finan-
ce 55, 2537-2564. 

46. Schwert, G. William, 1996, Markup pricing in mer-
gers and acquisitions, Journal of Financial Econo-
mics 41, 153-192.  

47. Servaes, Henri, 1994, Do takeover targets over in-
vest? Review of Financial Studies 7, 253-277. 

48. Shleifer, Andrei and Robert Vishny, 1988, Value 
maximization acquisition process, Journal of Econo-
mic Perspectives 2, 7-20. 

49. Sinha, Sidharth 1991, Share repurchase as a takeover 
defense, Journal of Financial and Quantitative Ana-
lysis 26, 233-244. 

50. Stein, Jeremy, 1997, Internal capital markets and the 
competition for corporate resources, Journal of Fi-
nance 52, 111-133. 

51. Stulz, Rene, 1990, Managerial discretion and optimal 
financing policies, Journal of Financial Economics 
26, 3-27. 

52. Taggart, James H., 1997, Autonomy and procedural 
justice:  A framework for evaluating subsidiary stra-
tegy, Journal of Information Systems 28, 51-76. 

53. Travlos, Nickolas G. 1987, Corporate takeover bids, 
methods of payment, and bidding firms stock returns, 
Journal of Finance 42, 943-963. 

54. Weston, J. Fred, 1970, The nature and significance of 
conglomerate firms, St. John’s Law Review 44, 66-80. 
 

 
 
 
 
 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 

60 

РАЗДЕЛ 2 
 КОРПОРАТИВНАЯ  

                               СОБСТВЕННОСТЬ 

SECTION 2 
CORPORATE  
OWNERSHIP  

 
 
 
 

THE ASIAN CRISIS AND CORPORATE GOVERNANCE 
- OWNERSHIP STRUCTURE, DEBT FINANCING, AND CORPORATE 

DIVERSIFICATION  
 

Masaharu Hanazaki*, Qun Liu** 

Abstract 

Based on firm-level analysis, this paper suggests that ownership concentration enabling controlling 
shareholders to expropriate other shareholders; fund raising through debt that is short of effective 
monitoring by creditors; and inefficiency caused by the ill effects of diversification are all associated 
with significantly worse performance during the Asian crisis. The region’s predominant governance 
structure, characterized by family control and conglomerates, was considered a factor in its miracu-
lous economic development but has been seen since the crisis as the origin of crony capitalism. 
 
Keywords: asian crisis, ownership structure, debt financing 

 
 

* Research Institute of Capital Formation, Development Bank of Japan 
** Institute of Economic Research, Hitotsubashi University 

 

 
 
 
 
 
 

 
 

 
1. Introduction 
 
East Asia, the focus of the financial crisis of 1997, 
was a region (see endnote 1) that had only recently 
achieved unparalleled economic development. The 
conventional view has held that investor attitude, 
along with economic fundamentals, helped to cause 
the collapse.  Also coming in for analysis have been 
the mechanisms which could allow a country to 
suffer substantial successive damage after the crisis. 

However, our analysis – which used firm-level 
data on the East Asian area – indicated that the 
outbreak of the Asian crisis was followed not only 
by a generally negative impact on the performance of 
firms, but also by expanded cross-firm variation in 

performance. This suggests that the effects of the 
Asian crisis were not necessarily uniform across the 
corporate sector. Another possibility to be conside-
red is that performance may have been influenced 
significantly by elements peculiar to individual 
firms. 

In this paper we focus on the corporate gover-
nance problems in a firm’s idiosyncratic elements.  
We develop our argument around the close relati-
onship of corporate governance problems, such as 
immaturity and inefficiency, to the Asian crisis. We 
use firm-level data from the five East Asian crisis 
economies of Indonesia, Korea, Malaysia, the Phi-
lippines, and Thailand to study the impact of corpo-
rate governance on the performance of firms. We 
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examine three aspects of corporate governance in 
particular. We will now briefly summarize our fin-
dings on how these factors affected corporate per-
formance during the crisis. 

The first aspect, ownership structure, is one of 
the key determinants of corporate governance. We 
highlight the agency problem between large share-
holders and minority shareholders and measure it in 
terms of the ownership concentration of controlling 
shareholders and the divergence between the voting 
rights and cash flow rights of the controlling share-
holders in the firm. We find that in general, these 
two variables are associated with significantly worse 
performance during the Asian crisis. 

The second aspect is debt. We examine two 
hypotheses here – the free-cash-flow hypothesis and 
the debt-overhang hypothesis. We find that the debt-
overhang hypothesis is supported in a very limited 
number of cases, and fail to detect a mechanism by 
which the free-cash-flow hypothesis asserts itself.  
Rather, higher debt is associated with significantly 
worse corporate performance during the Asian crisis.  
This finding suggests that banks did not efficiently 
monitor the firms to which they lent their money, 
and that they tended to engage in “crony lending.” 
The last aspect is corporate diversification. We in-
vestigate the effects of diversification on the perfor-
mance of firms and find strong evidence that diversi-
fication worked to worsen performance during the 
crisis, perhaps because inefficiency involving diver-
sification surfaced at that time.  
 
2. Macroeconomic and Microeconomic 
Theory on the Asian Financial Crisis 

2.1. Traditional Theory on the Asian Fi-
nancial Crisis 

The causes of the Asian financial crisis of July 1997 
have been analyzed mainly from the viewpoints of 
macroeconomics and international finance theory. 
These theories form the basis for several explanati-
ons, such as a mid-term acceleration of external debt 
(from the private as well as the public sector), an 
aggravation tendency among economic fundamen-
tals, and panic fund recovery by some investors (see 
endnote 2). The IMF is also accused of accelerating 
the crisis by insisting on conditionality involving 
major structural reform in its midst.  

The mechanism of the Asian financial 
crisis 

Although there are several theoretical models that 
dealt with the mechanism of the currency crisis (see 
endnote 3), we focus here on the contagion model. 
The characteristic feature of the Asian financial 
crisis is that currency collapsed simultaneously with 
the contraction of production. Other conditions being 
equal, currency depreciation will enlarge external 
demand; this is not, however, observed here. The 
positive effect of relative price change on the de-

mand side is offset completely by its negative effect 
on the supply side. 

Kiyotaki and Moore (1997), in analyzing a dy-
namic economy, demonstrate that in such an econo-
my durable assets, such as land, play a dual role.  
Not only are they factors of production, but they also 
serve as collateral for loans. The dynamic interaction 
between credit limits and asset prices turns out to be 
a powerful transmission mechanism by which the 
effects of shocks persist, amplify, and spill over to 
other sectors. The land collateral system equalizes 
the idiosyncratic features, such as differences in 
credit risk, possessed by individual firms. While it 
makes external financing easier for firms, the system 
cannot serve as an effective barrier to a macroeco-
nomic shock that influences land prices throughout 
the country. Miller and Stiglitz (1999) try to explain 
why the East Asian crisis worsened, using the colla-
teralized borrowing model by Kiyotaki and Moore 
(1997), hereafter referred to as the KM model. In 
their model, bankruptcy law and balance sheets play 
the same roles as land plays in the KM model. 
Bankruptcy law is designed to solve problems of 
creditor coordination in the absence of contracts.  It 
aims to restructure credits so as to avoid premature 
liquidation and to divide up the assets in cases where 
liquidation is necessary.   

In normal times, bankruptcy conveys a lot of in-
formation about the quality of a firm’s management 
and the firm’s long-term viability. But in the context 
of a system-wide failure, little information is impar-
ted. The mechanisms designed to handle small, idio-
syncratic shocks simply cannot cope with a macroe-
conomic shock of this magnitude. This is because 
when a large number of firms, say two-thirds of the 
firms in a country, are insolvent, there are not suffi-
cient resources – human or pecuniary – to address 
each bankruptcy individually.   

Moreover, the systemic nature of the bankrupt-
cies makes sorting out net asset positions even more 
difficult than in normal situations, since the assets of 
bankrupt firms consist of claims on other firms that 
are also bankrupt. A further problem is the difficulty 
of finding new managers or trustees to oversee all of 
the restructured firms.  In the context of the Asian 
crisis, therefore, even a well-managed firm could 
easily go bankrupt, simply because it failed to plan 
for a large-scale devaluation and a substantial rise in 
interest rates. It thus could generate large-scale con-
nective bankruptcy as a result (see endnote 4). Miller 
and Stiglitz suggest that the Asian crisis had a seri-
ous, uniform influence on corporate sectors in the 
countries concerned. 

2.2. Is the Influence of the Asian Crisis 
Uniform? 

In this section, we use firm-level data to investigate 
whether the Asian crisis had a uniformly negative 
influence on the corporate sector of each country. 
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Data description 

We collected financial data from the Worldscope 
database for all firms in Indonesia, Korea, Malaysia, 
the Philippines, and Thailand from 1994 until 2000.  
The five countries suffered disproportionately in 
terms of currency depreciation and stock market 
decline (Mitton 2001). We eliminate firms for which 
there is not sufficient data from 1994 to 2000.  We 
exclude the period before 1994, as Worldscope pro-
vides little data for this period. We eliminate firms 
that include an unusual value of financial variables 
even in one year (see endnote 5). This process is 
done twice, as after the first deletion we can still find 
unusual values included in the data set. Data that 
exceed plus-or-minus three standard deviations from 
the average value are defined as unusual values. By 
performing these processes we obtain a balanced 
data set (see endnote 6).  

Since the crisis clearly began in July 1997, we 
compare a within-country deviation of performance 
index between firms before 1997 with that after 
1997. If the deviation after 1997 shows little change 
or shrinks, we will conclude that the Asian crisis had 
a uniform and serious influence on the corporate 
sector of the country concerned. If the deviation 
grows larger after 1997, we will conclude that the 
Asian crisis had varied influences on the corporate 
sector in light of the idiosyncratic factors of each 
firm.  

We use three typical performance indices for in-
dividual firms. The first is ROA (the current return 
on firms’ total assets); the second is ROE (the net 
return on firms’ equity); and the third is PMA (the 
business profits-to-sales ratio). Summarized statistics 
for the three indexes are shown in Table 1. We also 
include standard deviation, standard deviation/mean, 
and standard deviation/median in Table 1 as deviati-
on indices.  

Enlarged deviation 

We differentiate Table 1 by performance indices. A 
general deterioration tendency of performance can be 
observed after 1997 by mean and median. However, 
by the indices characteristic, the deterioration of 
PMA is smaller than that of ROA and ROE. Except 
for the Philippines, performance indices in all our 
sample countries are negative; the Philippines was 
comparatively stable during the crisis period both by 
mean and by median. The deviation enlarges after 
1997 in general, although the extent of expansion 
varies by country and by index. The deviation indi-
ces for Indonesia, Thailand, and Korea showed parti-
cular expansion.  

On the other hand, the expansion was compara-
tively smaller for Malaysia. For the Philippines, 
standard deviation/mean, standard deviation/median 
expanded due to declining mean and median, but 
standard deviation did not. The result indicates that 
the Asian crisis had different influences on corporate 

sectors in light of the idiosyncratic factors of indivi-
dual firms.  

This contradicts any idea that the Asian crisis 
had a uniform influence on the corporate sector of a 
given country.  
3. The Influence of the Asian Crisis Ana-
lyzed from the Viewpoint of Corporate 
Governance 

3.1. The Features and Problems of Family 
Control 

In the West and Japan, ownership of big firms is 
comparatively dispersed. East Asian firms, even 
large ones, are generally owned by one family or by 
a group corporation under the family’s control. The-
se families have close connections with the govern-
ment and politicians, and dominate the national eco-
nomy to a significant extent. 

Claessens, Djankov and Lang (2000) indicate 
that families control two-thirds of firms in Indonesia 
and Korea, over half in Malaysia and Thailand, and 
40% in the Philippines (see endnote 7). To discuss 
corporate governance in East Asian firms, we have 
to take the family control problem into consideration. 

Ownership of firms and the agency prob-
lem  

One important issue in the organization of firms is 
how to solve or mitigate the agency problem that 
derives from asymmetric information (see endnote 
8). But the problems that arise when firm ownership 
is dispersed are different than when it is concentra-
ted. When ownership is dispersed, as in the US, 
conflicts of interest between managers and sharehol-
ders are the central problem. When ownership is 
highly concentrated, as in East Asia, conflicts of 
interest between controlling shareholders and mino-
rity shareholders become the main problem. As 
Shleifer and Vishny (1997) point out, controlling 
shareholders may not have a convergence of interests 
with minority shareholders. A greater degree of 
control by controlling shareholders implies a greater 
ability to expropriate minority shareholders (see 
endnote 9). 

Voting rights and cash flow rights 

The separation of voting rights and cash flow rights 
is another dominant characteristic of the ownership 
structure of family-controlled firms in East Asia.  
“Voting rights” refers the degree of control of a 
company, while “cash flow rights” refers to share-
holdings in the firm.  If, for example, a family owns 
60% of Firm A’s equities, and Firm A owns 30% of 
Firm B’s equities, the family owns 30% of the voting 
rights but only 18% of cash flow rights in Firm B. 
When voting rights and cash flow rights diverge, the 
agency problem between large shareholders and 
minority shareholders becomes more serious.  This is 
because when family-controlled firms suffer a loss, 
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the family is required to pay for only 18% of the 
loss, not 30%. 
 

Ultimate ownership structure 

Claessens, Djankov, and Lang (2000) (see endnote 
10) show that the widespread use of pyramidal ow-
nership structures in East Asian firms allows insiders 
to exercise effective control over a company even 
when they own relatively few of its cash flow rights.  
Pyramid structures (see endnote 11) and cross-
shareholdings are two of the ways in which families 
tend to control firms. To clarify the ultimate owners-
hip structures (see endnote 12), therefore, we have to 
take pyramid structures and cross-shareholdings into 
consideration. Based on this view, we examine the 
link between ownership structure and firm perfor-
mance during the crisis using firm-level data. 

Survey 

We discuss some relevant literature, which focuses 
primarily on the relationship between the Asian 
crisis and corporate governance. 

Johnson, Boone, Breach and Friedman (2000) 
study country-level data and find that the extent of 
exchange rate depreciation and stock market perfor-
mance decline are indeed correlated with aggregate 
measures of legal protection. Mitton (2001) studies 
five East Asian countries at the firm level and finds 
evidence that during the crisis period, firms with 
greater disclosure performed better than other firms; 
corporate diversification is associated with signifi-
cantly worse performance; and the separation of cash 
flow rights and control rights did not affect firm 
performance to a significant extent. Lemmon and 
Lins (2001) study eight East Asian countries, also at 
the firm level, and find strong support for the view 
that firms with greater separation of cash flow rights 
and control rights performed worse than others. 

3.2. Examination of the Hypotheses con-
cerning Ownership Structure 

In this section, we examine whether firm-level diffe-
rences in corporate governance can explain differen-
ces in corporate performance during the Asian crisis. 
To that end, we match the initial sample of firms that 
we described in Section 2 with ownership data from 
Claessens, Djankov,Lang (2000) which contains data 
from the 1995/1996 time period on control rights and 
cash flow rights. To assess the impact of corporate 
governance variables on corporate performance 
during the crisis, we estimate the following model 
using the random effects method (see endnote 13): 
PERit = a + b0 ×CGit + b1×CGit×D95 + b2×CGit×D96 + 
b3×CGit×D97 + b4×CGit×D98 + b5×CGit×D99 + 
b6×CGit×D00+ c×LTAit  + ∑dj×DINj  + uit  （１） 

in which the corporate governance variables included 
will change according to the specification, and other vari-
ables are defined as follows: 
PER: performance indices (ROA, ROE, PMA). 

CG: corporate governance variables, which will be indica-
ted afterwards according to the specification. 
D95～D00：year dummies. 
LTA: natural logarithm of the book value of total assets 
DIN: industry dummies (based on 4-digit SIC level)  
while t is time unit; i is individual firm cross-section unit; j 
is individual industry cross-section unit. 

Formula (1) aims at measuring how the impact 
of corporate governance variables on corporate per-
formance changes over time, using total firm assets 
and industry dummies as control variables. We parti-
cularly want to detect changes in the parameters 
concerning corporate governance variables just prior 
to and after the Asian crisis of 1997 (see endnote 
14).   

Concentration of ownership in firms 

As we have stated, family control and concomitant 
high ownership concentration are predominant in 
East Asian firms. Claessens, Djankov and Lang 
(2000) find that at the end of 1996, the ratio of the 
voting rights of the largest shareholder to total voting 
rights is 10% for Japan, but 35% for Thailand, 34% 
for Indonesia, 28% for Malaysia, 24% for the Philip-
pines, and 18% for Korea. The following hypothesis 
is drawn by the existence of controlling shareholders 
who have substantial control and may actually ex-
propriate minority shareholders when conflicts of 
interest exist between them: 

Hypothesis 1: The greater the ultimate control 
rights of the controlling shareholders, the more 
serious the agency problem between the controlling 
shareholders and minority shareholders, and the 
more inefficient the firm’s management.  Therefore, 
these kinds of firms should exhibit larger declines in 
performance than others during the crisis. 

We substitute the voting rights of the controlling 
shareholders of the firm (VR) for CG in formula (1) 
to investigate differences in the voting rights effect 
on performance before and after the crisis.  

Table 2 presents the regression results. The 
coefficients on VR are positive and significant in 
Korea, Thailand and Malaysia for 1994, but not 
significantly different from zero in other countries.  
The coefficients on VR for 1995 are not significantly 
different from those for 1994. These results indicate 
that high ownership concentration may not have a 
negative effect on the performance of firms per se. 

However, the coefficients on VR after 1997 shift 
downward significantly in all specifications of all 
countries except the one in which the dependent 
variable is PMA in Indonesia. The magnitude of the 
shift is largest in 1997 for Thailand, in 1998 for 
Indonesia, Korea and Malaysia, and in 1998 and 
1999 for the Philippines. The downward shift conti-
nues until 2000 in most specifications. 

This result should be interpreted as indicating 
that higher ownership concentration is correlated 
with poorer performance during the crisis period, a 
deterioration that lasts right up until 2000. This fin-
ding is consistent with our hypothesis. 
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Separation of voting rights and cash flow 
rights 

The separation of voting rights and cash flow rights 
is another consequence of a family-controlled ow-
nership structure. Claessens, Djankov and Lang 
(2000) find that compared with voting rights, cash 
flow rights are 20% less in Indonesia, 15% less in 
Korea and Malaysia, 10% less in the Philippines and 
6% less in Thailand. If the separation of voting rights 
and cash flow rights has the potential to intensify the 
agency problem between controlling shareholders 
and other shareholders, then we hypothesize that: 

Hypothesis 2: The greater the separation of vo-
ting rights and cash flow rights, the greater the in-
centive for controlling shareholders to engage in 
expropriation and the more inefficient the firm’s 
management.  Therefore, firms of this sort should 
exhibit larger declines in performance than others 
during the crisis. 

We substitute difference of voting rights and 
cash flow rights (DI) of the firm for CG in formula 
(1) to assess how the effect on performance of the 
separation of voting rights and cash flow rights will 
differ before and after the crisis. We eliminate firms 
in which there is no separation of voting rights and 
cash flow rights.  In doing so we can include in our 
assessment of the data set only those firms with a 
divergence between voting rights and cash flow 
rights.  

Table 3 presents the regression results. The 
coefficients on DI are significantly positive only in 
some specifications of Malaysia and the Philippines 
before the crisis. This result is not evidence that the 
separation of voting rights and cash flow rights must 
negatively affect the performance of firms, at least 
before the crisis. However, the coefficients on DI 
after 1997 significantly shift to negative in all speci-
fications where the dependent variables are the ROA 
of all sample countries. But the coefficients on DI in 
the specifications where the dependent variables are 
the ROE and PMA of Korea are not significant; 
neither are the coefficients on DI in 1997 significant 
in specifications where the dependent variables are 
ROE and PMA of Thailand, where separation of 
voting rights and cash flow rights is relatively smal-
ler.  

This result is not identical in all specifications 
and all countries. But most specifications proved that 
a greater separation of voting rights and cash flow 
rights is related to worse performance during the 
crisis period in countries where the separation of 
voting rights and cash flow rights is notably large 
(see endnote 15).  

3.3. The Role Played by Debt 

In the previous section we analyzed the ownership 
structure effect, which is the central issue regarding 
corporate governance in East Asian firms. But other 
corporate governance mechanisms exist as well. In 
this section we discuss the role played by debt. 

Free-cash-flow hypothesis 

The free-cash-flow hypothesis proposed by Jensen 
(1986, 1989) indicates that debt exerts disciplinary 
mechanisms on corporate management. Excess cash 
flow can allow managers to pursue perquisite con-
sumption for themselves. Firms with debt, meanwhi-
le, will manage more efficiently under the monito-
ring of their creditors. East Asian firms in general are 
more likely to run into a certain amount of debt than 
to have a surplus cash flow. In fact, the average debt 
ratio (debt/total assets) of our sample firms at the end 
of 1996 was 51.3% for Indonesia, 75.0% for Korea, 
44.8% for Malaysia, 39.8% for the Philippines and 
57.1% for Thailand (see endnote 16). 

The financial situation of East Asian firms sug-
gests that we can expect debt to exert a disciplinary 
mechanism on corporate management if creditors 
monitor their debtors effectively. 

 Hypothesis 3: Firms with greater debt manage 
more efficiently if creditors effectively monitor their 
debtors; therefore, these kinds of firms should per-
form better than the others during the crisis period. 

Debt-overhang hypothesis 

Regarding the role played by debt, however, the 
debt-overhang hypothesis (see endnote 18) suggests 
that firms with excessive debt have trouble attracting 
new investment even if they bring in a profit, becau-
se profits gained from the new investment would be 
appropriated first to the payment of existing debt. 

 Hypothesis 4: Firms with excessive debt are li-
kely to lapse into the problem of debt-overhang, lose 
opportunities to make new profits, and therefore 
become more fragile during the crisis.  

These two hypotheses are contradictory regar-
ding the role of debt. The free-cash-flow hypothesis 
suggests that debt has a positive effect on firm per-
formance. The debt-overhang hypothesis, on the 
contrary, points to the negative effect of excessive 
debt. We substitute one-period previous debt ratio 
(DA-1) of the firm for CG into formula (1) to exami-
ne the relationship between debt’s disciplinary me-
chanism and the crisis. Then we group our sample 
firms into three sub-samples based on the firms’ debt 
ratio in 1996 (see endnote 19). We define the firms 
with the lowest 20% of debt ratio as low debt ratio 
firms, and those with the highest 20% as high debt 
ratio firms. We examine the debt-overhang hypothe-
sis by comparing the regression results of these two 
sub-samples. Table 4 presents the regression results.  
Panel A of Table 4 assesses whether debt has a posi-
tive effect on performance as suggested by the free-
cash-flow hypothesis. The coefficients on debt ratio 
are significantly positive for 1994 in all specificati-
ons in Thailand, two specifications in the Philippi-
nes, and one specification where the dependent vari-
able is ROE in Malaysia. This result is consistent 
with what the free-cash-flow hypothesis suggests, 
although we cannot find similar results for Indonesia 
or Korea. After 1997, however, the coefficients on 
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debt ratio become significantly negative in most 
specifications. These findings show that the discipli-
nary effect of debt becomes weaker, but still appears 
slightly in some specifications in Thailand and the 
Philippines.  

But most specifications provide evidence that 
debt has a negative effect on corporate performance 
that is contrary to the free-cash-flow hypothesis (see 
endnote 20).  

We examine the debt-overhang hypotheses by 
comparing both the magnitude and significance of 
coefficients on the debt ratio of low debt ratio firms 
(Panel B) and high debt ratio firms (Panel C). In the 
Philippines, we find no significant coefficients for 
low debt ratio firms in specifications where depen-
dent variables are ROA and ROE. Coefficients are 
significantly negative for high debt ratio firms, ho-
wever, and the magnitude of coefficients becomes 
larger after the crisis. These findings suggest that 
debt-overhang problems occurred in high debt ratio 
firms of the Philippines.  

We find no evidence that debt-overhang prob-
lems occurred in other countries.  In other words, 
excessive debt has not necessarily had the negative 
influence on performance that the debt-overhang 
hypothesis suggests. These results are contrary to the 
free-cash-flow hypothesis and partly consistent with 
the debt-overhang hypothesis. They suggest that 
excessive debt did not necessarily have a negative 
effect on performance, but rather that the funds rai-
sed by debt were used inefficiently, due to a lack of 
necessary skills, or a flawed monitoring system on 
the part of creditors, that prevented the disciplinary 
mechanism from working effectively. These facts 
might imply the moral hazard problem of crony 
lending – that lending by family-controlled banks 
went predominantly to firms controlled by the same 
family (see endnote 21). 

3.4. Effects of Corporate Diversification 

While it is not a direct corporate governance mecha-
nism, corporate diversification could affect the ex-
propriation problem and the effectiveness of corpora-
te governance in the following ways. First, diversi-
fied firms offer more opportunities for expropriation 
through misallocation of capital, such as through 
cross-subsidization and over-investment.  

Second, diversification may hinder corporate 
governance simply because of the complexity it 
creates. The complexity of an organization can inc-
rease the level of asymmetric information. Expropri-
ation may be more likely if it is more difficult to 
detect. Third, benefits might accrue to conglomera-
tes, particularly in countries where capital markets 
are less developed. Diversification is beneficial in 
emerging markets, because conglomerates can per-
form through internal markets that allow greater 
access to capital needed to pursue worthwhile in-
vestments. The benefits of diversification are related 
to capital market development. 

Benefits and costs of diversification 

Whether corporate diversification benefits or harms 
firm valuation is a main concern in corporate theory.  
Chandler, Jr. (1977, 1990) indicates that diversifica-
tion is beneficial theoretically when merits exist in 
the profit or cost side, for example in economies of 
scope. Benefits might accrue to a firm through diver-
sification particularly when the know-how of one 
industry can be exploited in other industries, or when 
a firm is a multidivisional structure, the overhead 
departments of which can be used in common by 
other departments.  

Lewellen (1971) also indicates that conglomera-
tes are favorable because they enable firms to save 
on taxes by creating more access to external debt 
whose interest payments are income deductible. 
Moreover, Stein (1997) suggests that conglomerates 
might achieve more efficient management by alloca-
ting capital efficiently through an internal capital 
market. Much of the literature, however, emphasizes 
the negative rather than the positive effects of diver-
sification. Berger and Ofek (1995) and Rajan, Ser-
vaes and Zingales (2000) point to the inefficiency of 
cross-subsidization; Jensen (1986) stresses the evils 
of investing in projects that are not expected to turn a 
profit; and Scharfstein and Stein (2000) find that 
rent-seeking activities by the division managers of 
conglomerates cause distortion in internal capital 
markets. Empirical analyses of American firms find 
that corporate diversification harms firm valuation 
where, as in the United States, the problems of cross-
subsidization, over- investment and inefficient allo-
cation of capital predominate. These studies suggest 
that diversification is negatively related to efficiency 
as a consequence of over- investment (see endnote 
22). If similar problems exist in East Asian firms, we 
can make the following hypothesis (see endnote 23):  

Hypothesis 5: Diversified firms exhibit more i-
nefficient management than others.  Therefore, these 
kinds of firms should show relatively larger declines 
in firm performance during the crisis. 

We substitute the numbers of segments (NS) u-
sed to measure diversification levels for CG into 
formula (1) to investigate how the diversification 
effect on performance will change before and after 
the crisis. We also describe the average diversificati-
on levels from Worldscope information as 3.5 for 
Indonesia, 3.4 for Korea, 5.0 for Malaysia, 3.4 for 
the Philippines and 2.7 for Thailand. 

Table 5 presents the regression results. The 
coefficients on NS have a significantly positive ef-
fect on performance in the Philippines and Korea in 
1994, but do not show any significant effect in other 
countries. This result does not indicate that diversifi-
cation has a negative effect on corporate performan-
ce, at least before the crisis. However the coefficients 
on NS around 1997 have a significantly negative 
effect on performance in all countries, and this nega-
tive influence lasts right up until 2000. Our overall 
findings should be interpreted as follows: Diversifi-



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 
66 

cation resulted in wrongs and inefficiencies that 
surfaced during the crisis.  This is similar to Japan’s 
experience, where diversification advanced during 
the bubble period but proved a serious constraint on 
corporate management after the bubble collapsed.  

4. Conclusion 

Using firm-level data on East Asia, we have shown 
that cross-firm variation in performance expanded 
after the outbreak of the Asian crisis. Much of the 
disparities between firms can be explained by corpo-
rate governance problems among each firm’s idio-
syncratic elements. 

Based on firm-level analysis, this paper suggests 
that ownership concentration enabling controlling 
shareholders to expropriate other shareholders; fund 
raising through debt that is short of effective monito-
ring by creditors; and inefficiency caused by the ill 
effects of diversification are all associated with 
significantly worse performance during the Asian 
crisis. The region’s predominant governance structu-
re, characterized by family control and conglomera-
tes, was considered a factor in its miraculous econo-
mic development but has been seen since the crisis 
as the origin of crony capitalism (see endnote 24).  
We find evidence consistent with this view. 

Many subjects remain for further research. The 
first is the causality issue: Did the crisis expose cor-
porate governance problems, or did corporate gover-
nance problems trigger the onset of the crisis? Other 
exogenous factors may have brought out the prob-
lems of corporate governance and the crisis. The 
causality is unknown in our analysis.  

Second, the analysis in this paper did not en-
compass such country-specific institutional characte-
ristics as corporate law, bankruptcy codes, corporate 
accounting standards, and corporate finance, which 
are important factors in regulating the rights and 
actions of investors and creditors.  

Third, we did not provide enough analysis of the 
issue’s political implications. Corporate governance 
showed many problems deriving from a lack of 
transparency in corporate management, the lack of 
sufficiently fair and efficient financial and capital 
markets, and weak property rights. These institutio-
nal vulnerabilities should be checked and corrected. 
However, little literature documents the quantitative 
effect of reform (see endnote 25). 

Our next endeavor is to deepen the economic 
understanding of corporate governance in East Asia, 
a subject which has generated much concern in re-
cent years.  
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Appendices 
 

1. ROA
94 95 96 97 98 99 2000

Indonesia Number of firms 73 73 73 73 73 73 73
Mean 9,35 9,44 7,76 0,56 -2,14 9,22 1,15
Min -2,31 -6,40 -6,87 -32,35 -63,65 -18,94 -43,91
Max 26,36 26,14 22,83 26,54 66,91 44,42 42,69
Median 8,53 8,92 7,44 3,32 0,79 7,52 3,02
Standard deviation 5,61 5,22 5,17 11,74 23,30 12,05 17,25
Standard deviation/Mean 0,60 0,55 0,67 20,98 -10,90 1,31 15,05
Standard deviation/Median 0,66 0,58 0,70 3,53 29,63 1,60 5,70

Korea Number of firms 136 136 136 136 136 136 136
Mean 5,27 5,27 3,38 2,56 1,37 4,31 3,60
Min -1,63 -0,09 -6,14 -9,80 -29,29 -18,80 -29,79
Max 12,33 12,97 12,57 8,83 16,05 26,76 31,55
Median 5,44 5,33 3,97 3,36 4,18 5,09 3,74
Standard deviation 2,62 2,53 3,09 3,43 8,24 6,74 9,66
Standard deviation/Mean 0,50 0,48 0,92 1,34 6,00 1,57 2,69
Standard deviation/Median 0,48 0,48 0,78 1,02 1,97 1,33 2,58

Malaysia Number of firms 159 159 159 159 159 159 159
Mean 9,29 8,51 8,20 5,55 1,80 3,18 2,46
Min -3,55 -5,82 -6,12 -13,77 -31,46 -35,00 -19,69
Max 29,96 29,11 30,21 24,33 28,06 30,92 25,25
Median 8,33 8,17 7,50 4,94 2,31 3,28 2,41
Standard deviation 5,89 5,54 5,57 6,26 8,54 8,93 6,08
Standard deviation/Mean 0,63 0,65 0,68 1,13 4,74 2,81 2,47
Standard deviation/Median 0,71 0,68 0,74 1,27 3,69 2,72 2,52

Philippines Number of firms 46 46 46 46 46 46 46
Mean 8,41 7,36 6,48 4,89 3,07 1,84 2,29
Min -7,81 -6,44 -9,98 -7,76 -22,41 -10,49 -12,90
Max 26,98 27,87 23,99 21,59 24,79 14,22 14,63
Median 6,35 5,56 4,29 3,50 2,31 1,00 2,58
Standard deviation 8,28 7,48 7,44 5,02 7,64 5,25 5,21
Standard deviation/Mean 0,98 1,02 1,15 1,03 2,49 2,85 2,28
Standard deviation/Median 1,30 1,35 1,73 1,44 3,31 5,25 2,02

Thailand Number of firms 150 150 150 150 150 150 150
Mean 8,59 7,97 6,09 -8,16 5,41 2,79 4,48
Min -9,27 -4,65 -4,56 -50,73 -24,51 -24,00 -24,92
Max 25,88 20,62 19,71 24,25 29,72 24,28 31,41
Median 8,19 7,55 5,92 -4,39 5,93 3,38 4,66
Standard deviation 5,75 4,70 4,25 15,84 9,63 8,27 8,76
Standard deviation/Mean 0,67 0,59 0,70 -1,94 1,78 2,97 1,96
Standard deviation/Median 0,70 0,62 0,72 -3,61 1,62 2,45 1,88

Table 1 Summary Statistics of Performance Indices 

 
 

2. ROE
94 95 96 97 98 99 2000

Indonesia Number of firms 57 57 57 57 57 57 57
Mean 15,33 14,61 13,47 1,07 -22,49 21,36 1,48
Min -5,82 0,74 -12,50 -28,68 -417,62 -244,98 -132,70
Max 44,85 39,75 35,09 24,69 89,41 128,30 128,24
Median 14,14 13,82 13,03 1,76 -0,80 15,31 7,76
Standard deviation 10,57 8,58 9,76 9,57 83,90 54,04 40,97
Standard deviation/Mean 0,69 0,59 0,72 8,96 -3,73 2,53 27,66
Standard deviation/Median 0,75 0,62 0,75 5,43 -105,17 3,53 5,28

Korea Number of firms 144 144 144 144 144 144 144
Mean 7,58 6,08 -0,28 -3,99 -15,59 -3,30 -6,49
Min -25,73 -35,54 -30,65 -80,14 -323,06 -426,15 -302,06
Max 46,26 44,73 25,70 10,29 502,25 374,82 131,76
Median 6,58 6,20 2,39 -0,31 -0,90 7,75 3,39
Standard deviation 7,82 8,87 9,34 12,05 94,60 79,54 59,55
Standard deviation/Mean 1,03 1,46 -33,41 -3,02 -6,07 -24,10 -9,18
Standard deviation/Median 1,19 1,43 3,92 -38,79 -104,61 10,27 17,57

Malaysia Number of firms 166 166 166 166 166 166 166
Mean 14,34 14,81 13,05 7,70 -0,57 3,58 3,23
Min -7,94 -13,82 -16,97 -31,03 -62,15 -71,87 -111,78
Max 47,29 47,96 41,21 40,10 58,65 108,31 109,76
Median 12,81 14,24 12,20 7,05 1,42 5,50 3,58
Standard deviation 10,40 9,61 9,68 10,57 13,75 26,72 23,86
Standard deviation/Mean 0,73 0,65 0,74 1,37 -24,33 7,47 7,39
Standard deviation/Median 0,81 0,67 0,79 1,50 9,67 4,86 6,66

Philippines Number of firms 40 40 40 40 40 40 40
Mean 15,16 10,71 9,10 4,54 2,09 0,63 2,35
Min -17,36 -11,78 -17,38 -15,05 -51,22 -53,20 -29,23
Max 54,18 32,84 34,08 16,97 51,40 39,61 51,17
Median 12,19 11,99 10,81 4,17 1,97 2,48 2,17
Standard deviation 15,67 9,75 11,48 7,46 17,66 15,23 12,77
Standard deviation/Mean 1,03 0,91 1,26 1,64 8,45 24,01 5,44
Standard deviation/Median 1,29 0,81 1,06 1,79 8,97 6,14 5,89

Thailand Number of firms 151 151 151 151 151 151 151
Mean 17,91 13,93 10,26 0,65 1,93 1,08 1,76
Min -38,07 -21,87 -21,30 -37,52 -334,84 -290,30 -172,97
Max 76,20 51,86 45,52 38,59 264,36 412,36 118,43
Median 17,62 13,20 9,37 1,35 7,86 2,97 5,72
Standard deviation 15,00 11,28 10,38 12,74 72,65 76,64 36,02
Standard deviation/Mean 0,84 0,81 1,01 19,66 37,66 70,74 20,41
Standard deviation/Median 0,85 0,85 1,11 9,47 9,24 25,85 6,30

Table 1 Summary Statistics of Performance Indices (continued )
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3. PMA
94 95 96 97 98 99 2000

Indonesia Number of firms 69 69 69 69 69 69 69
Mean 14,95 14,97 13,17 12,47 13,03 10,00 9,75
Min 1,29 0,32 -9,33 -14,40 -106,56 -62,28 -60,12
Max 34,57 42,02 35,15 36,47 54,07 37,48 37,70
Median 13,80 13,72 12,79 12,43 13,72 12,08 11,04
Standard deviation 8,38 9,21 9,42 10,22 19,50 16,88 15,76
Standard deviation/Mean 0,56 0,62 0,71 0,82 1,50 1,69 1,62
Standard deviation/Median 0,61 0,67 0,74 0,82 1,42 1,40 1,43

Korea Number of firms 164 164 164 164 164 164 164
Mean 7,57 6,62 5,45 5,37 0,89 5,38 5,45
Min -4,42 -1,70 -9,57 -23,96 -118,09 -28,22 -54,27
Max 24,00 19,59 18,10 20,93 25,47 32,78 48,35
Median 7,12 5,87 5,53 5,89 5,29 5,91 5,95
Standard deviation 4,72 4,49 4,42 6,40 16,62 8,17 10,59
Standard deviation/Mean 0,62 0,68 0,81 1,19 18,75 1,52 1,94
Standard deviation/Median 0,66 0,77 0,80 1,09 3,14 1,38 1,78

Malaysia Number of firms 178 178 178 178 178 178 178
Mean 15,81 16,57 15,96 14,51 7,34 6,29 6,80
Min -16,49 -25,15 -18,40 -24,44 -69,67 -107,29 -45,12
Max 52,64 60,99 62,29 62,40 58,05 61,79 47,64
Median 14,02 13,65 13,38 12,14 6,93 7,34 7,17
Standard deviation 11,38 13,12 12,97 12,45 18,09 22,53 15,44
Standard deviation/Mean 0,72 0,79 0,81 0,86 2,46 3,58 2,27
Standard deviation/Median 0,81 0,96 0,97 1,03 2,61 3,07 2,15

Philippines Number of firms 40 40 40 40 40 40 40
Mean 21,25 21,39 19,93 19,06 12,26 11,87 13,64
Min 1,61 0,20 -0,81 -37,00 -29,71 -31,22 -41,35
Max 55,13 51,44 51,79 57,75 57,29 64,59 62,44
Median 17,01 17,27 16,44 16,02 10,36 10,33 10,63
Standard deviation 13,55 14,01 15,20 17,71 17,01 19,08 17,36
Standard deviation/Mean 0,64 0,65 0,76 0,93 1,39 1,61 1,27
Standard deviation/Median 0,80 0,81 0,92 1,11 1,64 1,85 1,63

Thailand Number of firms 164 164 164 164 164 164 164
Mean 13,14 12,16 10,09 5,57 1,35 1,38 5,24
Min -22,48 -21,25 -28,09 -36,24 -79,92 -113,10 -45,53
Max 47,71 47,29 42,39 48,60 42,80 47,18 67,55
Median 12,37 10,24 9,78 6,25 4,15 5,84 5,44
Standard deviation 11,38 11,31 10,82 13,27 19,08 22,77 14,78
Standard deviation/Mean 0,87 0,93 1,07 2,38 14,09 16,51 2,82
Standard deviation/Median 0,92 1,10 1,11 2,12 4,59 3,90 2,72

Tab le  1  Sum m ary  S ta tis t ic s  o f Pe rfo rm ance  Ind ices  (con t inued )
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(1) Indonesia
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Ownership concentration (VR) 0.07 0.51 - 0.14 - 0.08 - 0.09 - 1.14
VR*D95 0.01 0.24 - 0.04 - 0.17 - 0.01 - 0.23
VR*D96 - 0.02 - 0.32 - 0.07 - 0.33 - 0.02 - 0.44
VR*D97 - 0.18 - 2.88 *** - 0.43 - 1.81 * - 0.03 - 0.46
VR*D98 - 0.20 - 3.02 *** - 0.75 - 2.93 *** 0.03 0.54
VR*D99 0.09 1.33 0.09 0.36 - 0.09 - 1.57
VR*D00 - 0.13 - 1.83 * - 0.54 - 2.01 ** - 0.08 - 1.28
Log (total assets) (LTA ) - 1.63 - 1.17 2.43 0.41 - 1.55 - 1.41
Intercept 27.11 1.36 - 0.75 - 0.01 38.07 2.52 **
Overall R- squared 0.441 0.244 0.506
Number of observations(Number of firms) 392(56) 294(42) 336(48)

(2) Korea
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Ownership concentration (VR) 0.12 2.24 ** 0.18 0.47 0.17 2.32 **
VR*D95 - 0.01 - 0.21 - 0.05 - 0.14 - 0.05 - 1.17
VR*D96 - 0.10 - 2.74 *** - 0.32 - 0.93 - 0.11 - 2.34 **
VR*D97 - 0.13 - 3.63 *** - 0.44 - 1.27 - 0.10 - 2.19 **
VR*D98 - 0.16 - 4.42 *** - 0.93 - 2.68 *** - 0.29 - 6.09 ***
VR*D99 - 0.05 - 1.24 - 0.40 - 1.15 - 0.09 - 1.97 **
VR*D00 - 0.08 - 2.11 ** - 0.34 - 0.97 - 0.07 - 1.54
Log (total assets) (LTA ) 0.75 2.25 ** - 1.43 - 0.63 1.49 3.35 ***
Intercept - 6.73 - 1.15 20.01 0.50 - 12.48 - 1.62
Overall R- squared 0.206 0.107 0.280
Number of observations(Number of firms) 777(111) 805(115) 812(116)

(3) Malaysia
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Ownership concentration (VR) 0.01 0.09 0.26 2.00 ** 0.40 2.28 **
VR*D95 0.01 0.38 0.03 0.42 0.01 0.23
VR*D96 0.02 0.80 0.01 0.10 0.03 0.45
VR*D97 - 0.02 - 0.81 - 0.14 - 1.85 * - 0.01 - 0.20
VR*D98 - 0.13 - 4.63 *** - 0.40 - 5.22 *** - 0.21 - 3.22 ***
VR*D99 - 0.11 - 3.85 *** - 0.30 - 3.95 *** - 0.23 - 3.56 ***
VR*D00 - 0.11 - 3.96 *** - 0.17 - 2.19 ** - 0.24 - 3.66 ***
Log (total assets) (LTA ) - 1.74 - 2.95 *** 0.46 0.39 1.34 1.02
Intercept 27.48 4.73 *** 3.78 0.32 - 7.54 - 0.50
Overall R- squared 0.432 0.319 0.401
Number of observations(Number of firms) 560(80) 595(85) 602(86)

(4) Philippines
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Ownership concentration (VR) 0.16 1.10 0.26 1.06 - 0.18 - 0.62
VR*D95 - 0.03 - 0.45 - 0.20 - 1.64 0.03 0.29
VR*D96 - 0.09 - 1.47 - 0.36 - 2.91 *** - 0.06 - 0.56
VR*D97 - 0.15 - 2.41 ** - 0.54 - 4.32 *** - 0.10 - 0.96
VR*D98 - 0.29 - 4.57 *** - 0.72 - 5.70 *** - 0.44 - 4.01 ***
VR*D99 - 0.30 - 4.68 *** - 0.71 - 5.57 *** - 0.43 - 3.93 ***
VR*D00 - 0.27 - 4.23 *** - 0.68 - 5.25 *** - 0.32 - 2.81 ***
Log (total assets) (LTA ) - 0.02 - 0.03 1.75 1.37 - 0.75 - 0.51
Intercept 19.31 2.52 ** - 5.97 - 0.48 46.78 2.96 ***
Overall R- squared 0.456 0.513 0.644
Number of observations(Number of firms) 280(40) 252(36) 245(35)

(5) Thailand
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Ownership concentration (VR) 0.30 2.97 *** 0.21 0.64 0.09 0.70
VR*D95 - 0.03 - 0.61 - 0.09 - 0.47 - 0.03 - 0.40
VR*D96 - 0.07 - 1.52 - 0.14 - 0.71 - 0.07 - 0.97
VR*D97 - 0.51 - 10.82 *** - 0.46 - 2.27 ** - 0.16 - 2.29 **
VR*D98 - 0.10 - 2.06 ** - 0.19 - 0.93 - 0.33 - 4.66 ***
VR*D99 - 0.15 - 3.21 *** - 0.68 - 3.37 *** - 0.39 - 5.44 ***
VR*D00 - 0.13 - 2.84 *** - 0.33 - 1.64 - 0.21 - 2.93 ***
Log (total assets) (LTA ) 0.59 0.56 - 1.22 - 0.35 - 1.93 - 1.22
Intercept - 14.99 - 1.58 12.48 0.36 20.23 1.31
Overall R- squared 0.434 0.202 0.398
Number of observations(Number of firms) 406(58) 427(61) 462(66)
(Note 1), regression results of Industry dummies as explanatory variables have been omitted. 
(Note 2), asterisks denote significance levels: *  indicates significance at the 10% level, **  at the 5% level, ***  at the 1% level.

Table 2 The Effect of Ownership Concentration on Performance
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(1) Indonesia
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Separation of voting rights and cash flow rights (DI ) - 0.09 - 0.17 0.06 0.02 0.38 0.92
DI*D95 0.08 0.45 0.10 0.15 - 0.00 - 0.01
DI*D96 0.09 0.52 0.14 0.21 0.00 0.00
DI*D97 - 0.29 - 1.54 - 0.63 - 0.89 0.10 0.55
DI*D98 - 0.47 - 2.40 ** - 1.51 - 2.06 ** 0.29 1.52
DI*D99 0.35 1.81 * 0.52 0.71 - 0.01 - 0.05
DI*D00 - 0.12 - 0.59 - 0.77 - 1.02 - 0.03 - 0.14
Log (total assets) (LTA ) - 3.05 - 1.77 * - 1.69 - 0.23 - 2.21 - 1.37
Intercept 50.00 1.69 * 40.89 0.32 29.62 1.10
Overall R- squared 0.404 0.220 0.451
Number of observations(Number of firms) 238(34) 182(26) 196(28)

(2) Korea
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Separation of voting rights and cash flow rights (DI ) 0.32 0.90 0.46 0.25 2.82 0.53
DI*D95 - 0.03 - 0.26 - 0.17 - 0.17 - 0.06 - 0.53
DI*D96 - 0.25 - 1.85 * - 0.86 - 0.88 - 0.15 - 1.27
DI*D97 - 0.35 - 2.51 ** - 1.29 - 1.28 - 0.09 - 0.68
DI*D98 - 0.29 - 2.01 ** - 0.69 - 0.68 - 0.16 - 1.10
DI*D99 - 0.03 - 0.23 - 0.86 - 0.84 - 0.03 - 0.24
DI*D00 - 0.27 - 1.80 * - 0.44 - 0.42 - 0.17 - 1.17
Log (total assets) (LTA ) 2.37 2.21 ** 8.08 1.30 2.60 1.60
Intercept - 30.15 - 1.79 * - 118.42 - 1.23 - 48.85 - 0.75
Overall R- squared 0.152 0.115 0.387
Number of observations(Number of firms) 189(27) 189(27) 161(23)

(3) Malaysia
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Separation of voting rights and cash flow rights (DI ) 0.48 1.96 ** 1.22 2.87 *** 0.12 0.10
DI*D95 - 0.01 - 0.11 0.05 0.17 0.11 0.51
DI*D96 0.01 0.05 0.01 0.03 0.06 0.28
DI*D97 - 0.06 - 0.62 - 0.23 - 0.76 0.05 0.20
DI*D98 - 0.29 - 2.68 *** - 0.82 - 2.67 *** - 0.48 - 2.07 **
DI*D99 - 0.27 - 2.48 ** - 0.80 - 2.59 *** - 0.59 - 2.53 **
DI*D00 - 0.19 - 1.77 * - 0.16 - 0.51 - 0.72 - 3.12 ***
Log (total assets) (LTA ) - 0.35 - 0.33 2.30 1.39 - 0.00 - 0.00
Intercept 2.42 0.21 - 19.85 - 1.63 6.91 0.15
Overall R- squared 0.414 0.280 0.537
Number of observations(Number of firms) 182(26) 217(31) 210(30)

(4) Philippines
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Separation of voting rights and cash flow rights (DI ) 0.04 0.14 0.62 0.72 2.49 2.46 **
DI*D95 - 0.01 - 0.07 - 0.13 - 0.25 - 0.24 - 0.47
DI*D96 0.18 1.05 - 0.07 - 0.13 - 0.57 - 1.05
DI*D97 - 0.02 - 0.13 - 0.78 - 1.40 - 1.09 - 1.82 *
DI*D98 - 0.16 - 0.81 - 1.18 - 2.06 ** - 1.68 - 2.63 ***
DI*D99 - 0.46 - 2.23 ** - 1.22 - 2.05 ** - 2.19 - 3.32 ***
DI*D00 - 0.30 - 1.32 - 1.32 - 2.05 ** - 1.51 - 2.06 **
Log (total assets) (LTA ) - 2.29 - 1.59 1.99 0.78 12.35 2.70 ***
Intercept 37.49 2.24 ** - 9.91 - 0.35 - 110.02 - 2.06 **
Overall R- squared 0.728 0.572 0.615
Number of observations(Number of firms) 49(7) 42(6) 49(7)

(5) Thailand
Dependent Variables ROA ROE PMA

Coefficient Z- Value Coefficient Z- Value Coefficient Z- Value
Separation of voting rights and cash flow rights (DI ) 0.06 0.33 0.27 0.25 - 0.00 - 0.00
DI*D95 - 0.06 - 0.31 - 0.30 - 0.27 - 0.20 - 0.33
DI*D96 0.00 0.01 0.15 0.13 - 0.36 - 0.59
DI*D97 - 0.36 - 1.73 * - 0.54 - 0.48 - 0.56 - 0.92
DI*D98 - 0.16 - 0.79 - 0.07 - 0.06 - 0.75 - 1.23
DI*D99 0.03 0.15 - 0.55 - 0.48 - 0.67 - 1.10
DI*D00 - 0.06 - 0.30 - 0.43 - 0.37 - 0.28 - 0.45
Log (total assets) (LTA ) - 0.85 - 0.67 - 4.98 - 0.74 - 2.35 - 0.53
Intercept 10.36 0.83 49.47 0.53 29.20 0.48
Overall R- squared 0.314 0.172 0.109
Number of observations(Number of firms) 42(6) 56(8) 63(9)
(Note 1), regression results of Industry dummies as explanatory variables have been omitted.
(Note 2), asterisks denote significance levels: * indicates significance at the 10%level, ** at the 5%level, * ** at the 1%level.

Table 3 The Effect of Separation of voting rights and cash flow rights on Performance
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(1) Indonesia

Panel A: full sample firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) -13,98 -3,03 *** 11,23 0,57 -2,51 -0,46 
DA -1 *D95 0,63 0,19 0,11 0,01 0,60 0,15 
DA -1 *D96 -1,60 -0,48 -4,53 -0,34 -2,92 -0,72 
DA -1 *D97 -14,17 -4,14 *** -31,13 -2,25 ** -3,34 -0,77 
DA -1 *D98 -15,99 -4,77 *** -69,47 -5,09 *** -3,10 -0,72 
DA -1 *D99 3,56 1,07 -2,09 -0,15 -5,71 -1,33 
DA -1 *D00 -9,59 -2,83 *** -25,19 -1,81 * -6,70 -1,53 
Log (total assets) (LTA) 0,42 0,50 2,79 0,84 0,43 0,35 
Intercept 15,08 1,30 -11,61 -0,23 2,50 0,56 
Overall R-squared 0,509 0,289 0,417
Number of observations (Number of firms) 455(65) 385(55) 441(63)

Panel B: high debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) -1,83 -0,15 53,88 0,91 11,73 1,02 
DA -1 *D95 0,56 0,09 3,21 0,11 2,64 0,44 
DA -1 *D96 -1,31 -0,21 4,68 0,16 -3,30 -0,51 
DA -1 *D97 -11,90 -1,73 * -17,39 -0,61 -4,13 -0,54 
DA -1 *D98 -21,44 -2,85 *** -100,21 -3,57 *** -0,76 -0,09 
DA -1 *D99 -4,83 -0,64 11,19 0,40 -10,89 -1,27 
DA -1 *D00 -12,06 -1,59 -24,88 -0,88 -9,19 -1,02 
Log (total assets) (LTA) 3,89 1,15 -8,45 -2,06 ** 2,06 0,53 
Intercept -38,58 -0,83 87,82 2,08 ** -22,00 -0,42 
Overall R-squared 0,382 0,335 0,493
Number of observations (Number of firms) 91(13) 77(11) 84(12)

Panel C: low debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) -17,18 -1,28 -11,71 -0,47 -15,25 -0,62 
DA -1 *D95 -3,07 -0,27 -20,03 -0,65 -1,87 -0,07 
DA -1 *D96 -2,82 -0,27 -15,82 -0,59 0,48 0,02 
DA -1 *D97 -13,75 -1,28 -53,51 -1,83 * -14,85 -0,55 
DA -1 *D98 -6,20 -0,61 -32,75 -1,30 -23,99 -1,03 
DA -1 *D99 10,91 1,06 -18,390 -0,76 13,84 0,60 
DA -1 *D00 -3,45 -0,33 -53,03 -2,10 ** 7,16 0,31 
Log (total assets) (LTA) -1,52 -1,64 * 9,67 1,58 2,59 0,42 
Intercept 33,03 2,76 *** -110,95 -1,19 -6,40 -0,07 
Overall R-squared 0,275 0,520 0,388
Number of observations (Number of firms) 91(13) 77(11) 84(12)
Note 1: Results regarding industry dummies as explanatory variables have been omitted.
Note 2: A+A1sterisks denote significance levels: * indicates significance at the 10% level, ** at the 5% level, *** at the 1% level.
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(2) Korea

Panel A: full sample firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) -2,69 -1,46 18,12 1,11 0,01 0,01 
DA -1 *D95 -0,16 -0,17 -2,02 -0,24 -1,62 -1,54 
DA -1 *D96 -2,73 -2,95 *** -11,03 -1,32 -2,94 -2,79 ***
DA -1 *D97 -3,84 -4,16 *** -17,07 -2,05 ** -2,82 -2,66 ***
DA -1 *D98 -5,04 -5,54 *** -29,04 -3,55 *** -6,24 -5,95 ***
DA -1 *D99 -2,08 -2,26 ** -22,70 -2,73 *** -2,90 -2,75 ***
DA -1 *D00 -3,51 -3,72 *** -22,85 -2,68 *** -4,59 -4,29 ***
Log (total assets) (LTA ) 0,91 3,82 *** 1,23 0,62 1,38 4,25 ***
Intercept -3,67 -0,87 -24,51 -0,71 -6,86 -1,23 
Overall R-squared 0,221 0,116 0,330
Number of observations(Number of firms) 931(133) 973(139) 889(127)

Panel B: high debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) 0,03 0,01 120,97 1,31 18,40 2,42 **
DA -1 *D95 0,32 0,22 -2,16 -0,09 -3,59 -1,25 
DA -1 *D96 -0,49 -0,34 -8,33 -0,35 -3,81 -1,31 
DA -1 *D97 -1,99 -1,37 -20,23 -0,84 -7,80 -2,64 ***
DA -1 *D98 -6,33 -4,37 *** -57,98 -2,39 ** -15,56 -5,35 ***
DA -1 *D99 -4,36 -3,01 *** -37,74 -1,58 -7,62 -2,61 ***
DA -1 *D00 -3,62 -2,51 ** -53,92 -2,24 ** -6,92 -2,38 **
Log(total assets) (LTA ) 0,38 0,69 0,22 0,02 2,80 2,21 **
Intercept 1,51 0,17 -89,53 -0,60 -40,22 -2,04 
Overall R-squared 0,428 0,177 0,356
Number of observations(Number of firms) 182(26) 189(27) 175(25)

Panel C: low debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) -10,22 -1,86 * -31,64 -1,49 -4,70 -0,92 
DA -1 *D95 -0,34 -0,11 -5,98 -0,39 -1,86 -0,60 
DA -1 *D96 -5,08 -1,54 -18,86 -1,24 -5,49 -1,72 *
DA -1 *D97 -7,03 -2,11 ** -24,36 -1,62 -3,56 -1,12 
DA -1 *D98 -6,54 -2,04 ** -22,39 -1,57 -3,89 -1,26 
DA -1 *D99 -3,57 -1,07 -36,15 -2,51 ** -3,79 -1,19 
DA -1 *D00 -0,16 -0,05 -9,05 -0,63 -14,59 -4,60 ***
Log(total assets) (LTA ) 0,53 0,50 6,30 4,09 *** 2,23 2,76 ***
Intercept 2,72 0,14 -57,93 -2,51 ** -16,19 -1,07 
Overall R-squared 0,235 0,148 0,475
Number of observations(Number of firms) 182(26) 189(27) 175(25)
(Note 1), regression results of Industry dummies as explanatory variables have been omitted. 
(Note 2), asterisks denote significance levels: * indicates significance at the 10% level, ** at the 5% level, *** at the 1% level.
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(3) Malaysia

Panel A: full sample firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA-1 ) -0,44 -0,25 10,31 2,41 ** -6,13 -1,65 *
DA-1 *D95 -1,42 -1,05 -0,30 -0,09 0,45 0,17 
DA-1 *D96 -2,13 -1,54 -5,22 -1,48 -1,39 -0,51 
DA-1 *D97 -6,78 -4,86 *** -16,71 -4,76 *** -4,52 -1,62 
DA-1 *D98 -13,82 -9,99 *** -35,09 -10,09 *** -17,74 -6,44 ***
DA-1 *D99 -11,09 -8,17 *** -28,52 -8,29 *** -19,94 -7,36 ***
DA-1 *D00 -10,34 -7,65 *** -24,63 -7,17 *** -15,23 -5,61 ***
Log (total assets) (LTA) 0,16 0,49 1,64 2,44 ** 2,61 3,15 ***
Intercept 2,25 0,77 0,72 0,11 -0,93 -0,10 
Overall R-squared 0,434 0,348 0,439
Number of observations (Number of firms) 1099(157) 1148(164) 1127(161)

Panel B: high debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA-1 ) -2,54 -0,65 14,25 1,20 -3,14 -0,37 
DA-1 *D95 -0,13 -0,07 -1,55 -0,27 0,76 0,19 
DA-1 *D96 -1,56 -0,77 -6,42 -1,08 -1,13 -0,27 
DA-1 *D97 -2,15 -1,03 -13,06 -2,13 ** -5,33 -1,25 
DA-1 *D98 -6,70 -3,21 *** -30,75 -5,01 *** -16,48 -3,87 ***
DA-1 *D99 -7,34 -3,52 *** -31,17 -5,06 *** -25,84 -6,05 ***
DA-1 *D00 -4,88 -2,37 ** -21,59 -3,56 *** -13,65 -3,19 ***
Log (total assets) (LTA) 0,19 0,32 3,36 1,82 * 5,29 4,16 ***
Intercept 7,28 1,17 -17,12 -1,03 -25,05 -2,11 
Overall R-squared 0,293 0,417 0,465
Number of observations A1(Number of firms) 217(31) 224(32) 224(32)

Panel C: low debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA-1 ) 5,67 1,20 23,13 1,64 2,48 0,21 
DA-1 *D95 -2,14 -0,42 -1,18 -0,07 5,23 0,44 
DA-1 *D96 -4,91 -0,96 -3,41 -0,18 3,02 0,26 
DA-1 *D97 -8,89 -1,16 -25,14 -1,07 3,64 0,26 
DA-1 *D98 -23,13 -3,99 *** -52,12 -3,04 *** -2,11 -0,18 
DA-1 *D99 -14,71 -2,79 *** -42,51 -2,72 *** -8,19 -0,75 
DA-1 *D00 -27,17 -5,14 *** -13,59 -0,91 ** -30,61 -2,79 ***
Log (total assets) (LTA) 2,05 2,99 *** 4,38 2,63 *** 0,29 0,17 
Intercept -0,50 -0,19 -26,00 -1,72 * 11,84 0,99 
Overall R-squared 0,394 0,203 0,525
Number of observations (Number of firms) 217(31) 224(32) 224(32)
Note 1: Results regarding industry dummies as explanatory variables have been omitted.
Note 2: Asterisks denote significance levels: * indicates significance at the 10% level, ** at the 5% level, *** at the 1% level.
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(4) Philippines

Panel A: full sample firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA-1 ) 9,62 2,59 *** 39,66 5,79 *** 9,96 1,16 
DA-1 *D95 -2,17 -0,89 -9,91 -2,10 ** -0,04 -0,01 
DA-1 *D96 -2,86 -1,17 -12,40 -2,65 *** -2,06 -0,47 
DA-1 *D97 -5,63 -2,28 ** -24,11 -5,18 *** -4,32 -0,95 
DA-1 *D98 -8,42 -3,50 *** -27,80 -6,08 *** -17,45 -3,95 ***
DA-1 *D99 -11,19 -4,61 *** -32,81 -7,12 *** -21,17 -4,74 ***
DA-1 *D00 -9,24 -3,85 *** -28,04 -6,19 *** -15,34 -3,39 ***
Log (total assets) (LTA) -0,04 -0,06 1,06 1,02 1,22 0,91 
Intercept 1,81 0,41 -2,50 -0,32 19,93 1,79 *
Overall R-squared 0,410 0,533 0,616
Number of observations (Number of firms) 322(46) 280(40) 252(36)

Panel B: high debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA-1 ) -22,54 -4,67 *** 32,15 0,69 -135,27 -1,83 *
DA-1 *D95 -0,61 -0,75 -9,07 -2,44 ** -1,68 -0,29 
DA-1 *D96 0,03 0,03 -7,54 -2,00 ** -0,55 -0,10 
DA-1 *D97 -1,25 -1,49 -18,86 -4,92 *** -3,79 -0,65 
DA-1 *D98 -2,37 -2,86 *** -20,43 -5,38 *** -16,76 -2,89 ***
DA-1 *D99 -3,89 -4,60 *** -25,24 -6,41 *** -20,05 -3,38 ***
DA-1 *D00 -3,03 -3,58 *** -20,62 -5,21 *** -11,59 -1,95 *
Log (total assets) (LTA) -0,22 -1,01 0,84 0,74 -1,32 -0,79 
Intercept 25,55 6,91 *** -13,27 -0,30 139,79 1,95 *
Overall R-squared 0,596 0,726 0,660
Number of observations (Number of firms) 63(9) 56(8) 49(7)

Panel C: low debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA-1 ) -3,38 -0,35 22,58 1,04 8,57 0,34 
DA-1 *D95 2,54 0,17 14,48 0,53 -7,83 -0,28 
DA-1 *D96 13,47 0,93 48,43 1,74 -32,65 -1,33 
DA-1 *D97 16,45 0,72 52,52 1,30 -54,56 -1,73 *
DA-1 *D98 3,66 0,26 15,65 0,61 -74,63 -2,95 ***
DA-1 *D99 4,00 0,36 8,83 0,38 -35,91 -1,59 
DA-1 *D00 12,03 1,26 23,87 1,12 -15,81 -0,72 
Log (total assets) (LTA) -2,66 -2,38 ** -3,47 -1,76 * 1,88 1,04 
Intercept 19,02 2,53 ** 24,75 1,84 * -1,35 -0,08 
Overall R-squared 0,647 0,595 0,246
Number of observations (Number of firms) 63(9) 56(8) 49(7)
Note 1: Results regarding industry dummies as explanatory variables have been omitted.
Note 2: Asterisks denote significance levels: * indicates significance at the 10% level, ** at the 5% level, *** at the 1% level.
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(5) Thailand

Panel A: full sample firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) 6,36 2,78 *** 54,17 4,94 *** 17,70 4,63 ***
DA -1 *D95 -1,32 -0,75 -9,14 -1,08 -2,41 -0,94 
DA -1 *D96 -4,72 -2,73 *** -18,50 -2,22 ** -7,19 -2,84 ***
DA -1 *D97 -31,92 -18,50 *** -37,13 -4,47 *** -15,99 -6,31 ***
DA -1 *D98 -4,71 -2,88 *** -41,15 -5,22 *** -22,27 -9,14 ***
DA -1 *D99 -10,04 -6,08 *** -44,21 -5,55 *** -25,30 -10,40 ***
DA -1 *D00 -7,86 -4,72 *** -37,93 -4,73 *** -17,52 -7,16 ***
Log (total assets) (LTA ) 0,87 1,86 * 2,45 1,21 1,77 1,86 *
Intercept -2,39 -0,65 -22,22 -1,37 -4,61 -0,61 
Overall R-squared 0,478 0,226 0,408
Number of observations(Number of firms) 1008(144) 1043(149) 1064(152)

Panel B: high debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) 9,41 1,41 116,03 3,06 *** 29,44 2,66 ***
DA -1 *D95 -0,99 -0,26 -5,24 -0,26 -3,97 -0,57 
DA -1 *D96 -1,96 -0,52 -13,39 -0,67 -7,11 -1,03 
DA -1 *D97 -29,70 -7,97 *** -36,23 -1,81 * -19,50 -2,85 ***
DA -1 *D98 -5,09 -1,35 -89,29 -4,50 *** -33,54 -5,00 ***
DA -1 *D99 -8,86 -2,37 ** -53,20 -2,70 *** -42,99 -6,39 ***
DA -1 *D00 -8,08 -2,17 ** -35,54 -1,80 * -22,95 -3,40 ***
Log(total assets) (LTA ) -0,43 -1,02 -6,00 -3,02 *** -1,66 -2,44 **
Intercept 3,57 0,68 -8,27 -0,31 7,10 0,77 
Overall R-squared 0,354 0,150 0,272
Number of observations(Number of firms) 196(28) 203(29) 210(30)

Panel C: low debt ratio firms
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Debt ratio (DA -1 ) 18,41 3,45 *** 26,50 1,71 * 25,53 2,59 ***
DA -1 *D95 -4,12 -0,82 -10,37 -0,72 -5,15 -0,66 
DA -1 *D96 -13,00 -2,69 *** -22,04 -1,58 -16,72 -2,24 **
DA -1 *D97 -40,33 -7,91 *** -50,50 -3,34 *** -27,00 -3,44 ***
DA -1 *D98 -15,33 -3,22 *** -60,02 -4,35 *** -37,57 -5,21 ***
DA -1 *D99 -19,43 -3,79 *** -58,93 -4,00 *** -37,13 -4,96 ***
DA -1 *D00 -14,29 -2,85 *** -46,83 -3,23 *** -26,96 -3,59 ***
Log(total assets) (LTA ) 3,24 3,15 *** -1,03 -0,35 2,03 0,96 
Intercept -24,30 -2,42 ** 20,29 0,70 -3,60 -0,28 
Overall R-squared 0,577 0,490 0,441
Number of observations(Number of firms) 196(28) 203(29) 210(30)
(Note 1), regression results of Industry dummies as explanatory variables have been omitted. 
(Note 2), asterisks denote significance levels: * indicates significance at the 10% level, ** at the 5% level, *** at the 1% level.
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(1) Indonesia
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Number of segment (NS ) -0,20 -0,25 0,01 0,20 1,23 1,50 
NS*D95 0,05 0,10 -0.00 -0,08 -0,01 -0,02 
NS*D96 -0,30 -0,61 -0.00 -0,25 -0,29 -0,64 
NS*D97 -2,15 -4.22 *** -0,03 -1.65 * -0,26 -0,51 
NS*D98 -1,87 -3.58 *** -0,06 -2.98 *** -0,06 -0,12 
NS*D99 0,17 0,34 -0.00 -0,04 -0,90 -1.74 *
NS*D00 -1,86 -3.55 *** -0,03 -1,21 -0,96 -1.81 *
Log (total assets) (LTA ) -1,38 -1,49 -0,01 -0,19 -1,02 -0,89 
Intercept 31,99 1,97 ** 0,46 0,77 22,26 1,36 
Overall R-squared 0,388 0,186 0,400
Number of observations(Number of firms) 511(73) 399(57) 483(69)

(2) Korea
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Number of segment (NS ) 0,39 1,36 0,01 0,53 0,21 0,64 
NS*D95 -0,03 -0,16 -0.00 -0,20 -0,24 -1,13 
NS*D96 -0,43 -2.56 *** -0,02 -1,06 -0,51 -2.36 **
NS*D97 -0,75 -4.36 *** -0,03 -1.72 * -0,61 -2.76 ***
NS*D98 -0,91 -5.30 *** -0,05 -3.15 *** -1,62 -7.39 ***
NS*D99 -0,27 -1,57 -0,01 -0,96 -0,61 -2.77 ***
NS*D00 -0,71 -4.09 *** -0,04 -2.47 ** -0,52 -2.37 **
Log (total assets) (LTA ) 1,16 4.02 *** 0,01 0,28 1,26 3.81 ***
Intercept -11,43 -2,29 ** -0,07 -0,22 -6,37 -1,08 
Overall R-squared 0,196 0,103 0,279
Number of observations(Number of firms) 952(136) 1008(144) 1141(163)

(3) Malaysia
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Number of segment (NS ) 0,17 0,62 0,01 1,24 -0,82 -1,10 
NS*D95 -0,15 -1,32 0,00 0,23 -0,08 -0,35 
NS*D96 -0,26 -2.22 ** -0.00 -1,14 -0,30 -1,31 
NS*D97 -0,72 -5.86 *** -0,01 -4.05 *** -0,75 -3.12 ***
NS*D98 -1,41 -11.43 *** -0,03 -8.90 *** -2,01 -8.30 ***
NS*D99 -1,21 -9.86 *** -0,02 -6.76 *** -2,17 -9.03 ***
NS*D00 -1,25 -10.20 *** -0,02 -7.46 *** -2,17 -9.03 ***
Log (total assets) (LTA ) 0,58 1,41 0,02 2.04 ** 3,61 4.38 ***
Intercept 2,39 0,66 0,01 0,11 -4,30 -0,45 
Overall R-squared 0,437 0,321 0,406
Number of observations(Number of firms) 1106(158) 1155(165) 1246(178)

(4) Philippines
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Number of segment (NS ) 1,43 2.10 ** 0,03 2.21 ** 3,24 1,42 
NS*D95 -0,43 -1,50 -0,01 -2.19 ** 0,16 0,27 
NS*D96 -0,57 -1.93 * -0,02 -2.77 *** -0,31 -0,51 
NS*D97 -1,01 -3.33 *** -0,03 -4.74 *** -0,48 -0,74 
NS*D98 -1,31 -4.28 *** -0,03 -4.81 *** -1,76 -2.70 ***
NS*D99 -1,70 -5.51 *** -0,04 -5.64 *** -2,07 -3.14 ***
NS*D00 -1,67 -5.39 *** -0,03 -5.25 *** -1,60 -2.36 **
Log (total assets) (LTA ) 0,18 0,27 0,02 1,28 -0,55 -0,36 
Intercept -1,37 -0,22 -0,05 -0,50 26,97 1,61 
Overall R-squared 0,447 0,476 0,656
Number of observations(Number of firms) 322(46) 280(40) 280(40)

(5) Thailand
Dependent Variables ROA ROE PMA

Coefficient Z-Value Coefficient Z-Value Coefficient Z-Value
Number of segment (NS ) 1,39 3.13 *** 0,06 3.28 *** 0,91 1,24 
NS*D95 -0,24 -0,79 -0,01 -0,92 -0,32 -0,69 
NS*D96 -0,68 -2.27 ** -0,02 -1,53 -0,87 -1.87 *
NS*D97 -4,66 -15.50 *** -0,05 -3.22 *** -2,15 -4.60 ***
NS*D98 -0,83 -2.79 *** -0,03 -2.10 ** -2,78 -6.00 ***
NS*D99 -1,49 -4.99 *** -0,02 -1,58 -2,71 -5.85 ***
NS*D00 -1,09 -3.67 *** -0,04 -2.97 *** -2,10 -4.54 ***
Log (total assets) (LTA ) 0,32 0,51 0,01 0,52 0,74 0,78 
Intercept 2,04 0,33 -0,06 -0,35 5,29 0,73 
Overall R-squared 0,404 0,195 0,367
Number of observations(Number of firms) 1050(150) 1057(151) 1148(164)
(Note 1), regression results of Industry dummies as explanatory variables have been omitted. 
(Note 2), asterisks denote significance levels: * indicates significance at the 10% level, ** at the 5% level, *** at the 1% level.

Table 5 The effect of Diversification on Performance 

 
 
Endnotes 
1. Refer to World Bank (1993).  Regarding the reconsideration after the crisis, refer to Stiglitz, Yusuf (eds.) (2001). 
2 .Refer to Corsetti, Pesenti and Roubini (1999) and Stiglitz(2000) for details. 
3. For example, a model based on fundamentals (the first generation model) presented by Krugman (1979); a self-fulfilling 
speculative attacks model based on expectations of the private sector (the second generation model) by Obstfeld(1994); a 
crisis model by Goldfajn and Valdes (1997) analyzing the fragility of the banking sector as the cause of crisis (the third 
generation model). 
4. They show that crisis management can, in principle, avert collapse in two ways: through forced debt rollovers in the short 
run; and ultimately through debt write-downs. 
5. We also try to calculate deviation of performance indices including the unusual values from 1989 to 2000 and from 1994 
to 2000 respectively.  The results are qualitatively similar to those in Table 1.  For simplicity, we only report results without 
unusual value.  
6. Our database ends up having 564 companies for ROA, 558 companies for ROE, and 615 companies for PMA with a total 
of 2,014 companies in the 5 countries covered by Worldscope. Broken down by economies, the sample covers 73 of 220 
Indonesian companies, 136 of 775 Korean companies, 159 of 541 Malaysian companies, 46 of 188 Philippine companies, 
and 150 of 290 Thai companies for ROA; 57 of 220 Indonesian companies, 144 of 775 Korean companies, 166 of 541 Ma-
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laysian companies, 40 of 188 Philippine companies, and 151 of 290 Thai companies for ROE; and 69 of 220 Indonesian 
companies, 164 of 775 Korean companies, 178 of 541 Malaysian companies, 40 of 188 Philippine companies, and 164 of 
290 Thai companies for PMA. Worldscope covers most of the listed companies in each country, providing, for example, the 
financial information for 750 of the total 857 Korean listed companies in 2003.  
7. The calculation is based on a fixed cutoff of 10% ownership requirement.  The calculation provides similar results even 
with a cutoff of 20%. 
8. See Jensen and Meckling (1976). 
9. There are several ways in which controlling shareholders might gain enough power to pursue objectives that may not 
coincide with the profit of the firm, at the expense of minority shareholders.  They might use their control to link the busi-
ness to other affiliated firms in which they hold shares.  When the manager of the firm is a member of the controlling share-
holders’ family, the controlling shareholders might cause the firm’s profits to be used inefficiently to enhance the manager’s 
interest.  Alternatively, they might purchase shares in troubled affiliated firms at artificially high prices as a form of bailout.  
Johnson, La Porta, Lopez-de-Silanes and Shleifer (2000) define as “tunneling” the actions of controlling shareholders to use 
their control to transfer resources away from the firm, and indicate that these actions have been carried out legally as well as 
illegally.  Moreover, La Porta, Lopez-de-Silanes, Shleifer and Vishny (2000), as well as Faccio, Lang and Young (2001), 
study the relationship between expropriation and dividends, and provide an empirical analysis on whether dividends are 
raised when minority shareholders have adequate institutional protection.   
10. Wiwattanakantang (2001), Khanthavit, Plsiri and Wiwattanakantang (2002) provide a detailed analysis on Thailand. 
11. See Obata (2001) for examples of group firms with a pyramid structure in East Asia. 
12. The study by La Porta, Lopez-de-Silanes and Shleifer (1999) is the first to look at ultimate ownership structure in many 
firms throughout the world. 
13. We also performed the Hausman test (Hausman 1978) against each model for Hypothesis 3, 4 and 5, and could not 
reject the null hypothesis in all cases except for the specifications where dependent variables are ROE in Indonesia, ROA 
and ROE in Korea, ROA in Malaysia, ROA, ROE and PMA in the Philippines, and ROE in Thailand for Hypothesis 3; and 
for the specifications where dependent variables are ROE in Indonesia, ROA and ROE in Korea, and ROE in Thailand for 
Hypothesis 5.  
14. From formula (1), it is obvious that b0 is the coefficient on CG for 1994, b1 is the difference between the same coeffi-
cient for 1994 and 1995, b2 is the difference between the same coefficient for 1994 and 1996…and b6 is the difference be-
tween the same coefficient for 1994 and 2000. 
15. Our result is consistent with that of Obata (2001), who focuses on the relationship between firm value and the separation 
of cash flow rights and voting rights, and presents that the negative effect of the separation on firm value is predominant 
during the financial crisis, although it cannot be observed in normal times. 
16. The debt ratios of East Asian firms are not particularly high compared with the average debt ratio for listed firms in 
Japan in 1996 (72.1%) as reported by the financial data bank of the Japan Policy and Investment Bank. 
17. See Myers (1977), Myers and Majluf (1984).  
18. The average debt ratios for low debt ratio firms and high debt ratio firms in each country at the end of 1996 are as fol-
lowing: 
                   high debt ratio firms          low debt ratio firms 
Indonesia  74.5%    22.6% 
Korea  93.9%    52.4% 
Malaysia  76.3%    13.4% 
The Philippines 81.9%    4.9% 
Thailand  83.6%    28.7%           
19. Among the three performance indices, ROE is directly influenced by debt level because of the inclusion of after-tax 
profit in its numerator. ROA and PMA, however, are not directly influenced by debt level because they encompass before-
tax profit in their numerators. 
20. See Laeven (2001), La Porta, Lopez-de-Silanes and Zamarripa (2002) and Wiwattanakantang, Kali and Charumillind 
(2002) about the moral hazard problem caused by crony lending. 
21. See Berger and Ofek (1995), Lang and Stulz (1994), Comment and Jarrell (1995), Servaes (1996), Denis, Denis and 
Sarin (1997), Shin and Stulz (1998), Denis, Denis and Yost (2002), and Mansi and Reeb (2002). 
22. Claessens, Djankov, Fan and Lang (2001), and Mitton (2001) study diversification in East Asian firms and show that 
diversified firms perform worse than other firms owing to inefficiency caused by diversification. However, Khanna and 
Palepu (2000) show that affiliates of diversified business groups outperform unaffiliated firms in India. 
23. See Krugman (1998). 
24. In a similar vein, Fan and Wong (2000) analyze the effect on corporate performance of the outside auditing systems that 
are a part of corporate governance. 
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Abstract 
 
This paper analyses firms’ ownership structure and corporate governance in seven countries, with an 
emphasis on stock exchange listed firms. This focus is, in our view, important because these firms are 
more representative of the economies of countries included in our sample. Our results indicate that in 
Canada, Europe and East-Asia, ownership structure is highly concentrated. Most of the firms are 
controlled by at least one large shareholder who reinforces his or her control with devices such as 
multiple voting right shares, pyramidal structures, cross ownership, and reciprocal holding. In the 
U.S., firms’ ownership structure is more diffuse. The use of means to separate ownership from con-
trol is less present and the control of the large shareholder is lower than in the other sample coun-
tries. Being listed on the stock exchange can explain the firm’s ownership structure. Exchange-listed 
firms, which are generally larger in size than unlisted firms, tend to have more diffused ownership. 
Further, the legal system hypothesis formulated by La Porta, Lopez-De-Silanes, Shleifer & Vishny 
(1998) does not hold for the countries we analysed. 
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Introduction 

 
Since Berle & Mean’s research (1932), studies of 
firms’ ownership structure has always garnered at-
tention in the literature on finance. Through their 
analyses, researchers sought to know not only how 
firms’ ownership structure was organized around the 
world, but what could explain different ownership 
structures in various countries. The general trend 
suggests that while U.S. firms’ ownership structure 
is diffuse, in other countries it varies and is concen-
trated. While several studies have been realized on 
the topic, there is still room for further analyses.  

The goal of this paper is to shed light on owner-
ship structure and corporate governance by focusing 
on stock exchange listed firms in our view. This 
focus is necessary and important, for, to our knowl-
edge, such a study has not been done before. Previ-
ous research usually has randomly selected samples 
in the countries analyzed, with the result that these 
samples where not necessarily representative of 
countries’ economies. Conversely, stock exchanges 
are usually composed so as to include firms from 
various industries that are the most representative 

firms in the economy. Therefore, our exchange listed 
firms which highly characterize the economies of the 
countries included in the sample. 

Our results indicate that in Canada, Europe, and 
East-Asia, ownership structure is highly concen-
trated. Most of the firms are controlled by at least 
one large shareholder who reinforces his or her con-
trol with devices such as multiple voting right shares, 
pyramidal structures, cross- ownership, and recipro-
cal holdings. In the U.S., ownership structure is more 
diffuse. The various means of separating ownership 
from control is less present, and control over the 
large shareholder is lower than in the other sample 
countries. There is however a large percentage of 
firms managed by a family member. In this country, 
agency problems likely stem from shareholder-
management conflicts. In East-Asia and France, 
agency problems mainly come from conflicts oppos-
ing the large shareholder to minority shareholders, 
since diffuse-owned firms are less present. Most of 
the firms are controlled by families who appoint one 
of their members as management. German and Japa-
nese firms are usually controlled by widely-held 
financial institutions that are able to monitor man-
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agement decisions. Furthermore, the legal system 
hypothesis formulated by La Porta, Lopez-De-
Silanes, Shleifer & Vishny (1998) does not hold for 
the countries analysed in this study. 

The paper will proceed as follows: section 2 is a 
review of the literature written on the subject, section 
3 presents our data, section 4 reports and discusses 
our results and Section 5 presents our conclusions of 
the study. 
 
2. Literature review 
 
2.1. Ownership Diffusion and Share-
holder – Manager Agency Costs 

 
Agency cost theories assume that the separation of 
ownership and control induces an agency problem 
between shareholders and managers. Although 
shareholders have the ultimate control rights through 
their votes, they are too small and too numerous to 
exercise this control on a day-to-day basis. They are 
also not usually qualified or informed enough to 
decide what to do. They therefore hire managers to 
whom they delegate the day-to-day decisions of the 
firm. The second issue related to a dispersed owner-
ship is that individually, shareholders have little 
incentive to monitor management (Hart, 1995). 
Monitoring is a public good, and when one share-
holder’s monitoring improves company perform-
ance, all shareholders benefit. Since monitoring is 
costly, each shareholder free-rides in the hope that 
others will do the monitoring. Consequently, manag-
ers end up with substantial residual control rights 
over firm decisions and lack monitoring. They there-
fore have discretion to pursue their own interest at 
the expense of that of shareholders. They can, for 
instance, undertake projects which do not necessarily 
contribute to shareholders wealth maximization but 
from which they nonetheless derive personal bene-
fit.1 

 
2.2. Ownership Concentration as a Solu-
tion to the Shareholder – Manager 
Agency Problem 

 
Several authors have argued that the presence of a 
large shareholder in the firm’s ownership structure 
whose wealth greatly depends on firm performance 
is an effective means of controlling managers’ ac-
tions. With a great proportion of his or her wealth 
invested in the firm, he or she is more motivated to 
control managers’ actions and prevent opportunistic 
behavior. Shleifer & Vishny (1986) develop a model 
explaining the role played by large shareholders in a 
firm, arguing that they can effectively increase man-
agers’ efficiency through three mechanisms; first, 
they can make a public offer, take control of the 

                                                 
1 Private benefits represent perquisites of control and diversion of 
resources from security holders, which benefit only company 
insiders, such as the large shareholder or other block holders. 

firm, and replace inefficient managers; second, they 
can help outside investors take control of the firm 
and replace inefficient managers; Third, they can 
advise management on strategies that improve effi-
ciency and increase firm value. Tosi & Gomez-Mejia 
(1994) show that in firms with large shareholders, 
the level of management control is high, and man-
agement decisions are more aligned to those of 
shareholders. Zeckhauser & Pound (1990) reach the 
same conclusion. According to them, firms with a 
large shareholder perform better than other firms 
when control of the large shareholder on managers’ 
decisions is effective. Monitoring managers can be 
even more effective when the large shareholder is an 
institutional investor (Schleifer & Vishny, 1986). 
Compared to other investors, institutional investors 
have better expertise and can monitor managers at 
lower cost. This results in a positive relation between 
the firm value and institutional investors’ percentage 
of firm capital. Barclay & Holderness (1990) find a 
positive abnormal return around announcements of 
acquisition of large block of share by external inves-
tors. McConnel & Servaes (1990) report a concave 
relation between firm value and large ownership 
which indicates that all agency problems are not 
necessarily solved by ownership concentration. 
However, La Porta, Lopez-De-Silanes & Schleifer 
(1999), and Facio & Lang (2000) among others, 
show that in firms with concentrated ownership, 
agency costs are not eliminated, they oppose the 
large shareholder to minority shareholders rather 
than shareholders to managers. 
 
2.3. Ownership Concentration and Large 
Versus Minority Shareholders Agency 
Costs 

 
The largest shareholder can inflict several costs on 
minority shareholders. He or she may put forward 
his or her own interests (which generally do not 
coincide with those of minority shareholders), and 
subsequently derive private benefits from control 
over firm decisions. Several techniques can be used 
to separate the firm’s ownership from its control and 
increase the likelihood of minority shareholders’ 
expropriation. Among these are: 

Stock with multiple voting rights: These stocks 
confer more than one voting right to their owner, and 
are considered a means to separate ownership from 
control since they allow their owner to have more 
control over the firm’s decisions than their percent-
age of the firm’s share. Let us consider a shareholder 
who holds 60 shares (with 10 voting rights each) on 
a total of 100 in this category, and 10 shares (with 1 
voting right each) on a total of 100 in this second 
category. His or her ownership percentage of the 
firm is 35% [(60+10)/(100+100], while the voting 
right percentage is 55.45% [(60*10 + 10*1)/(100*10 
+ 100*1)]. He or she then controls the firm’s deci-
sions even thought he or she does not own the major-
ity of the firm’s shares (more then 50%). Stocks with 
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multiple voting rights are usually sold at premium. 
According to Zingales (1995) and Nenova (1999), 
this is evidence of the presence of private benefits 
enjoyed by owners at the expense of minority share-
holders. 

Pyramidal structure: A pyramidal structure al-
lows a shareholder to have voting rights in a firm 
without necessarily holding its shares: control is 
practiced through another firm. If, for instance, a 
family directly controls 50% of firm X which in turn 
controls 20% of firm Y, the family will then have 
20% of firm Y’s voting rights [Min (50%, 20%)] and 
10% of its ownership [50% * 20%]. Wolfenzon 
(1999) interprets the existence of pyramidal struc-
tures as a means of expropriating minority interests, 
as it creates a wedge between cash flow and control 
rights for the controlling shareholders. The separa-
tion of ownership and control in pyramidal groups 
generates strong incentives for the controlling share-
holder to divert resource for his or her own benefit. 
There is evidence of such resources diversion. For 
instance, Bertrand, Mehta and Mullainathan (2000) 
report that in Indian pyramidal business groups, the 
diversion of resources follows the lines of owner-
ship, flowing from firms near the bottom of the 
pyramid to firms near the top of the pyramid. Similar 
results are found by Bigelli and Mengoli (1999) for 
Italy. It may be surmised that external investors 
regard the presence of pyramids in an ownership 
structure as a signal of expropriation.  

Cross ownership: A third tool that main share-
holders can use to expropriate minority shareholders 
is cross-ownership. This form of ownership structure 
is a mix between the direct ownership of stock and 
indirect ownership through a pyramid. From the 
above example, if additionally the family directly 
holds 5% of firm Y’s shares, it will then control 25% 
of its voting rights [Min (50%, 20%) + 5%] and own 
15% of its shares [50% * 20% + 5%]. As proposed 
by Faccio & Lang (2000) and Gadhoum (2000), 
large shareholders use cross ownership and pyrami-
dal structures to reinforce the control of their firms. 
Reciprocal holding: Reciprocal holding consists of 
reciprocal ownership between two firms; that is, firm 
X holds part of firm Z that, in turn, holds some rights 
in firm X. This remains an important mechanism 
used by ultimate shareholders to expropriate minor-
ity shareholders. 
 
2.4. A General Look at Ownership Struc-
ture around the World 

 
Early in 1932, Berle & Mean showed that U.S. 
firms’ ownership structure is diffuse. Firms are usu-
ally widely held, with no investor holding important 
stakes and no effective control. This reality has cer-
tainly evolved with time. Holderness, Kroszner, and 
Sheehan (1999) find that managers’ ownership in 
U.S. firms is now higher than in Berle & Mean’s 
sample period. However, Holderness & Sheehan 
(1988) find that only a few hundred U.S. firms have 

a shareholder who directly owns more than 51% of 
shares. Ownership diffusion remains a predominant 
feature in the U.S. context, and several studies con-
ducted in other international settings seem to con-
clude that ownership structure around the world is 
more concentrated than it is in the U.S..   

La Porta, Lopez-De-Silanes, and Shleifer (1999) 
analyze ownership structure in 27 countries and 
conclude that in most of them, ownership structure is 
concentrated, with the majority of firms been con-
trolled by families. Seventy-three percent (73%) of 
firms are managed by a family member, and 78.7% 
have a unique large shareholder. In most countries, 
ultimate owner voting rights are higher than their 
ownership rights.  

Faccio & Lang (2000), analyze the ownership 
structure of 3740 firms in five European countries 
and also find a concentrated ownership in their sam-
ple. Direct or indirect control is exercised by a lim-
ited number of families (43.9%). In Canada, Rao & 
Lee-Sing (1995), Gadhoum (1995, 2000) and Gad-
houm & Zhegal (1999) conducted similar analyses 
and reported that Canadian firms ownership structure 
is far from being diffuse. Most Canadian firms are 
directly or indirectly controlled by at least one large 
shareholder who holds more than 50% of voting 
rights. Concentration is more effective in family or 
group-affiliated firms. Gadhoum (1995) reported that 
Canadian firms’ ownership structure is similar to that 
of the large Keiretsu Japanese group, and is charac-
terized by inter-firm links exclusively controlled by a 
few individuals from the same family. Claessens, 
Djankov, Fan, and Lang (2000) extend that analysis 
to 2980 East-Asian firms and find that two-thirds of 
firms in their sample are controlled by a unique large 
shareholder who was also the manager. In Indonesia 
and the Philippines, they find that the 10 largest 
families controlled more than half of firms’ assets 
(57.7% and 52.5%, respectively). An important ques-
tion is what explains firm ownership structures 
around the world. La Porta, Lopez-de-Silanes, 
Shleifer and Vishny (1998) provided the legal sys-
tem hypothesis. According to them, countries can be 
broadly classified into two categories: Common-law 
countries, whose legal systems are similar to those 
present in the United States, United Kingdom, Can-
ada, and the former British colonies; and civil-law 
countries, with a legal system similar to that in 
France. 

Common-law countries usually have a strong 
legal system that protects minority shareholders’ 
interests. Consequently, it discourages ownership 
concentration. There is no interest in holding a large 
proportion of firm capital, since legal protections in 
place assure that voting rights cannot confer private 
benefits to the large shareholder. Conversely, in 
civil-law countries, minority shareholders’ protec-
tions in the legal system are weak. This encourages 
block holders to increase their ownership in order to 
exploit minority interests.  
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The nature of our sample of countries, which in-
cludes both common-law and civil-law countries, 
allows us to test this hypothesis. 
 
3. Data 

 
The stock exchange listed sample of firms used in 
this paper consists of 1182 firms composing stock 
indexes in seven countries: Among them are 500 
firms from the U.S. S&P500, 300 firms from the 
Canadian TSE300, 40 firms from the French 
CAC40, 30 firms from the Germany DAX, 225 firms 
from the Japan NIKKEI 225, 32 firms from the Hong 
Kong HANG SENG, and 55 firms from the Singa-
pore STI2. In each country, we also consider a coun-
trywide sample of firms for comparative purposes. 
We then use 3969 firms for the U.S., 1120 firms for 
Canada, 607 firms for France, 704 firms for Ger-
many, 1749 firms for Japan, 583 firms for Hong 
Kong, and 266 firms for Singapore. All data are for 
1996.  

In Canada, we collected data from various 
sources, including The Financial Post (FP), Survey 
of Industrials, Survey of Mines and Energy Re-
sources, “Liens de parenté entre sociétés (LP)”, and 
the Stock Guide’s “Corporate Profile” section. In the 
U.S., we used two information sources: the Securi-
ties Exchange Commission (SEC) web site and 
Worldscope Global database. For the other countries, 
we used Worldscope database and firms’ own web-
sites. For each firm in the sample, we followed the 
ownership chain in order to identify the ultimate 
owner. The ultimate owner is defined as being a 
shareholder who has control of a firm (minimum 
10% of voting rights) without being controlled by 
someone else. If a firm did not have an ultimate 
shareholder, it was defined as being a widely held 
firm. The ultimate owner can be different from the 
largest shareholder, since part of its control may be 
indirect. Additionally, the largest shareholder may be 
controlled, while this is not the case for the ultimate 
owner who is at the end of the control line. In several 
cases, the ultimate shareholder is an entity (firm or 
financial institution). In such cases, we followed the 
ownership line of this entity until we reached an 
individual or a widely-held entity. When the ultimate 
owner was an unlisted firm, we considered it as a 
family3. The exception is an unlisted financial insti-
tution that we classified as a widely-held financial 
institution. In East-Asian countries, there are many 
firms controlled by anonymous shareholders. This 
does not allow us to compute all variables in these 
countries. Finally, we do not separate families from 
individuals.  

                                                 
2 The Canadian Toronto Stock Exchange index has been renamed 
TSX. 
3 This happens because we generally cannot identify the owners of 
unlisted companies. As La Porta et al., (1999) and Claessens et al. 
(2000), we recognize that this procedure biases our measure of 
ultimate ownership. 

Ownership and control are respectively related 
to rights on cash flows and voting rights. These two 
measures may be different due to the devices used, 
such as multiple voting shares, pyramidal structures, 
cross ownership, and reciprocal holdings. 

We classify ultimate owners into five categories: 
1- family (which include individuals and families) 2- 
government, 3- widely held financial institutions, 4- 
widely held firms, and 5- miscellaneous investor 
(i.e., a charity, a voting trust, a cooperative, a minor-
ity foreign investor, to name few). 

The definition of variables used in the paper is 
presented in the following table: 

-------------------------------------------------- 
Take in Table 1 

-------------------------------------------------- 
 

4. Results Analysis 
 
Results analysis is organized as follows: First, we 
present the ownership structure of firms in our sam-
ple. Second, we look at the means used in the sample 
countries to separate firms’ ownership from their 
control. Finally, we analyze the role of the second-
ultimate owner in protecting minority shareholders 
from expropriation. When possible, we compared 
our results to those of previous studies. 

 
4.1. Ownership Structure in the Sampled 
Countries 

 
Table 2 reports the ownership structure of firms in 
the seven countries analyzed in this paper. 

-------------------------------------------------- 
Take in Table 2 

-------------------------------------------------- 
 
We notice from Table 2 that 25.71% of the Ca-

nadian TSE300, 18.75% of the French CAC40, and 
17% of the German DAX firms are widely held 
firms - against 60.25% for U.S. firms. For East-
Asian firms, the percentage of widely held firms is 
lower (6.51% in Japan, 0% in Hong Kong and 0% in 
Singapore). We conclude that the ownership struc-
ture in the sample countries is highly concentrated; 
in these countries, investors usually buy stocks in 
order to control firms rather than diversify their risk. 
It is only in the U.S. that the ownership structure is 
diffuse and where investors seek diversification. 

Families represent the most important type of ul-
timate owner. On average, they control 44.08% of 
Canadian firms, 21.33% of U.S. firms, 21.88% of 
French firms, 84% of Hong Kong firms, and 82.76% 
of Singapore firms. In Germany and Japan, it is 
mostly financial institutions that control exchange 
listed firms, with 38% and 85.80% of ownership 
respectively. In Canada, financial institutions control 
20% of sample firms. The percentage is 16.36% in 
U.S. firms and 9.37% in French CAC40 firms. 

Government controls only 0.21% of U.S. firms, 
while the percentage is 68.97% in Singapore. Glob-
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ally, government’s role is minor, but its importance 
varies from one country to another. In Singapore, 
public authorities highly intervene in the economy in 
order to regulate market and control economic ag-
gregates. However, in the U.S., Canada, and Japan, 
such intervention is insignificant. 

Widely held firms represent a relatively impor-
tant ultimate owner in Canada and Hong Kong as 
compared to the U.S., France, Germany and Japan. 
Specifically, they control 11.48% and 31 of Cana-
dian and Hong Kong exchange listed firms, com-
pared to 1.65 % in the U.S., 3.13% in France, 0% in 
Germany, and 3% in Japan. 

In most exchange listed firms, there is a unique 
ultimate owner. The proportion of firms is 90.04% in 
the U.S., 66.12% in Canada, 76.92% in France and 
37.50% in Germany. In East-Asia, this percentage is 
68.55%, 55.56% in Japan, and 17.02% in HongKong 
and Singapore. 

This first analysis shows that ownership struc-
ture is concentrated in Canada as well as in European 
and Asian countries. The majority of firms are fam-
ily firms. In the U.S., families also control an impor-
tant number of firms, but ownership is less concen-
trated. U.S. firms’ ownership structures tend to be 
diffuse, and there are less block holders. In several 
countries, mainly in Japan and Germany, financial 
institutions control a high number of stock exchange 
listed firms. 

Demsetz & Lehn (1985) show that firms’ size is 
negatively related to concentration. The percentage 
of stock needed to effectively control firms decrease 
as size increases. Consequently, when large share-
holders are individuals with limited resources and 
higher diversification needs, one expects a negative 
relation between size and concentration. Further-
more, exchange listed firms are more available to 
investors and possess a large number of outstanding 
stocks. Since these firms rely highly on external 
financing, their ownership structure should be less 
concentrated than that of unlisted firms. 

U.S., European, and Japanese stock exchange 
listed firms seem to have a less concentrated owner-
ship structure than the overall firms in each of these 
countries. Gadhoum, Lang & Young (2001) find that 
38.97% of their U.S. sample firms have a diffuse 
ownership. Focusing on S&P500 firms, we report a 
diffusion percentage of 60.25%. The difference is 
due to the higher number and the easiness of transac-
tions when firms are listed on exchanges. Moreover, 
exchange listed firms are usually larger in size than 
other unlisted firms. This increases the diffusion of 
their ownership. 

Family control decreases in exchange listed 
firms in North America, Europe and Japan: 21.33% 
(44.08%) of S&P500 (TSE300) listed firms are con-
trolled by families, against 38.27% (56.17%) of 
firms in the whole U.S. (Canadian) sample. These 
percentages are 21.88% against 70.44% in France, 
10.00% against 71.64% in Germany, and 5.9% 
against 13.1% in Japan. However, in Hong Kong and 

Singapore, the proportion of exchange listed firms 
controlled by families is higher, at 84.00% against 
64.70% in Hong Kong, and 82.76% against 52.00% 
in Singapore. 

Excluding the U.S. and France, financial institu-
tions hold a higher proportion of exchange listed 
firms than in the whole country sample. The highest 
percentages are found in Germany (38% of DAX 
firms, against 10.43% for the whole sample), and in 
Japan (85.80% of Nikkei firms against 38.5%). Simi-
larly, in all countries but the U.S., government holds 
a higher percentage of exchange listed firms than in 
the whole country sample. 

To conclude this section, we can globally say 
that stock exchange listed firms’ownership structure 
is less concentrated than that of the countrywide 
sample of firms. Family control of firms decreases 
and financial institutions control increases in ex-
change listed firms. This can be explained by the 
availability of their shares on financial markets 
(which favor diffusion) and their large size (which 
make them difficult to be controlled by an individ-
ual). 

 
4.2. Means Used to Separate Ownership 
From Control 

 
Table 3 reports the different means used by sample 
firms to separate firms’ ownership from their control. 

-------------------------------------------------- 
Take in Table 3 

-------------------------------------------------- 
 
The use of multiple voting right shares is gener-

ally limited for firms in the sample. Gadhoum, Lang 
& Young (2001) find that only 15.98% (6.83%) of 
Canadian (U.S.) firms use this mean, while Faccio & 
Lang (2000) find 2.64% for France and 17.61% for 
Germany. In this paper, we also find lower percent-
ages which are still slightly higher than those re-
ported in these previous studies. Multiple voting 
right shares are used by 10.86% of S&P500 firms, 
23.36% of TSE300 firms, 15.63% of CAC40 firms 
and 34% of DAX firms. 

Pyramidal structure, cross ownership, and recip-
rocal holding are current means used to separate 
ownership from control in concentrated ownership 
countries. Pyramidal structure are used by 34.84% of 
TSE300 firms (Canada), 11.54% of CAC40 firms 
(France), 20.83% of DAX firms (Germany), 64.50% 
of NIKKEI firms (Japan), 37% of Hang Seng firms 
(Hong Kong) and 68.97% of STI firms (Singapore). 
These results are significantly higher than in the U.S. 
S&P500 10.35%. Cross ownership is used in 13.93% 
of TSE300 firms and 12.5% of DAX firms, while it 
is almost inexistent in the U.S. (0.83%) and France 
(0.00%). In the U.S., Canada, and France, the use of 
reciprocal holding is low, while it accounts for 
12.5% of German firms. Compared to Faccio & 
Lang (2000), Gadhoum, Lang & Young (2001), 
Claessens, Djankov, and Fan & Lang (1999), our 
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results show that more exchange listed firms use 
means to separate ownership from control. 

The percentage of managers coming from the 
family which control the firm is 48.96% in the U.S., 
11.6% in Canada, 60% in France, 0% in Germany, 
17.7% in Japan, 41% in HongKong and 65.52 % in 
Singapore. From the results for exchange listed firms 
in the U.S., Canada, France, Germany and Japan, we 
notice that when the use of means to separate owner-
ship from control is higher (Canada, Germany and 
Japan), families are not obliged to name one of their 
member as management. The percentage of manag-
ers coming from the family which control the firm is 
11.60% in Canada, 0% in Germany and 17.75% in 
Japan. Conversely, in countries where the use of 
means to separate ownership from control is low (the 
U.S. and France), the manager usually comes from 
the controlling family (48.96% of U.S. firms and 
60.00% of French firms). Therefore, while in Can-
ada, Germany, and Japan the agency costs will 
mainly oppose the large shareholder to minority 
shareholders, in the U.S. and France, it will mainly 
be a shareholders-managers problem. The percentage 
of managers coming from the family which control 
the firm is lower in exchange listed firms than in the 
overall sample in all countries. This can be explained 
by the fact that exchange listed firms possess a very 
complicated management system that commands a 
recourse to experimented external managers. 

 
4.3. Expropriation and the Role of a Sec-
ond Large Shareholder 

 
In firms with concentrated ownership, the large 
shareholder exacts several costs on the firm and 
minority shareholders. He or she might favor his or 
her own interests, which generally do not coincide 
with those of minority shareholders. For instance, the 
control of voting rights by the large shareholder 
enables him or her to direct the firm’s projects to-
wards those that converge with his or her personal 
interests; he or she thus generates private benefits for 
his or her own account. This creates conflicts of 
interest with minority shareholders. Table 4 indicates 
that in the U.S. and Japan, the first large shareholder 
controls only a small proportion of S&P500 and 
Nikkei225 firms’ voting rights (7.31% in the U.S. 
and 7.93% in Japan). In the other countries, however, 
control of voting rights is higher: 29.77% in Canada, 
32.54% in France, 25.28% in Germany, 22.81% in 
Hong Kong, and 22.94% in Singapore. 

The ratio of ownership rights over voting rights 
allows us to evaluate the level of separation of own-
ership from control. As the separation of ownership 
from control increases, the ratio decreases. In Table 
4, the ratio for the first larger shareholder shows that 
the separation of ownership from control is higher in 
Canada, Germany, Japan, and Singapore (0.71, 0.74, 
0.60 and 0.77, respectively). France records the low-
est separation of ownership from control, with a ratio 
of 0.92; it is followed by the U.S. and Hong Kong 

(0.83). In several countries, the separation of owner-
ship from control gives the first large shareholder the 
means to expropriate minority interests. Does he or 
she always succeed in this enterprise? Gomez & 
Novaes (1999) argue that the existence of a second 
large shareholder is a good means to control the first 
large shareholder in his or her potential opportunistic 
behavior. Ownership and voting rights allow him or 
her to take part in ordinary and extra-ordinary share-
holders’ meetings, and vote in a way that protects his 
or her own interests. By doing so, he or she indi-
rectly protects the other shareholders against poten-
tial expropriation by the first large shareholder. Ta-
ble 4 shows that in exchange listed firms, the persua-
sive power of the second large shareholder is limited. 
The ratio of the control of the first large shareholder 
over the control of the second large shareholder 
ranges from 1.34 to 2.82 times, which means that the 
first large shareholder always dominates the second 
in term of voting rights. Further, the ratio of owner-
ship over voting rights of the second large share-
holder mimics that of the first large shareholder. This 
means that the second large shareholder also widely 
benefits from means to separate ownership from 
control, and may also be attracted by the expropria-
tion of minority shareholders. 

 
5. Conclusion 

 
This paper contributes to corporate governance lit-
erature by examining firms’ ownership structure and 
expropriation in seven countries, with an emphasis 
on stock exchange listed firms. Results indicate that 
in Canada, Europe, and East-Asia, the ownership 
structure is highly concentrated. Most of the firms 
are controlled by at least one large shareholder who 
reinforces his or her control with devices such as 
multiple voting right shares, pyramidal structures, 
cross ownership and reciprocal holding. 

In East-Asia and France, agency problems 
mainly come from conflicts opposing the large 
shareholder to minority shareholders, since diffuse 
owned firms are less present and most firms are 
controlled by families who appoint one of their 
members to management. German and Japanese 
firms are usually controlled by widely held financial 
institutions that are able to monitor management 
decisions. 

In the U.S., firms’ ownership structure is more 
diffuse. The use of means to separate ownership 
from control is less present and the control of the 
large shareholder is lower than in the other sampled 
countries. There is however a large percentage of 
firms managed by a family member. In this country, 
agency problems likely stem from shareholder-
management conflicts. 

Our results also show that being listed on the 
stock exchange can explain a firm’s ownership struc-
ture. Exchange listed firms, which are generally 
larger in size than unlisted firms, tend to have a more 
diffuse ownership.  
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La Porta, Lopez-De-Silanes, Shleifer & Vishny 
(1998) attempt to explain firm ownership structure 
around the world through the legal system. Our re-
sults contradict this hypothesis. Canada and the U.S. 
belong to common law countries, however Canadian 
firms’ ownership structure is far from being diffuse 
(as in the U.S.), and the use of means to separate 
ownership from control is frequent. Gadhoum, Lang 
& Young (2001) show that Canadian ownership 
structure is closer to that of France, than to that of 
U.S. or U.K. firms. 

Furthermore, there is a difference in ownership 
structure between France and Germany, which are 
both civil law countries. In France, the use of means 
to separate ownership from control is limited, and 
the role of financial institutions is weak. Conversely, 
in Germany, the use of means to separate ownership 
from control is higher, and financial institutions are 
more present in ownership structure.  
Overall, while this paper sheds light on ownership 
structure research, further research is necessary. A 
complete explanation requires complex models 
which associate micro and macro economic vari-
ables.  
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Appendices 
 

Table 1. List of Variables and Their Definitions 
 

 
Table 2. Distribution of Ownership in Sample Country Firms 

The exchange listed sample consists of a total of 1182 stock exchange listed firms. These include the U.S. 500 S&P500 
firms, the Canadian 300 TSE300 firms, the French 40 CAC40 firms, the German 55 DAX firms, the Japanese 225 NIKKEI 
225 firms, the Hong Kong 32 Hang Seng firms and the Singapore 55 STI firms. In each country, we also consider a full 
sample of firms, for comparative purposes. 

U.S. Canada France Germany Japan Hong Kong Singapore  
Index 

N=500 
Country 
N=3969 

Index 
N=300 

Country 
N=1120 

Index 
N=40 

Country 
N=607 

Index 
N=30 

Country 
N=704 

Index 
N=225 

Country 
N=1749 

Index 
N=32 

Country 
N=583 

Index 
N=55 

Country 
N=266 

Widely Held vs. Concentrated Firms 

Widely held 
firms (%) 

60.25 38.97 25.71 17.79 18.75 6.26 17 4.40 6.51 42.00 0 0.6 0 1.4 

Concentrated 
ownership (%) 

39.75 60.63 74.29 81.54 81.25 93.74 83 95.60 93.49 58 100 99.4 100 98.6 

Distribution in Various Classes 

Family (%) 21.33 38.27 44.08 56.17 21.88 70.44 10 71.64 5.9 13.1 84 64.7 82.76 52 

Widely held 
financial 
institutions 
(%) 

16.36 19.94 20 17.81 9.37 14.6 38 10.43 85.80 38.5 13 7.1 41.38 10.8 

Widely held 
firms (%) 

1.65 4.46 11.48 10.80 3.13 2.66 0 1.21 3 5.3 31 23.9 6.90 12.2 

Government 
(%) 

0.21 0.23 5.71 4.42 12.50 5.17 10.00 5.23 2.96 1.1 16 3.7 68.97 23.6 

Miscellaneous 60.45 37.10             
Ultimate Owner 

Existence of a 
unique ulti-
mate owner 

 
90.04 

 
77.33 

 
66.12 

 
62.60 

 
76.92 

 
63.82 

 
37.50 

 
66.73 

 
68.55 

 
87.2 

 
55.56 

 
69.1 

 
17.02 

 
37.60 

Variables Definition 

Widely held ownership Firms with no shareholder who holds more than 10% of voting rights. This variable takes the 
value 1 if this is the case, or 0 otherwise. 

Ultimate owner An entity (individual or widely held firm) that holds more than 10% of voting rights in a firm.

Concentrated ownership Firms that possess at least one ultimate owner. This variable takes the value 1 if this is the 
case, or 0 otherwise. 

Family This variable takes the value 1 if the ultimate owner is a family or an individual, or 0 other-
wise. 

Government  This variable takes the value 1 if the ultimate owner is a provincial, federal or municipal 
authority, or 0 otherwise. 

Widely held financial institution This variable takes the value 1 if the ultimate owner is a  widely held financial institution, or 0 
otherwise. 

Widely held firms This variable takes the value 1 if the ultimate owner is a  widely held firm, or 0 otherwise. 

First large shareholder’s ownership  Ownership rights (i.e., rights on cash flows) of the first large shareholder of the firm. 

First large shareholder’s control Control rights (i.e, voting rights) of the first large shareholder of the firm. 

Second large shareholder’s control Control rights (i.e, voting rights) of the second large shareholder of the firm. 

Pyramidal structure (%) Is present if a firm is indirectly controlled by a firm or an individual through another firm. 
This variable takes the value 1 if the ultimate owner control the firm through a pyramidal 

structure, and zero otherwise. 

Cross ownership (%) This happens when a firm is directly and indirectly controlled by the same entity. This vari-
able takes the value 1 if the ultimate owner control the firm through cross ownership, and zero 

otherwise. 
Reciprocal ownership (%) This happens when a firm X control firm Y, which in turn controls firm X. This variable takes 

the value 1 if there is a reciprocal holding in the firm’s ownership structure, and zero other-
wise. 

Manager from the family which 
controls the firm 

Takes the value 1 if the firm manager comes from the controlling family, or zero otherwise 
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Table 3. Means for Separating Ownership From Control 

The exchange listed sample consists of a total of 1182 stock exchange listed firms. These include the U.S. 500 S&P500 
firms, the Canadian 300 TSE300 firms, the French 40 CAC40 firms, the German 55 DAX firms, the Japanese 225 NIKKEI 
225 firms, the Hong Kong 32 Hang Seng firms and the Singapore 55 STI firms. In each country, we also consider a full 
sample of firms, for comparative purposes. 

U.S. 
 

Canada 
 

France Germany Japan Hong Kong Singapore  

Index 
N=500 

Country 
N=3969 

Index 
N=300 

Country
N=1120

Index
N=40

Country
N=607 

Index
N=30

Country
N=704 

Index 
N=225

Country 
N=1749 

Index 
N=32 

Country
N=583 

Index
N=55

Country
N=266 

Pyramidal 
structure 
(%) 

10.35 8.52 34.84 33.82 11.54 17.75 20.83 24.22 64.50 36.40 37.00 25.10 68.97 55.00 

Multiple 
voting 
stock (%) 

10.86 8.36 23.36 25.98 15.63 2.64 34 17.61 - - - - - - 

Cross 
ownership 
(%) 

0.83 1.15 13.93 8.18 0 2.99 12.50 6.84 - - - - - - 

Reciprocal 
holding 
(%) 

0.41 0.13 0.369 2.60 0 0 12.5 2.97 - - - - - - 

Manager 
coming 
from the 
control-
ling family 
(%) 

48.96 74.51 11.60 73.46 60 61.99 0 60.40 17.75 37.2 41 53.4 65.52 69.9 

Table 4. Image of Minority Shareholders’ Expropriation 

The exchange listed sample consists of a total of 1182 stock exchange listed firms. These include the U.S. 500 S&P500 
firms, the Canadian 300 TSE300 firms, the French 40 CAC40 firms, the German 55 DAX firms, the Japanese 225 NIKKEI 
225 firms, the Hong Kong 32 Hang Seng firms and the Singapore 55 STI firms. In each country, we also consider a full 
sample of firms, for comparative purposes. 

 U.S. Canada France Germany Japan Hong Kong Singapore 
 Index 

N=500 
Country 
N=3969 

Index 
N=300 

Country 
N=1120 

Index 
N=40 

Country 
N=607 

Index 
N=30 

Country 
N=500 

Index 
N=225 

Country 
N=1749 

Index 
N=32 

Country 
N=583 

Index 
N=607 

Country 
N=266 

   Ownership 
of first large 
shareholder 
(%) 

6.12 14.62 19.94 25.61 31.03 46.68 19.12 48.54 5.04 6.9 18.44 24.3 17.35 20.19 

Control of the 
first large 
shareholder 
(%) 

7.31 16.01 29.77 31.56 32.54 48.32 25.28 54.50 7.93 10.33 22.81 28.08 22.93 27.52 

Ratio of owner-
ship over 
control of the 
fist large 
shareholder 

0.83 0.56 0.71 0.67 0.92 0.93 0.74 0.84 0.59 0.60 0.83 0.88 0.77 0.79 

Ownership of 
the second 
large share-
holder (%) 

0.92 4.82 4.42 7.04 11.96  8.97 - - - - - - - 

Control of the 
second large 
shareholder 
(%) 

1.16 5.83 7.09 9.73 13.80  13.96 - - - - - - - 

Ratio of owner-
ship over 
control of the 
second large 
shareholder 

0.82 0.20 0.66 0.31 0.81  0.62 - - - - - - - 

Control of the 
first over the 
control of the 
second large 
shareholder 

 
1.41 

 
3.42 

 
2.30 

 
57.06 

 
1.34 

 
- 

 
1.69 

 
- 

 
1.29 

 
- 

 
2.82 

 
- 

 
1.73 

 
- 
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Abstract 
 
Following the approach in Ang, Cole, and Lin (2000), we estimate the impact of CEO ownership on 
agency costs in pre-IPO firms and again in the post-IPO period when they have become publicly tra-
ded companies. We find that CEO ownership is large in both the pre and post-IPO firms. Greater 
CEO ownership is associated with lower agency costs both before and after the IPO, and CEO ow-
nership in these firms seems to dominate all other agency control mechanisms. Board composition 
and involvement by venture capital firms does not appear to mitigate agency costs. 
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1.  Introduction 

There has been considerable research on the effect of 
agency conflicts on financial decisions, but as Ang, 
Cole, and Lin (2000), ACL, maintain: “the actual 
measurement of the principal variable of interest, 
agency costs, in both absolute and relative terms, has 
lagged behind” (p. 81). To measure agency costs 
requires a zero agency-cost firm, where the owner 
and manager are the same individual(s). ACL utilize 
a database of small privately held companies to 
construct a portfolio of zero agency cost firms and 
find that agency costs are higher when outsiders 
manage the firm, higher when the number of non-
manager shareholders increase, and are lower when 
management shareholdings are large. Singh and 
Davidson (2003), SD, extend the ACL analysis to 
large firms. They find that managerial ownership is 
positively related to asset utilization but does not 
deter excessive discretionary expenditures. Further, 
they show that smaller boards protect shareholders 
from agency costs but board composition and block-
holder ownership characteristics do not.   

We extend the work of ACL and SD by exami-
ning agency costs in firms that are about to go public 
and immediately after they do. The basic issue 
addressed in this paper is: Does going public increa-
se or alleviate the agency problem and how various 
deterrent mechanisms influence agency costs? Theo-
retically it could do either. Going public diffuses 
ownership and further separates ownership from 

control, and this may increase agency costs. On the 
other hand, going public introduces market monito-
ring along with a more strict disclosure regime, as 
well as necessitates the need to create additional 
internal monitoring mechanisms such as an indepen-
dent board of directors. It could, therefore, decrease 
agency cost.   

We study a sample of 293 IPO firms to compare 
their pre-IPO and post IPO governance characte-
ristics and investigate the impact of going public on 
agency costs. As in ACL and SD we measure agency 
costs in terms of both asset utilization and discretio-
nary expenditures. Our results show that CEO ow-
nership is quite large in IPO firms both before and 
after the IPO. More importantly, CEO ownership is 
associated with lower agency costs in both the pre- 
and post-IPO periods. Board composition, leverage, 
and ownership by blockholders and venture capital 
firms do not seem to mitigate agency costs. 

2. Agency Costs and IPO firms 

The concept of the separation of ownership and 
control was first introduced by Berle and Means 
(1932). Jensen and Meckling (1976) develop a model 
comparing firms with no agency costs to those run 
by professional managers. One of the difficulties of 
measuring agency costs has been finding zero-
agency-cost firms as a point of comparison. ACL 
proxy the zero-agency cost firm using a sample of 
small businesses that are privately owned. In this 
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paper, we propose that IPO firms may provide a 
somewhat unique laboratory to measure agency 
costs. In contrast to the ACL sample, the pre-IPO 
firm is not a pure owner-managed company.  As a 
result, there may be some possibilities for a pre-IPO 
CEO to extract rent from other stakeholders.  In the 
pre-IPO firm, ownership is not diffused to the degree 
of a typical public company, and the CEOs motive to 
extract rent may not be as strong. The post-IPO firm, 
on the other hand, is a company that has recently 
become subject to market forces, and ownership has 
become more dispersed. However, ownership for the 
recent IPO firm is likely not as dispersed as in the 
SD sample. By examining agency costs and gover-
nance structure in pre- and post-IPO firms, we 
straddle the research in ACL (with zero-agency cost 
firms) and in SD who utilize large publicly traded 
companies. Before the IPO process, these firms are 
privately owned. While there is some dispersion of 
ownership, ownership is concentrated in the hands of 
a relatively small group of investors. Following the 
IPO, the firm is now publicly traded with greater 
dispersion of ownership. One could argue that the 
agency problems for these firms will increase since 
the firm is no longer privately owned, creating a 
greater incongruence of interests of  managers and 
owners. However, the IPO process introduces market 
monitoring that may offset the agency problems 
attributable to greater ownership dispersion.  We can 
then observe the changes in monitoring mechanisms 
designed to reduce agency costs that occur for a firm 
immediately after going public.  

A.  Management Ownership 

Jensen and Meckling’s (1976) argue that managerial 
ownership helps align the interests of managers and 
shareholders thus yielding a positive relation bet-
ween managerial ownership and corporate perfor-
mance. Empirical research shows that the relation 
between corporate performance and managerial 
ownership is more complex than illustrated by Jen-
sen and Meckling (Morck, Shleifer, & Vishny, 1988; 
McConnell & Servaes, 1990 & 1995; Kole, 1995; 
Short & Keasey, 1999; Barnhart & Rosenstein, 
1998). This research has also shown that managerial 
ownership’s effect on firm value may be non-linear.   

In terms of direct measures of agency costs, as 
in ACL and SD, we expect that agency costs will be 
inversely related to managerial ownership in general 
and CEO ownership in particular. A related concept 
is the founder status of the CEO. When founders stay 
involved in the corporation, there appear to be fewer 
agency problems (Reeb and Anderson, 2003). IPO 
firms are often young firms. As a result the founder 
often remains active and is commonly the CEO of 
the firm in the immediate post-IPO period.  

B.  Blockholder Involvement 

Blockholders have the incentive and capability to 
monitor management. Thus, greater ownership of 
stock by outside blockholders may result in lower 

agency conflict. Empirical evidence supports this 
contention (Holderness & Sheehan, 1985; Barclay & 
Holderness, 1991; Shome & Singh, 1995; Bethel, 
Liebeskind & Opler, 1998; Allen & Phillips, 2000). 

ACL’s sample of small firms does not permit 
the study of the role of blockholders in reducing 
agency costs. However, SD find that outside block-
holders have limited influence in reducing agency 
costs. Based on the empirical literature, we expect 
that agency costs will be inversely related to block-
holders ownership. 

C.  Venture Capital Involvement 

Venture capital firms invest in companies and take 
an active interest in their management (Sahlman, 
1990). Barry, Muscarella, Peavy, and Vetsuypens 
(1990) find that venture capital firms hold about one-
third of the board seats in companies they sponsor.  
Bouresli et al (2004) show that venture capital firms 
impact the board structure, with insiders controlling 
fewer board seats when there is venture capital in-
volvement.  

In other words, venture capital investors are ac-
tive monitors (Baker & Gompers, 2000). Since ven-
ture capital firms are active monitors, we expect a 
negative relation between venture capital ownership 
and agency costs.  

In addition, we expect an inverse relation bet-
ween the proportion of the board comprised of ven-
ture capital directors and agency costs. Alternately, 
in the post IPO period, venture capitalists may actu-
ally use their position to further their own interests 
and extract rent from the corporation’s other stake-
holders. Thus the impact of venture capitalists on 
agency costs is somewhat ambiguous. 

D.  Board Size and Composition 

Although, Fama and Jensen (1983) argue that board 
outsiders are the first line of defense in monitoring 
managers and guarding shareholder interests, empiri-
cal evidence to this effect is mixed. Dalton, Daily, 
Ellstrand, and Johnson (1998) conclude that there is 
little evidence that board composition influences 
firm performance.  

In their literature survey, Hermalin and Weis-
bach (2000) reach the same conclusion.  In terms of 
the relation between agency costs and boards, while 
ACL did not address this issue, SD, however, did not 
find a significant relation between board composition 
and agency costs. Despite the mixed empirical evi-
dence, we hypothesize an inverse relation between 
the proportion of independent outside directors on 
IPO firm boards and agency costs. 

E.  Leverage 

Jensen and Meckling (1976) point out that debt fi-
nancing may restrict excessive managerial perquisite 
consumption. ACL and SD find evidence that agency 
costs are inversely related to some measures of leve-
rage. Based on this empirical evidence we hypothe-
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size that agency costs will be negatively related to 
the degree of leverage.  
 
3. Data 
A.  Sample 

 
We obtained our initial sample of IPOs from the 
SDC database for the 1995-1998. The database lists 
3054 IPOs.  We first eliminated 203 dual class IPOs, 
126 ADRs and ADSs, 36 limited partnerships, 18 
spin-offs, and 359 finance, insurance or real estate 
IPOs. From the remaining 2312 IPOs, we attempted 
to obtain financial ownership and board data. Due to 
non-availability of registration and proxy data 1744 
firms were eliminated. We eliminated 180 firms not 
listed, post-IPO, on Compustat, 33 IPOs that were 
acquired in the first year following IPO and 62 for 
other missing data. This left 293 IPOs with complete 
information both before and after the IPO and repre-
sents 12.7% of the 2312 corporate IPOs that occur-
red in this period. 

B.  Agency Costs 

Similar to ACL and SD we use the ratio of annual 
sales to total assets as our first measure of agency 
costs. When this ratio is large, it implies that there is 
a large level of sales for a specific level of assets.  
On the other hand, if the ratio is low, management 
has invested in non-productive assets that are not 
able to generate cash flows.  When agency conflicts 
are higher, we expect firms to have lower asset tur-
nover ratios.  

For a second measure of agency costs we utilize 
selling, general, and administrative expenses, 
SG&A, standardized by total sales as a proxy for 
agency cost related to excessive pay and perquisites.  
When agency costs are high, we expect SG&A to be 
relatively large. Conversely, when agency costs are 
low, we expect SG&A expenses to be relatively 
small.  

We designate year 0 as the IPO year. We obtain 
financial information manually for year – 1 from the 
registration statements for the 293 IPO firms. We 
obtain financial information for year 1 from Com-
pustat. 

-----Insert Table 1 About Here----- 

Table 1 contains information on the IPO firms 
for year −1 and year 1. We do not analyze year 0 
because the firm is private for part of the year and 
publicly traded for the remainder of the year.  The 
table shows that the asset turnover drops from 1.43 
in year –1 to 0.99 in year 1. This change is consistent 
with an increase in agency costs occurring as these 
IPO firms become publicly traded. On the other 
hand, the ratio of SG&A to sales decreases. This 
change is statistically insignificant with a t-test but is 
significant with the Wilcoxon Z. If agency costs 
increase following the IPO, we expect this ratio to 
increase rather than decrease in the post-IPO period. 

C.  Ownership Structure 

We measure ownership as shares held by the CEO, 
blockholders (outside and non-venture capital stock-
holders with 5% or more equity holdings), venture 
capital firms, and directors and officers as percent of 
total shares outstanding.   

As expected, the sample average CEO owners-
hip drops from 28.2% pre-IPO to 16.9% in the post-
IPO period. This difference is significant (at the 
0.1% level). Even with the reduction in percentage 
ownership by the CEO, the average CEO continues 
to own a large proportion of the firm’s stock.  Simi-
larly, average ownership by venture capital firms 
drops from 14.6% to 3.7%, with the change being 
significant (at 0.1%). However, the blockholder 
ownership does not change significantly following 
the IPO. 

D. Board of Director Structure 

We measure board composition in the traditional 
manner as in Baysinger and Butler (1985) with one 
modification.  Since venture capital firms are invol-
ved with IPO firms, we have added them as a fourth 
category of directors. So our four director categories 
are insiders, affiliated outsiders, venture capital, and 
independent outside directors. We categorize direc-
tors as venture capital directors if they are employed 
by or represent a venture capital firm that has 
supplied capital to the IPO firm. As shown in Table 
1 board characteristics change significantly follo-
wing the IPO. Board size increases, on average from 
4.9 to 6.4 members.  So the average board adds ap-
proximately 1½ directors when going public. The 
average number of inside directors falls slightly from 
1.85 to 1.75 after the IPO. The number of venture 
capital directors also falls from an average of 0.98 to 
0.67.  The largest change is in terms of outside direc-
tors, increasing on average from 0.99 to 2.82. In 
terms of  proportional representation,  the proportion 
of inside directors, venture capital directors, and 
affiliated directors decreases while the proportion of 
outside directors increases. All of these board chan-
ges are statistically significant.  In the pre-IPO com-
panies 47.1% of the CEOs are founders while after 
the IPO this ratio drops to 43.0% (significant at the 
5% level).   

E.  Other Variables 

For a levered firm, the fixed commitment to make 
debt payments may constrain a manager’s ability to 
use cash (Jensen, 1986) in wasteful ventures. We 
expect a negative relation between the degree of debt 
financing and managerial agency costs. We measure 
leverage with the debt to equity ratio. For our sam-
ple, the average debt to equity ratio significantly falls 
from 21.1% in pre-IPO period to 13.8% in the post-
IPO period. In our regression models, we control for 
firm size with the log of total assets. As shown in 
Table 1, while the average sample firm size as mea-
sured by total assets increases from $60 to $170 
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million from year −1 to year 1 the mean sales reve-
nue increase from $69 to $140 million. These diffe-
rences are significant (at the 0.1% level). We also 
control for industry effects with a series of 3-digit 
level SIC dummy variables.   

4. Results 

To relate ownership and board characteristics to our 
measures of agency costs, we estimate models with 
the asset turnover ratio and ratio of SG&A expense 
to sales as dependent variables with the independent 
variables as described above.   

A. Agency Costs in Terms of Asset Utiliza-
tion- Pre IPO 

Table 2 contains the regression results with year -1 
asset turnover ratio as our first proxy for agency 
costs as the dependent variable. Independent variab-
les include the percent ownership by the CEO, 
blockholders and venture capital firms, percent inde-
pendent outside directors, percent inside directors, a 
dummy variable taking the value of 1 if the CEO is 
the founder, leverage, the natural log of assets as a 
proxy for firm size, and industry dummies (industry 
dummies coefficient not reported).  

-----Insert Table 2 About Here----- 

The single variable regressions are models 1-8. The 
estimated coefficient for CEO ownership is positive 
and significant (at the 0.1% level) as predicted.  In 
the pre-IPO period higher CEO ownership is associa-
ted with lower possible conflict of interest and lower 
agency costs. Recall that these CEOs have a conside-
rable stake in the financial performance of the firm, 
and our results suggest that greater ownership by 
CEOs reduces agency costs in firms about to go 
public. On the other hand, the coefficients for ow-
nership by outside blockholders and venture capital 
firms have negative estimated coefficients that are 
significant (at the 5% and 0.1%, respectively). Ow-
nership by these two groups is not associated with 
lower agency costs and appears to have the opposite 
effect2.    

In pre-IPO firms, the estimated coefficients for 
the percent independent directors and percent ven-
ture capital directors are both negative and signifi-
cant. These results run counter to our predictions in 
that independent and venture capitalist directors do 
not seem to be instrumental in lowering agency costs 
through improving asset quality or utilization3. One 
explanation is that dominant CEOs replace the need 
for outsider monitoring. In addition, at this point, the 
firms are still privately owned and outside director 
monitoring may be unnecessary.   

However, the estimated coefficients for the per-
cent of inside directors and the CEO founder dummy 
variable are positive. In these privately held compa-
nies, insiders on the board and a founding CEO im-
prove asset utilization and reduce agency costs.  
These results are also consistent with the dominant 
CEO controlling the company and reducing agency 

costs. The estimated coefficient for leverage is posi-
tive but insignificant. The estimated coefficient for 
the log of assets is negative and significant at the 5% 
level. Smaller pre-IPO firms have better asset utiliza-
tion. Regression 9 is a model that includes all of 
the independent variables. Only the estimated coeffi-
cients for CEO ownership and log of assets remain 
statistically significant. The estimated coefficient for 
CEO ownership remains positive and significant (at 
the 1% level), and the estimated coefficient for log of 
assets is negative (significant at the 0.1% level).   

The estimated coefficients for the other inde-
pendent variables are statistically insignificant in this 
model. One explanation for the lack of their signifi-
cance would be that there is multicollinearity in the 
variables. However, none of the variance inflation 
factors are above 1.5. An alternate explanation is that 
since CEOs own such a large proportion of stock in 
these pre-IPO firms, that CEO control dominates the 
effect of the other variables in reducing agency costs. 
Shivdasani and Yermack (1999) find that more po-
werful CEOs have greater control over the board 
through selection of directors.    

B. Agency Costs in Term of Asset Utiliza-
tion- Post IPO 

Table 3 contains the regression results for the post-
IPO firms. The dependent variable is the asset turno-
ver ratio for year 1. We use the post-IPO indepen-
dent variables that correspond to the pre-IPO inde-
pendent variables discussed in Table 2. 

-----Insert Table 3 About Here----- 

Regressions 1-8 are simple regressions with one 
independent variable included at a time. The estima-
ted coefficient for CEO ownership is positive and 
significant (at the 0.1% level). Similarly, in regressi-
ons 5 and 6 the estimated coefficients for percent 
inside directors and the CEO founder dummy variab-
les are positive and significant (at the 5% level).   

The estimated coefficients for blockholder ow-
nership and percent independent directors are negati-
ve and significant (at the 5% and 10% levels, respec-
tively)4. The estimated coefficient for firm size is 
negative as it was pre-IPO. However, the estimated 
coefficient for leverage is negative and significant.  
Since the coefficient is negative debt does not appear 
to mitigate agency costs following the IPO. In reg-
ression 9, we include all of the independent variab-
les. Only the estimated coefficients for CEO owners-
hip and percent independent directors are statistically 
significant. Even after the IPO, CEO ownership 
remains high, averaging nearly 17% of the sample 
firms’ equity. With such large ownership, the CEOs 
continue to be a dominant force in reducing agency 
costs. Board composition, as measured by the per-
cent of independent directors, not only does not 
produce better asset utilization, but with its negative 
coefficient seems to result in higher agency costs. 
When we compare the results for pre-IPO to post-
IPO, we find similar results for CEO ownership.  
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CEOs control a relatively large proportion of the 
equity before and after the IPO and, larger CEO 
ownership is associated with a reduced level of a-
gency costs in both periods. Boards composed of a 
larger proportion of independent directors and/or 
venture capital directors do not have improved asset 
utilization. Leverage seems to mitigate the agency 
costs before the IPO but has no effect (after control-
ling for other variables) following the IPO. Recall, 
that leverage ratios drop significantly after the IPO.  
Our conclusion is that since these CEOs own such a 
large amount of stock, it is in their own best interests 
to reduce agency costs. The CEOs in the pre-IPO and 
post-IPO firms dominate all other agency control 
mechanisms. 

C. Agency Costs in Term of SG&A Expen-
ses – Pre-IPO 

The second proxy for agency costs is the ratio of 
selling, general, and administrative expenses to sales. 
This ratio for year -1 is the dependent variable in the 
models in Table 4. The independent variables are the 
same as in the two earlier tables. 

------Insert Table 4 About Here------ 

Models 1-8 are simple regressions with separate 
estimated models for each independent variable.  
Ownership by the CEO has a negative estimated 
coefficient which is significant (at the 5% level).  
The implication of these findings is that greater ow-
nership by the CEO is associated with a lower ratio 
of SG&A to sales, and it, therefore, is associated 
with a lower level of agency costs. These findings 
are consistent with our earlier results where we mea-
sured agency costs in terms of asset turnover ratio.  
Prior to going public, ownership is not dispersed to 
the extent that is typical of most publicly traded 
corporations, and CEOs in these private firms may 
not have as much of an opportunity to extract private 
benefits from minority shareholders. More impor-
tant, however, the pre-IPO CEOs with such a large 
percentage ownership in the firm have incentives to 
economize on resources to convince the market to 
reward a well-managed company at the time of IPO 
with higher price. Here, higher pre-IPO ownership 
by CEO would translate into higher IPO value and 
potential gains for the CEO. Similarly, the estimated 
coefficient for the percent of inside directors on the 
board is negative and significant (at the 0.1% level).  
Boards of the privately held firms that are dominated 
by insiders are associated with a lower level of agen-
cy costs.  It may be that their large ownership stake 
in the company motivates them to act in shareholder 
interests. The estimated coefficient for ownership by 
blockholders is statistically insignificant. The estima-
ted coefficient for percentage ownership by venture 
capital firms is positive and significant (at the 10% 
level). These results are not consistent with the pre-
diction that ownership by venture capital firms is 
associated with lower agency costs. Instead, venture 
capital firms may be pursuing their own goals and 

agendas in the  pre-IPO firms. Similarly, the estima-
ted coefficient for the percent of independent outsi-
ders on the board is positive and significant (at the 
0.05% level)5.  Regression 9 contains the estimated 
model with all of independent variables.  None of the 
estimated coefficients are statistically significant. 

Overall, these results suggest that after including 
all of the predictor and the control variables, discre-
tionary expenses are not reduced by CEO ownership 
nor by the other agency deterrent mechanisms.  

D. Agency Costs in Term of SG&A Expen-
ses – Post IPO 

We also measure the ratio of SG&A expenses to 
sales in year 1, following the IPO, and use it as a 
dependent variable. The independent variables for 
year 1 are as in the previous tables. These results 
appear in Table 5. 

-----Insert Table 5 About Here----- 

Regressions 1-8 are simple regressions with 
models estimated separately for each independent 
variable. Only the estimated coefficient for log of 
assets is significant. In regression 9, we include all 
independent variables. None of the estimated coeffi-
cients are significant. 

5. Conclusions 

In this paper we examine the extent to which CEO 
ownership, venture capital involvement, and board of 
director characteristics influence agency costs before 
and after IPO firms go public.   For our sample 
firms, CEOs own over 28% of the pre-IPO firms and 
this ownership seems to dominate all other agency 
conflict control mechanisms.  While average CEO 
ownership level drops following the IPO, it remains 
quite high.  As a result, CEO ownership is positively 
related to asset utilization before and after the IPO.  
Firms having CEOs with higher levels of ownership 
have lower agency costs.   In terms of discretionary 
expenditures, CEO ownership reduces its level prior 
to going public but not when the regressions control 
for other factors. In addition, we do not find this 
relation post- IPO. In the post IPO period, the CEO 
may consume more non-pecuniary wealth of the 
firm, and thus, CEO ownership does not reduce disc-
retionary expenses. Stock ownership by non-insider 
blockholders as well as by venture capital firms is 
not associated with better asset utilization or lower 
discretionary expenses either before or after going 
public. Board characteristics such as the percentage 
of outside directors and the percentage of directors 
representing venture capitalists are not associated 
with lower agency costs. Our results are, therefore, 
similar to those in Ang, Cole, and Lin (2000) and 
Singh and Davidson (2003).  
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Footnotes 

 
1  We also estimated an OLS model with non-CEO inside 
ownership as the independent variable. In simple regressi-
ons, its estimated coefficient is negative and significant at 
the 0.1% level. However, when we include it and CEO 
ownership in the same estimated models, multicollinearity 
becomes a significant problem as the correlation coeffi-
cient for CEO ownership and non-CEO inside director 
ownership is -0.89 (significant at the 0.1% level) in year -1 
and is -0.85 (significant at the 0.1% level) in year 1. 
2 The negative relation suggests that venture capital direc-
tors do not serve other shareholder interests. The negative 
relation between blockholder ownership and asset turnover 
deserves additional attention. First, we tested several non-
linear specifications, but this did not provide a suitable 
explanation. Then we found blockholder ownership to be 
significantly (at the 0.1% level) and negatively correlated 
with CEO ownership, director and officer ownership, and 
CEO founder status. CEO ownership appears to have the 
strongest impact on agency costs. So when CEOs own 
large amounts of stock and are founders, blockholders own 
less stock. We believe that it is not the blockholders cau-
sing greater agency costs, but the lower CEO ownership 
instead.  
3 We expect that in privately held companies independent 
directors play a very small role in corporate governance.  
Pre-IPO companies average less than 1 independent direc-
tor. In our pre-IPO sample, 135 firms (46.1% of the sam-
ple) have no independent outside directors. In only 11 
firms (3.6% of the sample) independent outsiders constitu-
te a numerical majority on the board. 
4The signs of these coefficients are not as expected and 
imply that outside directors do not reduce agency costs in 
firms that have recently gone public. We tested several 
things trying to determine the reason for this relation.  For 
example, the percentage of outside directors is not related 
to the proportion of stock owned by insiders, the CEO, 
blockholders or venture capital companies. It is unrelated 
to firm size, leverage or CEO founder status. We attempted 
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several non-linear specifications, and the relation does not 
appear to be non-linear. In only 29% of the companies 
independent outsiders control a numerical majority of 
board seats. Our conclusion is that these outside directors 
do not reduce agency costs in newly publicly traded com-
panies. It may be their lack of experience with the compa-
ny (since most outside director join the company following 

the IPO), their relatively small numbers on the board, or 
perhaps these directors are affiliated with management in 
ways that our categorization procedures do not detect. 
5As mentioned above, outside directors seem to play a very 
small role in the pre-IPO company. Nearly half of the pre-
IPO companies have no independent directors.

 
. 

Appendices 
 

Table 1.  Descriptive Statistics and Comparisons of Pre-to-Post IPO 
 
             
                               Year -1           Year 1          t statistic        Wilcoxon Z 
Agency Cost Data Asset Turnover 1.4314   0.9946    6.61***    8.27*** 
Ownership Data SG&A to Sales 0.7009   0.5379    1.63    2.89** 
 Ownership Percentages:     
    CEO  28.1769% 16.9390%  10.88**  12.08*** 
     Blockholder  17.4701% 17.8773%  - 0.32  -1.17 
     Venture Capital   14.5606%   3.7251%  11.05**    9.65*** 
      Director &   Officer  35.6224% 17.5874%  14.52***  12.07*** 
      
Board Data Board Size 4.9181   6.3652 -12.99*** -10.64*** 
 Director Numbers:     
                Inside 1.85 1.75 1.97* 2.00* 
                Outside 0.99 2.82 -22.00*** -13.46*** 
                Venture Capital 0.98 0.67 5.90*** 5.59*** 
                Affiliated 1.11 1.12 -0.12 -0.13 
 Director Percentages:     
                 Inside  45.08% 28.17%  11.37***  10.31*** 
                Outside 16.51% 44.33% -21.88*** -13.69*** 
                Venture Capital                        17.82% 10.62%    7.55***   -6.98*** 
                 Affiliated  20.59% 16.88%    7.41***    6.89*** 
 CEO Founder 47.10% 43.00%    2.47*    2.45* 
 Venture Capital on Board  

47.44% 
 
37.54% 

    
    3.86*** 

    
   3.78*** 

Other Data Leverage 21.067% 13.835%     3.79***    5.27*** 
 Total Assets (millions) $60.19 $170.28    -9.42***  14.39*** 
 Sales Revenue $69.44 $140.11  -11.35***  14.10*** 
             
 *** Significant at 0.001 or better,    ** Significant at 0.01 or better,      * Significant at 0.05 or better 

 
Table 2. Regression Results: Asset Utilization in the Pre-IPO Period 

 
_______________________________________________________________________________________________________________________________ 
 
  _______Percentage Ownership_____  Log of 18 

Industry 
Adjusted 
R2 

Reg. Constant ___CEO___ Blockholder Venture-
Capital 

Percent 
Outside  
Directors 

Percent 
Inside 

Director

 
CEO- Foun
r-O  Leverage Assets Variables (F) 

1 0.9797 
(9.30)*** 

0.0161 
(6.30)*** 

        11.8% 
(39.66)*** 

2 1.5711 
(15.45)*** 

--- -0.0078 
(-2.25)* 

       1.4% 
(5.1)* 

3 1.6583 
(16.52)*** 

--- --- -0.0158 
(-3.75)*** 

      4.4% 
(14.09)*** 

4 1.6300 
(15.11)*** 

--- --- --- -1.2000 
(-2.76)** 

     2.2% 
(7.63)** 

5 0.7601 
(5.25)** 

--- --- --- --- 1.4922 
(5.48)*** 

 

 
   9.1% 

(30.06)*** 

6 1.1722 
(10.67)*** 

--- --- --- --- --- 0.5481 
(3.43)*** 

   3.6% 
(11.74)*** 

7 1.3422 
(13.65)*** 

--- --- --- --- --- --- 0.0039 
(1.49) 

  0.4% 
(2.3) 

8 1.8966 
(8.58)*** 

--- --- --- --- --- --- --- -0.1481 
(-2.26)* 

 1.4% 
(5.12)* 

9 2.7231 
(6.63)*** 

0.0092 
(2.85)** 

0.0007 
(0.20) 

-0.0028 
(-0.58) 

-0.4940 
(-1.00) 

0.4410 
(1.19) 

0.1800 
(1.01) 

 

0.0036 
(1.50) 

-0.3622 
(-

5.41)*** 

a 28.8% 
(5.62)*** 

         ____________________________________ 
*** Significant at 0.001 or better,   ** Significant at 0.01 or better,     * Significant at 0.05 or better,     † Significant at 0.10 or better 
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Table 3.  Regression Results:  Asset Utilization in the Post-IPO Period 
_________________________________________________________________________________________ 
  _______Percentage Ownership_____  Log of 18 

Industry 
Adjusted 
R2 

Reg. Constant ___CEO___ Blockholder Venture-
Capital 

Percent 
Outside  
Directors 

Percent 
Inside 

Director

 
CEO- Foun
r-O  Leverage Assets Variables (F) 

1 0.7279 
(11.66)*** 

0.0159 
(6.68)*** 

        13.0% 
(44.58)*** 

2 1.1091 
(15.37)*** 

--- -0.0063 
(-2.22)* 

       1.3% 
(4.92)* 

3 1.0234 
(18.40)*** 

--- --- -0.0074 
(-1.25) 

      0.2% 
(1.57) 

4 1.2301 
(8.54)*** 

--- --- --- -0.5282 
(-1.74)† 

     0.7% 
(3.02)† 

5 0.7491 
(6.27)*** 

--- --- --- --- 0.8774 
(2.28)* 

    1.4% 
(5.22)* 

6 0.9070 
(13.43)*** 

--- --- --- --- --- 0.2071 
(2.01)* 

   1.0% 
(4.02)* 

7 1.0542 
(17.56)*** 

--- --- --- --- --- --- -0.0045 
(-1.96) † 

  1.0% 
(3.85) † 

8 1.3582 
(6.59)*** 

--- --- --- --- --- --- --- -
0.0816 
(-1.81) 

† 

 0.8% 
(3.28) † 

9 2.0657 
(6.11)*** 

0.0127 
(4.58)*** 

-0.0005 
(0.20) 

-0.0009 
(-0.16) 

-0.4711 
(-1.68) † 

-0.0199 
(-0.05) 

-0.0065 
(-0.07) 

-0.0032 
(-1.37) 

-
0.1181 
-2.14 

a 35.6% 
(7.12)*** 

            _____ 
***  Significant at 0.001 or better,   **   Significant at 0.01 or better,     *   Significant at 0.05 or better,     †   Significant at 0.10 or better 

Table 4.  Regression Results:  Discretionary Expenditures in the Pre-IPO Period 
           _______________ 
  _______Percentage Ownership_____  Log of 18 

Industry 
Adjusted 
R2 

Reg. Constant ___CEO___ Blockholder Venture-
Capital 

Percent 
Outside  
Directors 

Percent 
Inside 

Director

 
CEO- Foun
r-O  Leverage Assets Variables (F) 

1 0.9480 
(6.52)*** 

-0.0084 
(-2.45)* 

        1.8% 
(6.02)* 

2 0.6401 
(4.89)*** 

--- 0.0035 
(0.79) 

       0.0% 
(0.62) 

3 0.5652 
(4.32)*** 

--- --- 0.0099 
(1.81)† 

      0.8% 
(3.29) † 

4 0.5124 
(3.71)*** 

--- --- --- 1.1700 
(2.05)* 

     1.2% 
(4.19)* 

5 1.2755 
(6.55)*** 

--- --- --- --- -1.2433 
(-3.49)*** 

    3.9% 
(12.17)*** 

6 0.7704 
(5.32)*** 

--- --- --- --- --- -0.1511 
(-0.72) 

   0.2% 
(0.41) 

7 0.7852 
(6.03)*** 

--- --- --- --- --- --- -0.0039 
(-1.08) 

  0.1% 
(1.16) 

8 1.3411 
(4.48)*** 

--- --- --- --- --- --- --- -
0.2000 
(2.29)* 

 1.5% 
(5.25)* 

9 1.0313 
(1.58) 

-0.0027 
(-0.56) 

-0.0013 
(-0.18) 

0.0692 
(0.09) 

0.0692 
(0.09) 

-0.8181 
(-1.51) 

0.1161 
(0.49) 

-0.0006 
(-0.16) 

-
0.0564 
(-0.54) 

a 5.9% 
(1.65)* 

_______________________________________________________________________________________________________________________________ 
*** Significant at 0.001 or better,   ** Significant at 0.01 or better,     * Significant at 0.05 or better,     † Significant at 0.10 or better 

Table 5. Regression Results: Discretionary Expenditures in the Post-IPO Period 
          __________________                    
  ______Percentage Ownership_ ______         Log of 18 

Industry 
Adjusted 
R2 

Reg. Constant ___CEO___ Blockholder Venture-
Capital 

Percent 
Outside  

Directors 

Percent 
Inside 

Directors

 
CEO- Found
r-O  Leverage Assets Variables (F) 

1 0.8700 
(4.10)*** 

-0.0102 
(-1.30) 

        0.2% 
(1.68) 

2 0.6333 
(2.84)** 

--- 0.0035 
(0.40) 

       -0.3% 
(0.16) 

3 0.6632 
(3.87)*** 

--- --- 0.0091 
(0.49) 

      -0.3% 
(0.24) 

4 0.6271 
(1.40) 

--- --- --- 1.1554 
(0.16) 

     -0.3% 
(0.03) 

5 0.8380 
(2.35)* 

--- --- --- --- -0.5020 
(-0.42) 

    -0.3% 
(0.18) 

6 0.5800 
(2.75)** 

--- --- --- --- --- 0.2640 
(0.83) 

   -0.1% 
(0.68) 

7 0.7585 
(4.05)*** 

--- --- --- --- --- --- -0.0043 
(-0.61) 

  -0.2% 
(0.37) 

8 2.8583 
(4.51)*** 

--- --- --- --- --- --- --- -0.4852 
(-

3.52)*** 

 3.8% 
(12.35)*** 

9 1.5165 
(1.21) 

-0.0077 
(-0.73) 

0.0034 
(0.33) 

-0.0029 
(-0.14) 

-0.0428 
(-0.04) 

-0.8343 
(-0.59) 

0.5822 
(1.58) 

0.0063 
(0.72) 

-0.2822 
(-1.35) 

a -0.0428 
(1.32) 

 
** Significant at 0.001 or better,   ** Significant at 0.01 or better,     * Significant at 0.05 or better,     † Significant at 0.10 or better 
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DERS, AND FIRM PERFORMANCE: EVIDENCE FROM CANADA 
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This study gathers additional evidence on the association between ownership concentration and firm 
performance, as measured by the firm’s Q ratio. Using panel data from a sample of 159 Canadian 
public firms over a three-year period, I focus on the distinction between large inside shareholders, 
who directly participate in the management of the firm, and large outside shareholders, who do not. I 
examine whether direct and indirect monitoring on the part of large shareholders has an impact on 
the association between ownership concentration and firm performance. Along with the distinction 
between large inside and outside shareholders, this study also investigates whether concentration of 
voting rights is associated to firm performance, and whether the identity of the owner affects this 
association. The findings suggest that large inside shareholdings tend to be negatively associated to 
firm performance, while no association is found in firms with a majority of large outside sharehol-
dings or firms combining large inside and outside shareholdings in its ownership structure. Con-
centration of voting rights is negatively associated to firm performance only in firms with a majority 
of large outside shareholders, suggesting that the market may not discriminate between voting rights 
and ownership concentration in owner-managed firms. Although the results for the identity of large 
shareholders are not conclusive, there is evidence that family and institutional large shareholders 
wield different performance impacts. 
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1. Introduction 
 

Considerable attention has been devoted in both the 
academic literature and the business press to the 
impact of governance structure on firm performance, 
with a particular focus on ownership concentration. 
Theoretically, the presence of large shareholders 
should reduce agency costs and enhance firm per-
formance (Berle and Means, 1932; Jensen and 
Meckling, 1976), since large shareholders have the 
incentive as well as the resources to monitor the 
firm’s performance. The premise is that large share-
holders tend to engage in closer monitoring activi-
ties, which reduce informational asymmetries bet-
ween owners and managers as well as between the 
firm and external investors. The result is an enhan-
ced monitoring structure and increased firm value, to 
the benefit of all shareholders.  

The empirical evidence on the performance im-
pact of large shareholders is, however, inconclusive. 
Shleifer and Vishny (1986), for example, show that 
concentrated shareholdings raise firm value. Pagano 
and Röel (1998) document the existence of a trade-

off between ownership concentration and liquidity. 
Lehmann and Weigand (2000) suggest that, unless 
these large shareholders are financial institutions, 
their presence does not necessarily enhance firm 
performance. Consistent with the entrenchment per-
spective, the study by Claessens et al. (2002) finds 
that firm performance falls when the control rights of 
the largest shareholder exceed the cash-flow owners-
hip of the shareholder. Overall, these studies suggest 
that large shareholders can impose costs on firms if 
they use them to extract private benefits via tunne-
ling1 or less than optimal investment decisions. 

In addition, most studies examining ownership 
structure and firm performance have been conducted 
in the US and the UK, which are characterized by 
ownership dispersion and where most firms follow 
                                                 
1 Johnson et al. (2000) note that large shareholders create group 
structures such as pyramids that enable them to transfer assets or 
profits to other dominated entities. These are called “tunneling” 
practices. Tunneling can be achieved in various ways, such as 
excessive compensation for positions held in the firm, advanta-
geous transfer prices, loans at non-market rates, guarantees of 
other borrowing entities, or merger transactions that enhance the 
value of other firms in the group. 
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the one-share, one-vote rule. Recent studies by La 
Porta et al. (1999), Claessens et al. (2002), Faccio 
and Lang (2002), and Dyck and Zingales (2004) 
suggest that these types of ownership structures are 
not generally the norm in non Anglo-Saxon count-
ries. Most of continental Europe and Asia is charac-
terized by greater ownership concentration in the 
hands of individuals, families, governments, or in-
dustrial groups. Surprisingly, ownership structures in 
Canada differ from their Anglo-Saxon counterparts 
by exhibiting high levels of concentration. 2  

The purpose of this study is to examine the rela-
tionship between ownership structure, large share-
holdings, and firm performance. Canada offers an 
interesting setting to examine these issues. On the 
one hand, the Canadian capital market is characteri-
zed by concentrated ownership through mechanisms 
such as dual-class shares and pyramidal structures 
(Amoako-Adu and Smith, 2001; Morck et al., 2000). 
The vast majority of these companies are family 
controlled. Many large Canadian companies (e.g., 
Power Corp., Magna Corp., Bombardier Inc., Que-
becor Inc.) are still controlled by the founders or 
their families. On the other hand, Canada retains the 
corporate governance mechanisms and minority 
shareholder protections typically found in most 
Anglo-Saxon countries (La Porta et al., 1998; 1999). 
Furthermore, there is evidence to suggest that while 
Canada is believed to offer good protection to mino-
rity shareholders, large shareholders are nevertheless 
able to reap private benefits.3 This study therefore 
adds to the literature on firm performance and speci-
fic ownership structures (La Porta et al., 2002; 
Claessens et al., 2002; Cronqvist and Nilsson, 2003) 
and the growing literature on the costs and benefits 
of concentrated ownership. This investigation focu-
ses on the distinction between the presence of large 
inside and outside shareholders in the firm’s owners-
hip structure. We define a large inside shareholder as 
an individual shareholder who holds significant4 
direct or indirect ownership interest—through a-
nother company and/or family links—and who is at 
the same time a member of the firm’s management. 
A large outside shareholder is defined as a person or 
company that holds significant direct or indirect 
ownership but does not directly participate in the 
management of the firm. Similar to the studies by 
Shleifer and Vishny (1997) and Claessens et al. 
(2002), I argue that the monitoring role and perfor-
mance impact of large shareholders depend on the 
closeness of their association to the firm’s manage-
ment. The ability of large shareholders to pursue 
private goals unrelated to profit maximization inc-

                                                 
2 See for example Daniels and Halpern (1996) and Craighead et al. 
(2004) on concentration of ownership in Canada. 
3 Despite the legal protections offered by Canadian business law, 
Ben-Amar (2005) found certain forms of expropriation in Canada.  
4 Canadian securities regulations require disclosure of individual 
shareholdings greater than 10 percent. Firms with no individual 
shareholdings greater than 10 percent are considered to have 
diffuse ownership structure. 

reases with their participation in firm management. 
Although equity ownership may exert an important 
incentive to closely monitor management decisions, 
owner commitment and willingness to intervene may 
crucially depend on who they are (Lehmann and 
Weigand, 2000). As such, along with the distinction 
between large inside and outside shareholders, I 
differentiate between firms having a single sharehol-
der with voting control and firms having a non-
controlling shareholder, in order to examine whether 
the performance impact is exacerbated in the presen-
ce of a controlling shareholder in the ownership 
structure. I also contrast different types of large sha-
reholders (family, industrial, and financial instituti-
on), since they may have different objectives leading 
to different costs and benefits. As a means to investi-
gate these issues, I used a panel data set of 159 Ca-
nadian non-financial public firms with large share-
holders listed in the Financial Post Survey of Indus-
trials from 1997 to 1999. In line with the literature 
on corporate governance, I used the Q ratio to mea-
sure performance (McConnell and Servaes, 1990; 
Villalonga, 2004), while controlling for other well-
documented inside governance mechanisms such as 
board composition and incentive structure. The fin-
dings suggest that large inside shareholdings tend to 
be negatively associated to firm performance, while 
no association is found in firms with a majority of 
large outside shareholdings or firms combining large 
inside and outside shareholdings in the ownership 
structure. As far as large outside shareholding is 
concerned, ownership concentration in the hands of 
large inside shareholders is apparently perceived as 
shareholder entrenchment, which is better able to 
extract value from firm performance to the detriment 
of minority shareholders. The negative performance 
effect of large inside shareholders is mitigated, ho-
wever, when monitored by large outside sharehol-
ders. Concentration of voting rights is negatively 
associated to firm performance only in firms with a 
majority of large outside shareholders, suggesting 
that the market may not discriminate between voting 
rights and ownership concentration in owner-
managed firms. Although the results for the identity 
of large shareholders are not conclusive, there is 
evidence that family and institutional large sharehol-
ders wield difference performance impacts. This 
document is structured as follows. Section two pre-
sents the literature review. Section three describes 
the sample and variables used in the investigation. 
Section four presents and analyzes the empirical 
findings. Finally, the document ends with conclusi-
ons and suggested avenues for further research.  
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2. Background and hypotheses5 

The general view is that the presence of a large sha-
reholder in a widely held firm should have a positive 
effect on firm performance. Large shareholders, as 
opposed to small shareholders, have greater resour-
ces and incentives to acquire information and moni-
tor managers, thus reducing some agency costs 
(Shleifer and Vishny, 1997). The studies by Demsetz 
(1983), Pound (1995) and Lehmann and Weigand 
(2000) have challenged this premise, however, argu-
ing that ownership concentration does not necessari-
ly result in protection against management 
entrenchment and profit dispersion. They advocate 
that in some circumstances, large shareholdings can 
actually be harmful to firm value. Aside from these 
conflicting perspectives, the empirical evidence on 
the associations between ownership concentration 
and firm performance is mixed and almost exclusive-
ly based on US and UK evidence.  

As LaPorta et al. (1998: 1114) point out: “Law 
and the quality of its enforcement are potentially 
important determinants of what rights security hol-
ders have and how well these rights are protected.” 
These authors show that common-law countries such 
as Canada generally have the strongest legal protec-
tions for investors. They further show that concentra-
tion of share ownership in the largest public compa-
nies is negatively related to investor protection, 
which places Canada in a unique position compared 
to some of its common-law counterparts.6 La Porta et 
al. (1997, 1998) further developed an “antidirector 
rights index”7 to capture the legal environment. Ca-
nada gets the highest score at 5 out of 6, similar to 
the UK and the US. La Porta et al. (1998) and Dyck 
and Zingales (2004) also consider the quality of 
disclosure standards, as measured by the quality of 
accounting standards and their rule-of-law enforce-
ment, the efficiency of the judicial system, corrupti-
on, and the risks of expropriation and contract repu-
diation. Canada again rates above average, even for 
the Anglo-Saxon countries. Dyck and Zingales 
(2004) suggest that extra-legal institutions play an 
important role in constraining private benefits. They 
propose measures to capture levels of product market 
competition, public opinion pressure, internal poli-

                                                 
5 A substantial body of articles on the issue of governance in 
accounting and finance has been published to date. Our review 
rather focuses on large shareholders. See Shleifer and Vishny 
(1997) for a broader literature review. 
6 LaPorta et al. (1998) show that average ownership of the three 
largest shareholders in the 10 largest Canadian non-financial firms 
is 40% compared to 28%, 19%, and 20% in Australia, the UK, and 
the US, respectively. It should be noted that the average for Eng-
lish-origin countries is 43%, making the Canadian level of concen-
tration comparable to that of Ireland, South Africa, New Zealand, 
and most English-origin Asian countries. 
7 The index is formed by adding 1 when (i) one share = one vote; 
(ii) shareholders can mail in a proxy vote; (iii) shares are not 
blocked before the Annual General Meeting; a cumulative vote is 
allowed; (iv) an oppressed minority mechanism is in place; (v) a 
pre-emptive right to new issues exists; and (vi) minimum share-
holding to force an extraordinary meeting is less than 10%. 

cing through moral norms, labor as a monitor, and 
government as a monitor. Once again, Canadian 
scores are similar to those of the UK and the US. 

Nonetheless, widely held firms, although the 
norm in the US and the U.K, are not prevalent in 
most other countries. In Canada, closely held firms 
(usually family controlled but also state controlled or 
owned by widely held corporations or financial insti-
tutions) dominate the economic landscape. La Porta 
et al. (1999), Claessens et al. (2002), Barca and 
Becht (2001), Faccio and Lang (2002), and Dyck and 
Zingales (2004) suggest that the main agency prob-
lem outside the US and the UK is not the mana-
ger/shareholder conflict but rather the risk of exprop-
riation by the dominant or controlling shareholder at 
the expense of minority shareholders. Others argue 
that large shareholder controlled firms make less 
than optimal investment decisions due to a lack of 
diversification (they hold a great portion of their 
wealth in a single company8) (Zhang, 1998), the 
awarding of firm positions to associated members, 
and the reluctance to undertake the creative destruc-
tion of controlled but outdated technologies to make 
way for innovation (Morck and Yeung, 2003). 

Along this line, the studies by Demsetz and 
Lehn (1985), Shleifer and Vishny (1997), and Schul-
ze et al. (2001), for example, claim that large share-
holders can be harmful to minority shareholders if 
they have the opportunity to pursue private goals 
unrelated to profit maximization. Further, large sha-
reholders closely associated with management may 
collude to expropriate minority shareholders. Schul-
ze et al. (2001) suggest that agency problems associ-
ated with private ownership and owner management 
are more difficult to resolve, due to self-regulation 
and problems engendered by altruism. Hellwig 
(2000) proposes that large shareholders combined 
with owner management may collude to keep mino-
rity shareholders at bay. Lehmann and Weigand 
(2000) find that the negative impact of ownership 
concentration on the firm’s profitability intrinsically 
depends on stock market exposure and the type of 
control rights. Maury and Pajuste (2004) suggest that 
a large outside shareholder has the power and incen-
tive to monitor management so as to reduce profit 
diversion to the benefit of all shareholders, while 
large inside shareholders may represent a controlling 
coalition with management or other shareholders to 
share diverted profits. The evidence supports the 
argument that potential large shareholder entrench-
ment and the consequent impact on firm performan-
ce may be greater and/or different in firms with pre-
dominantly large inside ownership (or owner-
managed firms) than in firms with large outside 
shareholders.  

The potential for negative impact on firm per-
formance is even greater when large shareholders 

                                                 
8 Fama and Jensen (1985) show that undiversified large share-
holders use different capital budgeting decision rules than do well-
diversified shareholders. 
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occupy executive positions in the firm. The appoint-
ment of a significant shareholder or shareholder heir 
as an officer, for example, can wield a significantly 
negative impact if the individual does not have the 
talent, expertise, or competency to run the business. 
These individuals may lack the incentives that pro-
fessional managers have to ensure their reputation in 
the executive labor market. The opportunity costs 
created by a less than optimal appointment are ulti-
mately borne by all shareholders, thereby turning 
over some private benefits to the large shareholder. 
Furthermore, effective control of large shareholders 
means fewer opportunities for corporate buyouts of 
inefficiently managed firms. For instance, family and 
owner-managed firms, defined as firms having pools 
of individuals or families as large shareholders, are 
widely prevalent in Canada. These individuals and 
families are often company founders or their heirs 
who tend to directly participate in firm management. 
As such, individual and family shareholders are 
normally considered large inside shareholders, in 
contrast with institutional/corporate large sharehol-
ders, who are considered large outside shareholders9 
(Lehmann and Weigand, 2000; Klein et al., 2004).  

Recent empirical studies have attempted to mea-
sure the potential transfer of wealth from minority 
shareholders and less than optimal investment deci-
sions on the part of firms with concentrated owners-
hip. The results contrast with evidence in the US 
(Agrawal and Mandelker, 1990) and the UK (Sudar-
sanam, 1996) showing the benefits of large sharehol-
der monitoring. Dyck and Zingales (2004), for e-
xample, find higher benefits of control associated 
with less developed capital markets and more con-
centrated ownership in Asia, albeit these benefits are 
curbed by legal and extra-legal mechanisms, particu-
larly media pressure and tax enforcement. Other 
studies (Zingales, 1995 and 1995(a); Nenova, 2003) 
show that legal environment, law enforcement, take-
over regulations, and corporate charter provisions 
can explain cross-country variations in the measure 
of private benefits. Doidge (2004) further finds that 
US cross-listing improves the protection afforded to 
minority shareholders and decreases private benefits. 
Bertrand et al. (2002) find evidence consistent with 
significant tunneling in Indian firms via non-
operating transactions. Ben-Amar and André (2005) 
and Bigelli and Mengoli (2004) find a non-
monotonic relationship between the participation of 
large shareholders and abnormal returns for bidder 
shareholders in Canada and Italy, respectively. 

Drawing on the literature, this study proposes to 
re-examine the relationship between ownership 
structure and firm performance in Canadian firms 
with large shareholders in the ownership structure. 
As noted above, the Canadian market offers a parti-
cularly apt setting, since it features both high levels 

                                                 
9 The literature also identifies owner-managed and non-owner-
managed firms to differentiate between situations where large 
shareholders participate in management and where they do not. 

of ownership concentration and strong legal protecti-
ons for investors. More specifically, this study aims 
to add to the literature by investigating whether the 
impact of large shareholders on firm performance 
depends on their identity and closeness to firm ma-
nagement. A key contribution of this study is the 
attempt to differentiate the monitoring role of large 
inside and outside shareholders. The rationale is that 
direct participation in the firm’s management by 
shareholders may represent a higher degree of 
control at any given level of shareholdings than the 
control provided by outsiders (Cubbin and Leech, 
1983). In line with the previous literature, large in-
side shareholder is defined as either an individual or 
family shareholder with significant ownership inte-
rest who is also an executive of the firm, or else 
another company whose owner or a member of the 
owner’s family is also a firm executive. A large 
outside shareholder is defined as a person or compa-
ny that does not participate in the management of the 
firm. This classification aims to distinguish between 
the indirect external monitoring of large outside 
shareholders and the direct monitoring, or decision-
making, of large inside shareholders. Similar to the 
study by Maury and Pajuste (2004), I take the per-
spective that large inside shareholders may represent 
a controlling coalition with management. This reaso-
ning leads to the following hypothesis: 

Hypothesis 1: The association between large shareholdings 
and firm performance is negative in firms with a majority 
of large inside shareholders in its ownership structure. 

In addition, empirical studies such as La Porta et 
al. (2002), Claessens et al. (2002), and Cronqvist and 
Nilsson (2003) provide evidence that the negative 
effect of large shareholders is magnified when there 
is a substantial departure from the one-share, one-
vote rule. Maury and Pajuste (2004) suggest that 
concentrated voting power may allow for more 
centralized decision-making and better concealment 
of profit diversion. Following this reasoning, I pro-
pose the following hypothesis: 

Hypothesis 2: The negative association between the pre-
sence of a large controlling shareholder and firm perfor-
mance is significantly greater in firms with a majority of 
large inside shareholders.  

Finally, I investigate whether the identity of the 
owner affects the association between large share-
holders and firm performance. Consistent with 
Claessens et al. (2002), the regulatory environment 
and fiduciary responsibilities of institutio-
nal/corporate shareholders render them closer moni-
tors of management decision-making. It is equally 
possible that the marginal cost of private benefit 
extraction is higher for companies with a financial 
institution as a large shareholder. This argument 
leads to the following hypothesis: 

Hypothesis 3: The association between large sharehol-
dings and firm performance is affected by the identity of 
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the largest shareholder – individual or family, financial 
institution or industrial.  

3. Methodology 
Sample and data collection 

The empirical testing is based on a panel set of 159 
Canadian non-financial public companies with large 
shareholders included in the Financial Post’s Survey 
of Industrials listed on the Toronto Stock Exchange 
(TSE) over a three-year period (1997-1999) in the 
following economic sectors: primary, manufacturing 
(non-durables), manufacturing (durables), transporta-
tion and utilities, wholesalers and retailers, and con-
sumer services. I collected data from two separate 
sources.  

First, information on firm governance was taken 
from the SEDAR10 database, as disclosed in the 
firms’ Management Proxy Circulars. Using corporate 
governance information for a given fiscal year, this 
database was designed to represent the corporate 
governance mechanisms present at the beginning and 
for the duration of that year. Second, to measure firm 
performance and control variables, financial infor-
mation was obtained from the Compustat database. 
Nineteen companies were dropped from the target 
sample, either because the financial data in the Com-
pustat database for the period under analysis was 
incomplete or else they were deemed outliers. After 
eliminating observations where no large sharehol-
dings or governance data were involved, I retained 
402 usable firm-year observations.  

Firm performance 

The dependent variable I examine is firm future 
performance, as measured by the firm’s Q ratio. 
Firm’s future performance (Qt+1), is measured at the 
end of the subsequent fiscal year for which the firm’s 
governance information was obtained. The Q ratio 
measures firm performance in terms of company 
valuation, and is assumed to capture firm performan-
ce as a result of managerial decisions and governan-
ce structure quality, which tend to be reflected in 
market price and not in traditional accounting num-
bers.  

The governance literature also maintains that the 
firm's Q ratio measures the intensity of the alignment 
between shareholder and manager interests. Similar 
to the studies by Agrawal and Knoeber (1996), Yer-
mack (1996), and Barnhart and Rosenstein (1998), I 
calculated the firm's Q ratio as follows:11 

                                                 
10 The System for Electronic Document Analysis and Retrieval 
(SEDAR) is a Website that has been operated by The Canadian 
Securities Administration since 1997. It provides filings of pub-
licly available documents for all Canadian public companies, in 
order to facilitate the electronic filing of securities information as 
required by the securities regulatory agencies in Canada.  
11 The Q ratio is the market value of the firm’s assets divided by 
the replacement value of the firm’s assets, and represents the 
firm’s anticipated future earnings. Chung and Pruitt (1994) show 
that this simplified measure is strongly correlated with the more 
sophisticated measure of Tobin’s Q, and has the added advantages 
of using information that is more readily available and preventing 

Q = (EQUITY + LTD + STD + PFD + CV) / ASSETS 
Where; 
EQUITY = Market value of equity12 
LTD = Book value of long-term debt 
STD = Book value of short-term debt 
PFD = Preferred stock at liquidating value 
CV = Book value of convertible debt and 
convertible preferred stock 
ASSETS =  Book value of total assets 

Ownership structure 

Ownership information and other corporate gover-
nance data for all the firms in the sample were col-
lected directly from the firms’ Management Proxy 
Circulars, as contained in the SEDAR database for 
each fiscal year included in this investigation. This 
database was designed so that the corporate gover-
nance information for a given fiscal year would re-
present the corporate governance mechanisms pre-
sent at the beginning and for the duration of that 
year.  

Large shareholdings (LSHt) is measured as the 
proportion of outstanding shares directly or indirect-
ly controlled by a group of large shareholders in the 
firm’s ownership structure. Canadian securities regu-
lations require disclosure of significant shareholders, 
both individual and institutional, which beneficially 
own or exercise control at least a 10 percent of the 
firm’s outstanding shares. Therefore, only the identi-
ties of large shareholders are disclosed in the firms’ 
Management Proxy Circulars. Two further variables 
were created to distinguish whether the firm's ow-
nership structure is dominated by large inside or 
outside shareholders.  

As defined earlier, a large inside shareholder is 
an individual who is also an executive of the firm, or 
else a company whose owner or member of the ow-
ner’s family is an executive of the firm. On the other 
hand, a large outside shareholder is defined as a 
person or company that does not participate in the 
management of the firm. For the group of firms, the 
variable LSH_inst captures the overall percentage of 
outstanding shares held by large inside shareholders, 
while the variable LSH_outt captures the overall 
percentage of outstanding shares held by large outsi-
de shareholders. These measures are consistent with 
much of the prior governance empirical research, 
such as Coles et al. (2001), Randøy and Goel (2003) 
and Maury and Pajuste (2004).  

It is worth noting that many firms in this sample 
have multiple large shareholders. For instance, the 
maximum number of individual large shareholders 
disclosed by a single firm is four. However, I identi-
fied many instances where these multiple large sha-
reholders had family and/or fiduciary links, and were 
therefore classified as a group of either large inside 

                                                                         
unduly restricted sample sizes. However, this measure is also 
known to produce downward-biased measures, and is prone to 
rank incorrectly. 
12 If a firm has more than one share class listed, I summed the 
market values of the different share classes. 
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or outside shareholders. Along with inside/outside 
classification, I also identified in the sample firms 
with concentrated voting power in the hands of a 
single large shareholder.  

The indicator variable CONTRt captures firms 
having a single shareholder with direct or indirect 
control of over fifty-one percent of the voting capi-
tal. The study by Klein et al. (2004) uses a similar 
cutoff to classify a single controlling shareholder in 
the ownership structure.  

Other control variables 

Similar to many governance studies (e.g., Coles et 
al., 2001; Cotter and Sylvester 2003), I controlled for 
other governance attributes. The proportion of outsi-
de, unrelated directors on the board (OUTt) generally 
measures the independence of the board and its ef-
forts to monitor top management, particularly the 
Chief Executive Officer (CEO). In a concentrated 
ownership context such as Canada, boards also mo-
nitor large inside shareholders. It follows that an 
outside director is independent of and unrelated to 
management13 and is free of any interest and any 
other business or relationship which could, or could 
reasonably be perceived to, materially interfere with 
the director’s ability to act with a view to the best 
interests of the company, other than interests and 
relationships arising from shareholding.14 The stu-
dies by Core et al. (1999), Coles et al, (2001), and 
Klein et al. (2004) adopt a similar proxy. DUALITY 
is an indicator variable that captures whether the 
CEO simultaneously occupies the position of Chair-
man of the Board. CEO ownership (CEOSHt) is 
measured by the ratio of the number of shares direct-
ly or indirectly controlled by the firm’s CEO to the 
firm’s total amount of outstanding shares in the same 
period. This variable is intended to measure the ow-
nership of professional CEOs, and therefore excludes 
CEOs who are at the same time large inside share-
holders. As such, CEO shareholdings greater than (or 
close to) 10 percent and CEOs with family links to a 
large shareholder are considered large inside share-
holders (LSH_inst). Consistent with the study by 
Bushman et al. (1996), the relative importance of 
CEO performance-contingent compensation 
(CCOMPt) is measured by the ratio of cash bonus 
plus stock options granted to the total compensation 
earned by the CEO in the same period. The CEO’s 
total compensation includes salary, cash bonuses, 
other compensations, and stock options. Stock opti-
ons are valued at 25% of their exercise price at the 
time of the grant.15  
                                                 
13 If any of the following applied to a director of the sampled 
firms, she/he was not classified as an outside, unrelated director: 
employee of the company (currently or within the last three 
years); executive of an affiliated company; director providing 
legal, auditing, or consulting services to the company; or director 
with family links to the firm’s CEO or a significant shareholder.   
14 Definition used by the Toronto Stock Exchange (TSE – 1994), 
Corporate Governance Guidelines.  
15 Murphy (1999) raises some issues related to the evaluation of 
stock options granted to executives (distinguishing between cost of 

I measured additional variables to control for o-
ther factors that have been shown to impact on firm 
performance. Firm SIZEt is measured by the loga-
rithm of the firm's total assets for each year, and is 
included in the analysis to account for potential eco-
nomies of scale and the monitoring complexity that 
larger firms require.16 In addition, larger firms have 
lower growth opportunities, implying a negative 
correlation between firm size and the measure of 
firm future performance. Similar to the studies by 
Agrawal and Knoeber (1996), and Randøy and Goel 
(2003), I control for firm use of debt financing. Debt 
financing (DEBTt) is measured by the ratio of the 
firm’s book value of short- and long-term debt to 
total assets. The use of debt financing is in fact a 
governance mechanism,17 and a high level of debt 
financing is assumed to negatively affect the firm’s 
growth and profitability. A dummy variable 
(CROSSt) was created to capture Canadian public 
firms with stock traded on the NYSE, AMEX, and/or 
NASDAQ. Recent studies, including Doidge (2004), 
suggest that firms that cross-list in the US also signal 
their quality and willingness to comply with a stricter 
set of governance measures. Industries vary widely 
in the degree of fixed assets they carry and in the 
degree to which they use debt, with corresponding 
differences in firm value and financial performance. 
Accordingly, I also control for industry effects by 
applying dummies to the one-digit industry groups 
extracted from the Compustat database.18  

4. Results 
Descriptive analysis 

Table 1, Panel A presents the summary statistics for 
the sample variables using the full sample (N=402), 
including means, medians, standard deviations, mi-
nimums, and maximums. Table 1, Panel B presents 
the variable means and standard deviations for the 
following sub-samples: firm-year observations for 
firms with a majority of large inside shareholders 
(LSH_inst, N=219) versus firms with a majority of 
large outside shareholders (LSH_outt, N=183). Co-
lumn three in Table 1, Panel B presents the results of 

                                                                         
options to the firm and value to executives) and to the fact that no 
recognized valuation methodology has been developed to date. 
Lambert et al. (1993) state that evaluating options at 25% of their 
exercise price generates values similar to those obtained with more 
sophisticated evaluation models. This paper follows the stock 
option valuation method used by Core et al. (1999).  
16 I also used the logarithm of the sales to measure size, and the 
results are identical to those presented in the subsequent section. 
Yermack (1996) also shows robust results with diverse size meas-
ures. 
17 Further details on the level of debt financing as an internal 
governance mechanism can be found in Agrawal and Knoeber 
(1996). 
18 Similar to Morck et al. (1988), several authors also include a 
measure for R&D and marketing expenses. Unfortunately, the 
allowable capitalization for R&D expenses in Canada makes it 
difficult to determine this variable. In addition, Canadian firms are 
not required to post their marketing costs separately in their 
financial statements. Yermack (1996) also includes measures for 
current and past performance. The absence of these variables 
reduces the predictive power of our regression model.  
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a test of mean differences between the two sub-
samples. 

Insert Table 1, Panels A and B 

The variable measuring firm’s future perfor-
mance (Qt+1) for the full sample of the firms has a 
skewed distribution with a mean (median) of 1,341 
(0,844). For this variable, 25% of the firm-year ob-
servations have Qt+1 greater than 1,461, and 25% 
have Qt+1 lower than 0,606. As expected, most of 
the observations in the upper 95% percentile (Qt+1= 
> 5,092) represent firms with two-digit SIC 28 – 
Chemicals and allied products, classified in the non-
durable manufacturing economic sector. Average 
Qt+1 are 1,235 and 1.468 for firms with a majority 
of large inside shareholders and large outside share-
holders, respectively (Table 1b).  

The proportion of shares owned by large share-
holders (LSHt - Table 1, Panel A) is normally distri-
buted with a mean (median) of approximately 50.3% 
(51.7%). Overall ownership by large shareholders 
and large inside shareholdings is greater in this Ca-
nadian sample of public companies than in US stu-
dies (e.g., Bushee, 1999). Large inside shareholder 
ownership is represented by the LSH_inst variable, 
with an overall mean (median) of 24% (12%). In the 
sub-sample of firms with a majority of large inside 
shareholders (N = 219), approximately 122 firms 
have as the main large shareholder either an indivi-
dual who is also the CEO and/or board chairman, or 
else a company related to the CEO and/or board 
chairman. The variable LSH_outt measures overall 
ownership by large outside shareholders, with a 
mean (median) of 26.4% (15.4%). In the sub-sample 
of firms with a majority of large outside shareholders 
(N=183), the largest shareholder is either a financial 
institution (N = 96) or an industrial firm (N= 87). 
Overall, the variables LSHt, LSH_inst and LSH_outt 
document that this sample of Canadian firms has a 
greater proportion of outstanding shares held by 
large shareholders than the average US public firm. 
As mentioned above, this situation offers a unique 
setting to investigate whether the identity and close-
ness to management of large shareholders have diffe-
rent performance effects. 

The OUTt variable measures the proportion of 
outside directors on the board. In the full sample 
(Table 1, Panel A), this variable is normally distribu-
ted with a mean (median) of 64.8% (66.7%). In the 
US, Barnhart and Rosenstein (1998) and Core et al. 
(1999) obtained results of 60.1% and 64% outside 
directors, respectively. Magnan et al. (1999) found 
an average of 66.2% outsiders in a sample compri-
sing 139 of the 150 largest firms listed on the Toron-
to Stock Exchange. Table 1, Panel B documents that 
the average proportion of outside directors is signifi-
cantly greater (71.1%) in the sub-sample of firms 
with a majority of large outside shareholders than 
that obtained in the sub-sample with a majority of 
large inside shareholders (59.5%) (t-test = 6.71). 
CEO is also the board chair, DUALITYt, in 42.0% 

of the firm-year observations. CEO duality is signifi-
cantly higher (56.2%) in the subgroup of firms with a 
majority of large inside shareholders than in the 
subgroup of firms with a majority of large outside 
shareholders (25.1%) (t-test = 6.28).  

As discussed earlier, CEO shareholdings greater 
than 10 percent and/or CEO shareholdings with 
family links to a large shareholder are considered 
large inside shareholdings (LSH_inst). CEO owners-
hip (CEOSHt) in the full sample is skewed with a 
mean (median) of approximately 0.8% (0%). Howe-
ver, CEOSHt as a measure of professional manageri-
al ownership is meaningful in the sub-sample of 
companies with a majority of large outside sharehol-
ders, with a mean (median) of 1.1% (Table 1, Panel 
B). This level of managerial ownership is compa-
rable to those found in the studies by Barnhart and 
Rosenstein (1998) and Core et al. (1999), which 
found slightly higher levels in the US, with manage-
rial ownership at mean (median) of 2.2% (0%) and 
1.5% (0.0%), respectively.  

The CCOMPt variable captures the relative im-
portance of CEO performance-contingent compensa-
tion. This variable is normally distributed with a 
mean (median) value of 36.4% (36.5%). Analysis of 
the percentiles for this variable indicates that almost 
17% of our sample observations have values equal 
(or close) to 0. This means that CEO compensation 
packages do not include, or have an insignificant 
proportion of, performance-contingent components 
for approximately 20% of the sample. Although not 
reported, note that the average cash bonus in this 
sample is 28%, while the value of stock options is on 
average 19% of the CEO's total compensation for the 
same period.19 Table 1, Panel B shows no significant 
difference (t-test = 0.792) in the variable CCOMPt 
between the two large shareholder sub-samples. The 
CROSSt variable indicates that 26.6% of firm-year 
observations, or 35 firms, are cross-listed in the US 
(20 in the large outside shareholder group and 15 in 
the large inside shareholder group). The SIZEt vari-
able for the full sample is normally distributed with a 
mean (median) of 12.47 (12.42). Since the measure 
of firm performance (Qt+1) is also a function of the 
firm’s total assets, SIZEt is expected to be negatively 
associated with the Qt+1 ratio. The variable DEBTt 
is also normally distributed, with a mean (median) of 
43.8% (44.9%). As shown in Table 1, Panel B, there 
are no significant differences in SIZEt among the 
subgroups, although the large inside shareholder 
group is more highly indebted DEBTt) than the large 
outside shareholder group. 

Insert Table 2, Panels A and B here 

Table 2 compares sub-groups within firms with 
a majority of large inside (Panel A) and outside (Pa-

                                                 
19 This result is similar to that of Magnan et al. (1999), which 
documents CEO average annual bonus at 31% and stock options at 
25% of total compensation during 1994-1996 for the 100 largest 
Canadian firms. 
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nel B) shareholder sub-samples. Panel A contrasts 
large inside shareholdings in the absence of another 
large outside shareholder (136 of 219, or 62.1% of 
large inside shareholder observations, and 33.8% of 
the full sample) with large inside shareholdings in 
the presence of a large outside shareholder in the 
ownership structure (83 of 219, or 37.9% of large 
inside shareholder observations, and 20.6% of the 
full sample). It should also be noted that the majority 
of large inside shareholder firms are owned by indi-
viduals or families. The only significant difference 
between these two groups beyond the presence of a 
large outside shareholder is sole control of the firm 
by a large family shareholder in 40.4% percent of 
cases, compared to 22.9% percent when family-
owned firms have a large outside shareholder. 

Table 2, Panel B breaks down the majority of 
large outside shareholder sub-sample (183 observati-
ons) based on the identity of the largest outside sha-
reholder: financial (96 of 183, or 52.6% of large 
outside shareholders, and 23.9% of the full sample) 
versus industrial (87 of 183, or 47.5% of large outsi-
de shareholders, and 21.6% of the full sample). The-
se two sub-groups differ significantly. Firms with an 
industrial largest shareholder outperform the financi-
al firms. Firms with an industrial largest shareholder 
are also larger and have fewer outsiders on the board, 
greater CEO contingent compensation, and less CEO 
duality. Table 3 presents the mean values of the Qt+1 
ratio by different levels of large shareholdings for the 
full sample and for the sub-samples of firms with a 
majority of large inside and outside shareholders. 
Table 3 shows a decreasing and monotonic associa-
tion between Qt+1 and the different levels of large 
shareholdings. Empirical evidence based on US 
samples documents a positive performance effect of 
large shareholders, suggesting that the presence of 
large shareholders increases the monitoring of mana-
gerial decision-making. In the US, however, large 
shareholder ownership, along with the presence of 
families, founders, and management among these 
large shareholders, is much lower than in Canadian 
public firms (Bushee, 1999). A decreasing and mo-
notonic association between Qt+1 and large share-
holding is also observed in the sub-sample of firms 
with a majority of large outside shareholders, while a 
curvilinear association is observed in the sub-sample 
of firms with a majority of large inside shareholders. 
In this last sub-sample, firm performance appears to 
increase when total large inside shareholdings reach 
fifty percent, or ownership control level. 

Insert Table 3 here 

Table 4, Panel A presents the Pearson correlati-
on coefficients among the main variables investiga-
ted for the full sample. The proportion of ownership 
by large shareholders, LSHt, is negatively correlated 
with the measure of firm’s future performance Qt+1. 
Surprisingly, the correlation between firm’s future 
performance and large shareholdings is not statisti-
cally significant, for either large insider or large 

outsider shareholdings. As expected, Qt+1 is positi-
vely correlated with the proportion of outsiders on 
the board (OUTt), cross-traded firms (CROSSt), and 
the relative importance of CEO performance-
contingent compensation (CCOMPt). Also as expec-
ted, firm future performance is negatively correlated 
with firm SIZEt and DEBTt. Table 4, Panel A do-
cuments a negative correlation between large inside 
shareholdings (LSH_inst) and the proportion of out-
side directors on the board (OUTt). However, this 
correlation is positive for large outside shareholdings 
(LSH_outt).  

As expected, Table 4, Panel A documents a ne-
gative correlation of proportion of outside directors 
(OUTt) to duality, presence of a controlling share-
holder, and CEO ownership. Finally, the dummy 
variable CROSSt is positively correlated with the 
relative importance of CEO performance-contingent 
compensation and firm size, and negatively correla-
ted with firm’s level of debt financing. Overall, these 
univariate results are consistent with empirical evi-
dence in the prior governance literature (e.g., Agra-
wal and Knoeber, 1996; Barnhart and Rosenstein, 
1998). Table 4, Panels B and C present the Pearson 
correlations for sample variables within the two sub-
samples of large shareholders. Surprisingly, the cor-
relation between large shareholdings and firm future 
performance is not significant among the sub-sample 
of firms with a majority of inside large shareholders. 
Contrary to expectation, large shareholdings are 
negatively correlated with firm performance in the 
sub-sample of firms with a majority of large outside 
shareholders. The positive correlation between the 
proportion of outside directors (OUTt) and firm 
performance (Qt+1) remains significant only for the 
sub-sample of firms with a majority of large outside 
shareholders (LSH_outt). As expected, CEO ow-
nership is positively correlated with firm performan-
ce and negatively correlated with large shareholdings 
in the sub-sample of firms with a majority of large 
outside shareholders (Table 4, Panel C). These re-
sults seem to support my argument that the perfor-
mance effect of large shareholders may depend on 
their identity and closeness to management.  

Insert Table 4, Panels A and B here 

Regression analysis 

Similar to numerous governance studies (e.g., Claes-
sens et al., 2002; Maury and Pajuste, 2004; Klein et 
al.; 2004), I estimated the following multivariate 
regression model:  
Qit+1 = α + β1LSH_insit + β2LSH_outit +β3CEOSHit + 
β4CONTRit + β5OUTit + β6DUALITYit + β7CCOMPit + 
β8CROSSit + β9DEBTit + β10SIZEit + Year dummies 
(Y97, Y98) 20 + Industry dummies (IND1 to IND4) 21 + ε  

                                                 
20 As discussed previously, the data used contains firm governance 
information for three consecutive fiscal years (1997, 1998, and 
1999). Two dummy variables, with values of 1 or 0, were created 
to determine whether governance information relates to fiscal 
years 1997 and 1998. 
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    where the subscript i = 1, …159 identifies individual 
firms, t = 1997, 1998 and 1999 denotes time periods, and 
Qit+1 =firm i's Q ratio in year t+1 
LSH_insit = percentage of outstanding shares held by firm 
i’s large inside shareholders in year t 
LSH_outit = percentage of outstanding shares held by firm 
i’s large outside shareholders in year t 
CEOSHit = firm i's level of CEO ownership in year t   
CONTRit = dummy equals 1 if firm i has a controlling 
shareholder in year t   
OUTt = firm i's percentage of independent board direc-
tors in year t 
DUALITYit = dummy equals 1 if firm i’s CEO and 
Chairman are the same person in year t   
CCOMPit = firm i's relative importance of CEO perfor-
mance-contingent compensation (total bonus and opti-
ons/total compensation) in year t 
CROSSit = dummy equals 1 if firm i’s shares are cross-
traded in year t   
DEBTit = firm i's indebtedness in year t  
SIZEit   = firm i's log of total assets in year t 

 
In order to test the proposed hypotheses, I esti-

mated a panel regression model22 using the General 
Least Square (GLS) method, with appropriate 
control for random effects. In a cross-sectional time-
series sample such as this study data set, the Ordina-
ry Least Square (OLS) assumption that all observati-
ons are independent can lead to misspecification due 
to serial correlation of the error terms for observati-
ons from the same firm (Baltagi, 2001). The pooled 
GLS technique, however, allows for cross-sectional 
heteroscedasticity and serial correlation, while the 
random-effects estimator is the weighted average 
effect of omitted variables that may be constant over 
the sampled firms. Although not reported here, I also 
estimated the year-by-year regression model using 
OLS and the pooled sample using clustered OLS. 
Overall, the results are very similar to the GLS esti-
mation with random effects. Finally, I performed a 
Hausman test to evaluate whether fixed effects esti-
mators would be more efficient than random effects 
estimators. The result of the Hausman test (χ2 = 5.42) 
leads to the conclusion that the GLS random estima-
tion is as efficient as a fixed effects estimation.       

Insert Table 5 here 

                                                                         
21 According to the firms’ primary two-digit SIC codes, and 
following Standard & Poor’s Economic Sector classification, the 
firms included in my final sample were reclassified into six sepa-
rate economic sectors: (1) Primary, (2) Manufacturing (non-
durable), (3) Manufacturing (durable), (4) Transportation and 
utilities, (5) Wholesales and retailers, and (6) Consumer service. A 
dummy variable, with values of 1 and 0, was created for each of 
the first five economic sectors mentioned above. 
22 See, Baltagi (2001) for more details on population models that 
explicitly contain time- and individual-constant unobserved 
effects. Before performing the regression analyses, I conducted 
certain diagnostic tests to improve model specification and better 
interpret further OLS or GSLS estimates. I also performed the 
Breusch-Pagan (B-P-G) and Goldfeld-Quandttest tests for the null 
hypothesis of equal error variance in the sample (Homoscedastic-
ity) and the Chow test for structural change. 
   

Table 5 presents the GLS results for the regres-
sion model, which examines the main effects of large 
shareholdings along with other governance attributes 
on firm performance. In Equation (1), I examine the 
associations using the full sample, and do not distin-
guish whether the firm’s large shareholdings are 
owned by inside or outside shareholders. In Equati-
ons (2), (3) and (4), I examine the proposed associa-
tions by looking at firms with a majority of inside 
large shareholders while distinguishing between 
inside shareholding with and without the presence of 
an outside large shareholder in the ownership struc-
ture. In equations (5), (6) and (7), I examine the 
proposed associations by looking at firms with a 
majority of large outside shareholders while distin-
guishing between financial and industrial largest 
shareholder. In all these analyses, the model controls 
for other internal mechanisms in the firm’s gover-
nance structure, and proves to have significant pre-
dictive power, with adjusted r-squares ranging from 
0.15 to 0.46. This compares very favorably with 
other governance studies, which generally explain 
from 5% to 10% of the performance variance.  

The estimated coefficients reported in Table 5 
Equation (1) document that ownership concentration, 
as measured by overall ownership of large sharehol-
ders, including both inside and outside sharehol-
dings, is negatively associated with firm performan-
ce.23 This suggests that large shareholdings tend to 
be harmful to firm performance in this sample of 
Canadian publicly-traded firms. This negative asso-
ciation contrasts with evidence found using a US 
sample (e.g. Shleifer and Vishny, 1997), and may be 
explained by higher levels of large shareholdings and 
the presence of multiple large shareholders in the 
ownership structures in this Canadian sample. This 
result is consistent, however, with the agency cost of 
private ownership proposed by Schulze et al. (2001), 
which suggests that large shareholdings compromise 
the efficiency of market forces as external governan-
ce mechanisms and negatively impact firm perfor-
mance. In equations (2) and (5) I segment the sample 
and estimate the model for firms with a majority of 
large inside and outside shareholders, respectively. 
In Equation (2), the proportion of ownership by large 
shareholders is not significant for either large inside 
(LSH_inst) or outside (LSH_outt) shareholder cate-
gories. Similarly, in Equation (5), the proportion of 
ownership by large outside shareholders is not signi-
ficantly associated with firm performance. However, 
support for hypothesis (1) is found when the sub-
sample of firms with a majority of large inside sha-
reholders is segmented into two sub-groups: with 
and without large outside shareholders – Equations 
(3) and (4), respectively.  

                                                 
23 The particular interest of this study is the distinction between 
large inside and outside shareholders, but to provide a further 
contrast to the previous literature, I also present the results (Equa-
tion 1) with a variable measuring the firms’ total large sharehold-
ings.  
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Interestingly, in Equation (3), the coefficient of 
large inside shareholdings is negative and signifi-
cant, while in Equation (4), neither of the large sha-
reholdings coefficients (LSH_inst and LSH_outt ) is 
significantly associated to firm performance. More 
precisely, Equation (3) in Table 5 indicates that 
when firms are exclusively controlled by large inside 
shareholders, a 1% increase in the ownership by 
insiders leads to an average 2% decrease in firm 
performance, as measured by firm’s Q ratio. 
Contrastingly, Equation (4) suggests that large inside 
shareholdings do not have the same performance 
impact when in the presence of an outside sharehol-
der with a significant interest in the firm. Although 
these results do not provide direct support for hypo-
thesis (1), the contrast between Equations (2), (3), 
and (4) corroborates this study’s argument that the 
impact of large shareholdings on firm performance 
varies by closeness to firm management. The results 
suggests that ownership concentrated in the hands of 
large inside shareholders tends to be perceived by the 
market as entrenched shareholding, and therefore 
better able to extract value to the detriment of the 
firm’s value to minority shareholders. This is con-
sistent with the evidence found in the studies by 
Morck et al. (1988) and Claessens et al. (2002). 
Further, the results contribute to the evidence provi-
ded by the study by Maury and Pajuste (2004) on the 
coalition and performance impact of large family and 
institutional shareholders. In sum, I interpret these 
results as evidence that the controlling coalition and 
negative performance effect of large inside sharehol-
ders is mitigated when in the presence of monitoring 
by outside large shareholders. 

In contrast to hypothesis (2), the results in Table 
5 suggest that voting control in the hands of a single 
shareholder is negatively associated to firm perfor-
mance only in firms with a majority of large outside 
shareholders in this Canadian sample. More precise-
ly, the coefficient estimated for the variable measu-
ring voting concentration (CONTROLit) in Equations 
(2), (3), and (4) is not significantly associated to firm 
performance. However, this coefficient is negative 
and statistically significant at 90% levels in Equati-
ons (5) and (7). Although not reported here, I also 
estimated equations (2) and (5), making a distinction 
between the presence of inside and outside control-
ling large shareholders, with similar results. As such, 
I interpret the null effect of controlling shareholders 
on firm performance among firms with a majority of 
large inside shareholders as evidence that entrench-
ment and/or voting power concentration is already 
captured by the variables measuring large inside 
shareholdings. This is apparently the case for the 
sub-sample of large inside shareholders (Equation 2), 
since firms with large individual and family share-
holdings very often have a single shareholder with 
direct or indirect voting control. Moreover, the e-
xistence of non-voting or subordinate voting shares 
is greater in the sub-sample of firms with a majority 
of large inside shareholders than in the sub-sample of 

firms with a majority of large outside shareholders. 
As such, contrasting to hypothesis 2, the lack of 
association between the variables CONTROLit and 
Qt+1 seems to indicate that the penalty applied to the 
voting control of large inside shareholders is margi-
nal when compared to firms with a majority of large 
outside shareholders. Apparently, the market does 
not discriminate between voting control and owners-
hip concentration in owner-managed firms. 

Given that the presence of multiple large share-
holders is common in the ownership structure of this 
Canadian sample, the lack of support for hypothesis 
2 may also be interpreted as evidence that voting 
concentration in the hands of a single shareholder 
among multiple large inside shareholders may not 
have the same negative performance impact as it 
does in a less concentrated ownership structure, such 
as in the US and the UK. On the other hand, as do-
cumented in Table 5, Equation 5, firms with a majo-
rity of large outside shareholders are apparently 
penalized for having a single controlling shareholder 
in the ownership structure. Nevertheless, the contrast 
between Equations (6) and (7) suggests that this 
result is driven by firms with an industrial sharehol-
der as largest shareholder. This difference may be 
explained by the view that the fiduciary responsibili-
ties of financial institutions make them closer moni-
tors, which may in turn reduce the negative perfor-
mance impact of voting control.  

Along this line of reasoning, hypothesis 3 in-
vestigates whether the identity of the largest share-
holder affects the association between ownership 
concentration and firm performance. In order to 
investigate this hypothesis, I segmented the sub-
sample of firms with a majority of large outside 
shareholders into two complementary sub-groups: 
firms with a financial institution and firms with an 
industrial as the largest shareholder in the ownership 
structure – Equations (6) and (7) respectively. These 
two categories can be contrasted with Equation (3), 
which was estimated with firms having individuals 
and families as the largest shareholder. As discussed 
earlier, the coefficient of large shareholdings in E-
quation (3) is negative and statistically significant at 
95% level, while these coefficients are not statistical-
ly significant (or different) in Equations (6) and (7). 
Thus, the results document a performance difference 
between the categories of individual/family and 
institutional largest shareholder, but no significant 
difference between the two categories of institutional 
shareholders, financial and industrial. Although these 
results may be driven by the limited number of ob-
servations in each largest outside shareholder catego-
ry, the results are similar to the comparison between 
the performance impact of large inside and outside 
shareholders. As such, I interpret the results in Equa-
tions (3), (6), and (7) as providing no support for 
hypothesis 3. Apparently, the identity of large share-
holders has no effect on the performance impact of 
either large inside or outside shareholders. 
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A further contrast among the equations reported 
in Table 5 provides some interesting results regar-
ding the performance impact of other governance 
attributes. CEO ownership, for example, has a posi-
tive performance impact within the industrial largest 
shareholder category, while this effect seems to be 
negative within firms with a financial institution as 
largest shareholder, and it is not statistically signifi-
cant within firms with an individual or family as 
largest shareholder. The relative importance of 
CEO’s performance-contingent compensation and 
the firm’s stock being traded on another stock ex-
change yield a significant positive association with 
our measure of firm performance, but only for firms 
with a majority of large inside shareholders. This 
mechanism probably plays a counterbalancing effect 
in closely held firms. A practical implication of this 
result is that large inside shareholders hoping to 
reduce agency costs should strengthen alternative 
governance mechanisms such as those provided by 
performance-contingent compensation. 

Surprisingly, the conventional agency wisdom 
on the positive performance effect of outside direc-
tors is not supported by the results reported in Table 
5. This may be interpreted as support for the argu-
ment that independent directors may be ineffective 
monitors when serving on boards dominated by large 
shareholders. First, despite their impartial status and 
ability to offer advice on certain decisions, indepen-
dent directors may have little influence on decisions 
involving family members or other large inside sha-
reholder matters. Second, large inside shareholders 
tend to appoint to their boards outside directors who 
are close friends and/or happen to have a fiduciary 
relationship with the firm, which may compromise 
the directors’ independence and monitoring efforts.24 
Finally, firm’s level of debt financing is negatively 
associated with performance only in firms with a 
majority of large outside shareholders, confirming 
the expected greater use of debt financing by this 
sub-group. As expected, firm’s size is, in general, 
negatively associated with the measure of firm per-
formance.25  

5. Discussion and conclusions 

This study provides evidence of the associations 
between ownership concentration and firm perfor-
mance, while distinguishing between the presence of 
large inside and outside shareholders in the firm’s 
ownership structure. I focused on Canadian public 
firms with large shareholders because the presence 
of multiple large shareholders as well as family ow-
ners is greater in Canada than in countries with simi-
lar levels of legal protection for investors, such as the 
US and the UK. The empirical results provide seve-
                                                 
24 See for example the studies by Zeckhauser and Pound (1990) 
and Barnhart and Rosenstein (1998). 
25 For instance, sensitivity analysis shows that debt financing is 
negatively associated to firm performance only within the sub-
group of firms with diffuse ownership and a majority of large 
outside shareholders.  

ral contributions to the literature of ownership con-
centration in publicly-traded firms. The results for 
the performance effect of ownership concentration 
contradict the prior governance literature, which 
suggests that the presence of large shareholders en-
hances firm performance by closely monitoring ma-
nagement actions and influencing management deci-
sions to the benefit of all shareholders. The evidence 
documented in this study suggests the contrary. In 
this sample of closely held Canadian public firms, 
large inside shareholdings tend to be negatively 
associated to firm performance, while no association 
is found in firms with a majority of large outside 
shareholdings in their ownership structure. Con-
sistent with the entrenchment perspective, I interpret 
the results as evidence that firm performance of 
closely held firms tends to be negatively affected 
when the presence of large inside shareholders, sup-
ported by officers and directors appointed by the 
dominant shareholder, threatens to capture private 
benefits to the detriment of residual owners. In addi-
tion, given the greater proportion of family owners 
among the large inside and outside shareholders in 
this Canadian sample of public firms, the results 
support the argument that conflicts of interest, com-
bined with the effects of external market failures, 
threaten market performance in this type of privately 
held firm. The evidence seems to support the argu-
ment that owner management in closely held firms is 
not the governance panacea that agency theory as-
sumes it to be (Schulze et al., 2001).  

As to the distinction between large inside and 
outside shareholders, this study also investigates 
whether concentrated voting power in the hands of a 
single shareholder is associated to firm performance, 
and whether the identity of the owner affects this 
association. Concentrated voting power is negatively 
associated to firm performance only in firms with a 
majority of large outside shareholders. This could be 
because, relative to firms without a single controlling 
shareholder, voting rights by outsiders may represent 
a coalition between management and shareholders 
designed to efficiently divert profit to themselves. 
The results regarding the identity of the owners are 
not conclusive, but apparently a different performan-
ce impact exists between family and institutional 
large shareholders. Although I believe this study 
represents an important first step in the examination 
of the association between ownership concentration 
and firm performance, while distinguishing between 
inside and outside large shareholdings, it is important 
to point out the limitations inherent in this empirical 
investigation. I assume that large shareholders not 
directly participating in the firm’s management are 
outsiders, and therefore independent monitors of 
management decision-making. Thus, a caveat should 
be noted, since an outside shareholder may have a 
certain amount of influence in the management 
through the appointment of managers and participa-
tion on the board of directors. Also, given the use of 
non-voting shares and the presence of multiple large 
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shareholders in the ownership structure of this Cana-
dian sample, further research might consider refining 
the classification of large inside and outside share-
holders to take into account the different voting 
rights and fiduciary duties of large shareholders in 
the ownership structure. Finally, a number of impor-
tant empirical issues undoubtedly remain to be in-
vestigated regarding the potential cost of large sha-
reholders. One interesting extension of this study 
would be to examine the sensitivity of the firm's 
performance-contingent payouts to firm performan-
ce, while distinguishing between inside and outside 
control. This may provide some answers to the 
question of whether entrenched insiders use perfor-
mance compensation packages to extract non-
justified pecuniary benefits.  
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Appendices 
 
 

Table 1 Panel A Descriptive Statistics for a sample of Canadian firms with Large Shareholders from 1997-  
1999 

Variables N Mean Median Std. 
Deviation

Minimum Maximum

Q t+1 402 1.341 0.844 1.394 0.033 8.588
LSH t 402 0.503 0.517 0.247 0.090 0.988
LSH_out t 402 0.264 0.154 0.283 0.097 0.970
LSH_ins t 402 0.240 0.121 0.278 0.097 0.937
OUTt 402 0.648 0.667 0.181 0.200 1.000
DUALITYt 402 0.420 0.000 0.494 0.000 1.000
CONTRt 402 0.343 0.000 0.475 0.000 1.000
CEOSH t 402 0.008 0.000 0.018 0.000 0.089
CROSSt 402 0.266 0.000 0.443 0.000 1.000
CCOMP t 402 0.364 0.365 0.258 0.000 0.954
SIZE t 402 12.470 12.425 1.699 7.012 17.301
DEBTt 402 0.438 0.449 0.180 0.013 0.799 

 
 
 

Panel B. Means and mean difference between the sub-samples of Canadian firms with a majority of large in-
side shareholders and a majority of large outside shareholders  

 

Variables N Means Std-Deviation N Means Std-Deviation t- statistic p- value

Qit+1 219 1.235 1.122 183 1.468 1.657 1.676 0.094
LSH t 219 0.524 0.229 183 0.477 0.264 1.907 0.057
LSH_out t 219 0.087 0.146 183 0.475 0.261 18.804 0.000
LSH_ins t 219 0.440 0.231 183 - - - -
OUTit 219 0.595 0.178 183 0.711 0.164 6.710 0.000
CEOSHit - - - 183 0.011 0.021 - -
CCOMPit 219 0.355 0.265 183 0.375 0.250 0.792 0.428
DEBTit 219 0.474 0.183 183 0.395 0.166 -4.472 0.000
SIZEit 219 12.471 1.706 183 12.468 1.694 -0.016 0.987

z- statistic p- value

DUALITYit 219 0.562 0.497 183 0.251 0.435 -6.276 0.000
CONTRit 219 0.338 0.474 183 0.350 0.478 0.249 0.804
CROSSit 219 0.242 0.429 183 0.295 0.457 1.199 0.230

Mean difference betweenSub-sample of firms  Sub-sample of firms

large INSIDE and OUTSIDE 
shareholders

with a majority of 

shareholders
large INSIDE large OUTSIDE

shareholders

with a majority of   firms with a majority of

 
Qit+1 =  firm i's Q ratio in year t+1; LSHit = percentage of outstanding shares held by large shareholders of firm i in year t; LSH_outit = 
percentage of outstanding shares held by large outside shareholders of firm i in year t; LSH_insit = percentage of outstanding shares held 
by large inside shareholders of firm i in year t; OUTt = firm i's percentage of independent directors on the board in year t; DUALITYit = 
dummy equals 1 if firm i’s CEO and Chairman are the same person in year t; CONTRt = dummy equals 1 if firm i has a controlling share-
holder in year t; CEOSHt = firm i's level of CEO ownership in year t; CROSSt = dummy equals 1 if firm i’s share is cross-traded in year t; 
CCOMPt = firm i's relative importance of CEO’s performance-contingent compensation in year t; SIZEt = firm i's log of total assets in year 
t; DEBTt = firm i's indebtedness in year t. 
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Table 2.   

Panel A. Canadian firms with a majority of large inside shareholders: Sample means and tests of difference 
between the sub-group of firms having only large inside shareholders and the sub-group of firms combining 
large inside and outside shareholders 

 

Variables
N Means Std-Deviation N Means Std-Deviation t- statistic p- value

Qt+1 136 1.261 1.134 83 1.192 1.107 -0.441 0.659
LSH t 136 0.504 0.227 83 0.557 0.231 1.659 0.098
LSH_out t 136 - - 83 0.229 0.155 - -
LSH_ins t 136 0.506 0.219 83 0.331 0.209 5.836 0.000
OUTt 136 0.594 0.192 83 0.598 0.154 0.200 0.842
CCOMPt 136 0.366 0.268 83 0.337 0.260 -0.770 0.442
DEBTt 136 0.480 0.183 83 0.465 0.185 -0.561 0.576
SIZEt 136 12.596 1.809 83 12.265 1.510 -1.396 0.164

z- statistic p- value

DUALITYt 136 0.551 0.499 83 0.578 0.497 0.388 0.698
CONTRt 136 0.404 0.493 83 0.229 0.423 -2.664 0.007
CROSSt 136 0.279 0.450 83 0.181 0.387 -1.654 0.098

sub-groups

Firms with only Firms with Mean difference
large inside between the two

shareholders
large inside and outside

shareholders

 
 

 

Panel B. Canadian firms with a majority of large outside shareholders: Sample means and tests of difference 
between the sub-group of firms having a financial institution as largest outside shareholder and  

the sub-group of firms having an industrial as largest outside shareholder 
 

Variables
N Means Std-Deviation N Means Std-Deviation t- statistic p- value

Qt+1 96 1.247 1.329 87 1.712 1.935 1.909 0.058
LSH t 96 0.484 0.286 87 0.469 0.238 0.361 0.718
LSH_out t 96 0.484 0.286 87 0.469 0.238 0.361 0.718
OUTt 96 0.741 0.154 87 0.677 0.169 -2.681 0.008
CEOSHt 96 0.012 0.022 87 0.010 0.019 -0.476 0.634
CCOMPt 96 0.329 0.261 87 0.426 0.229 2.664 0.008
DEBTt 96 0.382 0.165 87 0.410 0.167 1.138 0.256
SIZEt 96 12.128 1.626 87 12.844 1.698 2.912 0.004

z- statistic p- value

DUALITYt 96 0.302 0.462 87 0.195 0.399 -1.661 0.097
CONTRt 96 0.312 0.466 87 0.391 0.491 1.109 0.267
CROSSt 96 0.323 0.470 87 0.264 0.444 -0.867 0.386

Mean differenceFirms with Firms with
Financial Institution as Industrial as between the two

largest shareholder largest shareholder sub-groups

 
Qit+1 =  firm i's Q ratio in year t+1; LSHit = percentage of outstanding shares held by large shareholders of firm i in year t; LSH_outit = 
percentage of outstanding shares held by large outside shareholders of firm i in year t; LSH_insit = percentage of outstanding shares held by 
large inside shareholders of firm i in year t; OUTt = firm i's percentage of independent directors on the board in year t; CEOSHt = firm i's 
level of CEO ownership in year t; CCOMPt = firm i's relative importance of CEO’s performance-contingent compensation in year t; DEBTt 
= firm i's indebtedness in year t; SIZEt = firm i's log of total assets in year t; DUALITYit = dummy equals 1 if firm i’s CEO and Chairman 
are the same person in year t; CONTRt = dummy equals 1 if firm i has a controlling shareholder in year t;; CROSSt = dummy equals 1 if 
firm i’s share is cross-traded in year t. 
Table 3. Q ratio by different levels of large shareholdings 

 

Level of
Large

Shareholdings (LSH t) (LSH_out t) (LSH_ins t)
N N N

10-30% 107 1.837 58 1.883 78 1.519
30-50% 88 1.197 34 1.661 50 0.884
>50% 207 1.152 91 1.132 91 1.184

Total N 402 183 219

shareholdersshareholders

Qit+1 Ratio
Sub-sample of firms with a majority of

Full sample Large outside Large inside

 
LSHit = percentage of outstanding shares held by large shareholders of firm i in year t; LSH_outit = percentage of outstanding 
shares held by large outside shareholders of firm i in year t; LSH_insit = percentage of outstanding shares held by large inside 
shareholders of firm i in year t. 
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Table 4 - Pearson Correlation Matrix Panel A – Full sample (N=402) 
Q t+1 1. 2. 3. 4. 5. 6. 7. 8. 9. 10,

1. LSH t -0.173 ***
0.001

2. LSH_ins t -0.077 0.396 ***
0.124 0.000

3. LSH_out t -0.078 0.454 *** -0.626 ***
0.117 0.000 0.000

4. OUTt 0.105 ** -0.255 *** -0.315 *** 0.089 *
0.035 0.000 0.000 0.074

5. DUALITYt -0.136 *** 0.068 0.275 *** -0.198 *** -0.101 **
0.006 0.177 0.000 0.000 0.043

6. CONTRt -0.039 0.658 *** 0.301 *** 0.276 *** -0.135 *** -0.021
0.437 0.000 0.000 0.000 0.007 0.669

7. CEOSH t 0.079 -0.091 * -0.108 ** 0.002 -0.114 ** 0.027 -0.024
0.116 0.069 0.031 0.962 0.023 0.594 0.630

8. CROSSt 0.195 *** 0.018 0.039 -0.031 0.070 -0.045 0.003 0.100 **
0.000 0.716 0.439 0.538 0.160 0.364 0.949 0.046

9. CCOMP t 0.169 *** -0.056 -0.005 -0.058 0.068 -0.019 0.001 0.057 0.107 **
0.001 0.259 0.918 0.244 0.173 0.712 0.992 0.259 0.033

10, SIZE t -0.119 ** 0.153 *** 0.124 ** 0.004 0.089 * -0.036 0.227 *** -0.204 *** 0.179 *** 0.367 ***
0.017 0.002 0.013 0.934 0.073 0.472 0.000 0.000 0.000 0.000

11. DEBTt -0.303 *** 0.101 ** 0.192 *** -0.089 * -0.091 * 0.100 ** 0.032 -0.119 ** -0.164 *** -0.071 0.317 ***
0.000 0.043 0.000 0.074 0.068 0.045 0.517 0.017 0.001 0.154 0.000  

 
Table 4 - Pearson Correlation Matrix, continued 

Panel B – Sub-sample of firms with a majority of large inside shareholders (N = 219) 
Q t+1 1. 2. 3. 4. 5. 6. 7. 8. 9. 10,

1. LSH t -0.054
0.424

2. LSH_ins t -0.030 0.762 ***
0.658 0.000

3. LSH_out t -0.054 0.273 *** -0.364 ***
0.429 0.000 0.000

4. OUTt -0.005 -0.087 -0.143 ** 0.096
0.945 0.202 0.034 0.156

5. DUALITYt -0.144 ** 0.101 0.061 0.110 -0.045
0.034 0.136 0.372 0.105 0.504

6. CONTRt 0.045 0.667 *** 0.688 *** -0.034 -0.037 -0.011
0.504 0.000 0.000 0.619 0.586 0.872

7. CEOSH t -0.028 0.052 0.014 -0.027 -0.274 *** -0.082 0.062
0.684 0.443 0.833 0.692 0.000 0.225 0.358

8. CROSSt 0.288 *** 0.163 ** 0.196 *** -0.090 -0.012 0.048 0.205 *** 0.231 ***
0.000 0.016 0.004 0.183 0.862 0.480 0.002 0.001

9. CCOMP t 0.124 * 0.079 0.056 -0.009 0.026 -0.063 0.132 * 0.133 ** 0.152 **
0.068 0.246 0.407 0.901 0.706 0.356 0.050 0.049 0.025

10, SIZE t -0.119 * 0.257 *** 0.271 *** -0.055 0.063 0.001 0.321 *** -0.098 0.208 *** 0.327 ***
0.080 0.000 0.000 0.420 0.357 0.986 0.000 0.151 0.002 0.000

11. DEBTt -0.199 *** -0.003 0.044 -0.035 -0.019 -0.001 -0.019 -0.101 -0.089 -0.137 ** 0.292 ***
0.003 0.971 0.522 0.610 0.780 0.994 0.776 0.135 0.190 0.043 0.000  

 
Table 4 - Pearson Correlation Matrix, continued Panel C – Sub-sample of firms with a majority of large outsi-

de shareholders (N = 183) 
Q t+1 1. 2. 3. 4. 5. 6. 7. 8. 9. 10,

1. LSH t -0.247 ***
0.001

2. LSH_ins t . . .

3. LSH_out t -0.248 *** 1.000 *** .
0.001 0.000

4. OUTt 0.165 ** -0.412 *** . -0.412 ***
0.026 0.000 0.000

5. DUALITYt -0.099 -0.032 . -0.032 0.063
0.182 0.668 0.668 0.397

6. CONTRt -0.110 0.660 *** . 0.660 *** -0.288 *** -0.029
0.138 0.000 0.000 0.000 0.700

7. CEOSH t 0.127 * -0.184 ** . -0.184 ** -0.070 0.247 *** -0.108
0.086 0.013 0.013 0.348 0.001 0.146

8. CROSSt 0.121 -0.112 . -0.112 0.135 * -0.126 * -0.223 *** -0.027
0.102 0.131 0.131 0.069 0.088 0.002 0.713

9. CCOMP t 0.211 *** -0.199 *** . -0.199 *** 0.104 0.075 -0.166 ** -0.028 0.049
0.004 0.007 0.007 0.163 0.313 0.024 0.711 0.509

10, SIZE t -0.124 * 0.045 . 0.045 0.137 * -0.093 0.116 -0.311 *** 0.148 ** 0.419 ***
0.094 0.544 0.544 0.065 0.212 0.119 0.000 0.046 0.000

11. DEBTt -0.394 *** 0.182 ** . 0.182 ** -0.030 0.088 0.109 -0.083 -0.238 *** 0.038 0.368 ***
0.000 0.014 0.014 0.688 0.239 0.143 0.267 0.001 0.614 0.000  

 
Qit+1 =  firm i's Q ratio in year t+1; LSHit = percentage of outstanding shares held by large shareholders of firm i in year t; 
LSH_outit = percentage of outstanding shares held by large outside shareholders of firm i in year t; LSH_insit = percentage 
of outstanding shares held by large inside shareholders of firm i in year t; OUTt = firm i's percentage of independent direc-
tors on the board in year t; DUALITYit = dummy equals 1 if firm i’s CEO and Chairman are the same person in year t; 
CONTRt = dummy equals 1 if firm i has a controlling shareholder in year t; CEOSHt = firm i's level of CEO ownership in 
year t; CROSSt = dummy equals 1 if firm i’s share is cross-traded in year t; CCOMPt = firm i's relative importance of 
CEO’s performance-contingent compensation in year t; SIZEt = firm i's log of total assets in year t; DEBTt = firm i's indeb-
tedness in year t 
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Table 5. GLS Regressions on the association between firm performance (Qt+1) and large shareholdings  for a 
sample of Canadian firms over the period 1997-1999 

(1) (2) (3) (4) (5) (6) (7)
Firms with Firms with Firms with Firms with Firms with Firms with

Independent Full a majority of only large inside a majority of financial institution industrial
Variables Sample large inside large inside and outside large outside as largest as largest

shareholders shareholders shareholders shareholders shareholder shareholder

LSH t -0.708 **
(2.09)

LSH_ins t -0.669 -1.852 ** 1.577
(1.14) (2.32) (1.62)

LSH_out t -0.257 0.265 -0.141 0.117 -0.758
(0.46) (0.31) (0.24) (0.18) (0.60)

CEOSH t 20.569 * -6.679 25.405 *
(1.85) (0.850 (1.70)

CEOSH t
*FIN -29.927 **

(1.98)
LSH_out t*FIN 0.121

(0.48)
CONTRt 0.000 0.349 0.353 0.221 -0.511 * 0.049 -0.849 *

(0.00) (1.52) (1.12) (0.61) (1.75) (0.17) (1.80)
OUTt 0.256 0.171 -0.156 0.398 -0.045 0.597 -1.069

(0.69) (0.39) (0.26) (0.65) (0.07) (0.91) (0.85)
DUALITYt -0.061 -0.199 -0.057 -0.379 0.259 -0.122 0.667 *

(0.43) (1.12) (0.24) (1.52) (1.07) (0.48) (1.65)
CCOMP t 0.360 * 0.505 * 0.110 0.685 * 0.175 -0.073 0.53

(1.72) (1.89) (0.29) (1.68) (0.56) (0.31) (0.76)
CROSSt 0.617 *** 0.774 *** 1.124 *** 0.518 0.200 -0.317 0.663

(2.73) (2.96) (3.52) (1.21) (0.54) (0.79) (1.040
DEBTt -0.357 0.805 * 0.706 0.166 -2.731 *** -2.312 *** -3.554 **

(0.97) (1.91) (1.24) (0.26) (4.18) (4.35) (2.50)
SIZE t -0.159 *** -0.218 *** -0.143 * -0.233 ** 0.007 -0.227 ** 0.242

(2.76) (3.24) (1.67) (2.10) (0.07) (2.02) (1.44)

Constant 3.02 *** 3.614 *** 3.11 *** 3.721 *** 1.321 3.492 ** 2.324
(4.08) (4.35) (2.84) (2.88) (0.97) (2.40) (0.87)

Number of observ. 402 219 136 83 183 96 87
N of id_cg 159 85 59 40 79 44 41
AdjR-Sq 0.153 0.157 0.217 0.395 0.239 0.321 0.456

* significant at the 10 percent level; ** significant at the 5 percent level; *** significant at the 1 percent level.

Year and industry dummies variables not reported

 
Table 5, continued 

The regressions are performed using a random-effects specification in which all observations within a firm are collapsed 
into one observation. Numbers in parentheses are t-statistics. Dependent variable is Qit+1 = firm i's Q ratio in year t+1. 
Independent variables are; LSHit = percentage of outstanding shares held by large shareholders of firm i in year t; 
LSH_insit = percentage of outstanding shares held by large inside shareholders of firm i in year t; LSH_outit = percentage 
of outstanding shares held by large outside shareholders of firm i in year t; CEOSHt = firm i's level of CEO ownership in 
year t; CEOSHt*FIN= firm i's level of CEO ownership in year t interacting with a dummy variable for firms with a financi-
al institution as largest shareholder; LSH_outit*FIN= percentage of outstanding shares held by large outside shareholders of 
firm i in year t interacting with a dummy variable for firms with a financial institution as largest shareholder; CONTRt = 
dummy equals 1 if firm i has a controlling shareholder in year t; OUTt = firm i's percentage of independent directors on the 
board in year t; DUALITYit = dummy equals 1 if firm i’s CEO and Chairman are the same person in year t; CROSSt = 
dummy equals 1 if firm i’s share is cross-traded in year t; CCOMPt = firm i's relative importance of CEO’s performance-
contingent compensation in year t; DEBTt = firm i's indebtedness in year t; SIZEt = firm i's log of total assets in year t. 
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Abstract 

 
The Sarbanes-Oxley Act (SOX) has not only had tremendous impact on the U.S corporate governance 
system, but also on other countries with companies subject to SOX. The paper analyzes the major 
direct impacts of SOX on the European Union (EU) and Germany as a Member State. The focus of 
the analysis is on rules concerning external corporate governance instruments, i.e. the auditing pro-
fessions’ oversight, auditors’ independence and auditing standards. Additionally, the paper investi-
gates whether the contemporary regulatory activities in the EU and Germany concerning external 
corporate governance can be explained as indirect institutional consequences of SOX. Although the 
EU Commission says for the record that it has an own long-term strategy of modernizing corporate 
governance, the paper demonstrates that several rules of SOX quite obviously served as a model for 
the EU regulatory activities. The same phenomenon can be observed for the new German regulations 
of external corporate governance. 
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Introduction 
 
The Sarbanes-Oxley Act (SOX) and related rules of 
the SEC are a direct reaction of the U.S. regulatory 
system to a series of obvious malfunctioning of the 
established corporate governance system in the U.S. 
SOX had a huge impact on companies and auditors 
in the U.S. However, the focus of the paper is on the 

extraterritorial impacts. The objective of the paper is 
to reveal, analyze and explain this impact on the 
European Union (EU) and on one particular country, 
namely Germany. 

The structure of the paper is determined by the 
assumption that the impact might be two-fold. First, 
due to the explicit scope of SOX a direct influence of 
its rules is obvious on companies listed on the U.S. 
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securities market as well as on the auditors of such 
companies. Second, because of its strict and some-
how revolutionary content, SOX might be used by 
national regulators and auditing professions as an 
example or model to tighten up national corporate 
governance regulations in order to better protect the 
interests of share- and stakeholders. This will be 
referred to as indirect influence. 

Based on this view of a direct and indirect im-
pact of SOX the first section investigates the major 
direct impacts on Germany and uncovers arising 
conflicts with national regulations. In the second 
section the regulatory activities in Germany which 
have been undertaken since the adoption of SOX are 
depicted. As the regulations of the EU Member 
States have to comply with the rulings of the EU, the 
post SOX regulatory activities of the EU are de-
scribed as well. In order to allow a deeper analysis, 
the paper focuses only on specific topics regulated in 
SOX, in particular those which are related to the 
function of auditing within the external spheres of 
corporate governance; those are the public oversight 
over the auditing profession, the auditors’ independ-
ence and auditing standards. The last section of the 
paper discusses whether the regulatory activities of 
the EU and the German regulating institutions may 
be regarded as “spill over effects” and/or indirect 
institutional consequences of SOX. 

Direct Extraterritorial Impacts of SOX 

Applicability of SOX 

The Sarbanes-Oxley Act of 2002 applies to any 
company (“issuer”) registered on U.S. stock ex-
changes under either the Securities Act or the Securi-
ties Exchange Act, irrespective of the country of the 
company’s domicile or incorporation (see Sec. 2(7) 
of SOX). The Act itself does not contain exemptions 
for foreign private issuers1. Therefore, SOX has an 
impact on all U.S. and non-U.S. companies that are 
registrants with the Securities and Exchange Com-
mission (SEC) (see Perino, 2003, p. 221). Besides 
the registered companies, SOX addresses the audi-
tors of those companies and financial analysts and 
covers issues of internal and external corporate gov-
ernance, financial disclosure and criminal penalties 
for the concerned companies and people. Figure 1 
gives an overview of the major provisions of SOX. 

Concerning the auditors, SOX requires that any 
public accounting firm2 involved in the preparation 

                                                 
1 The term „foreign private issuer“ is defined as any issuer, that 
does not have more than 50 percent of its outstanding voting 
securities held by U.S. residents and that does not satisfy any one 
of the following conditions: (1) the majority of directors or execu-
tive officers are U.S. citizens or residents; (2) more than 50 per-
cent of the issuer’s assets are located in the U.S.; or (3) the issuer’s 
business is administered principally in the U.S. (see 17 C.F.R. Art. 
240.3b-4(c) (2003). 
2 SOX uses the term “public accounting firm” for any proprietor-
ship, partnership, incorporated association, corporation, limited 
liability partnership, or other legal entity that is engaged in the 
practice of public accounting or preparing or issuing audit reports 

of audit reports of any issuer listed on a U.S. stock 
exchange is subject to the provisions of the Act and 
to the oversight of the Public Company Accounting 
Oversight Board (PCAOB). This includes non-U.S. 
public accounting firms performing auditing services 
for registrants on the U.S. capital markets (see Sec. 
106(a)(1) of SOX). As the extraterritorial impact of 
SOX may provoke conflicts for non-U.S. companies 
and auditors with their national regulations, the SEC, 
and the PCAOB, subject to the approval of the SEC, 
are empowered to exempt any foreign accounting 
firm from any provision of SOX when they determi-
ne necessary or appropriate in the public interest or 
for the protection of investors (Sec. 106(c)). Moreo-
ver, SOX gives the SEC the authority to promulgate 
rules and regulations in considerations of the public 
interest, the protection of investors and the purpose 
of the Act (Sec. 3(a)). This provision allows for 
exemptions for foreign private issuers. Nevertheless, 
there is no specific directive requiring the SEC to 
create such exemptions. SOX departs from the tradi-
tional policy of the SEC to provide accommodations 
and exemptions for foreign private issuers and their 
auditors (for details refer to Perino, 2003, p. 8). One 
reason for this might be that general exemptions for 
non-U.S. issuers would have created loopholes and 
therefore were politically unacceptable (see Morris-
sey, Bostelman and Clayton, 2003, p. 14). Another 
reason might be that Congress did not consider the 
impact of SOX on the affected companies, accoun-
ting firms and regulators because it wanted to react 
quickly to the financial breakdowns in the U.S. As 
evidence for this hypothesis the fast legislative pro-
cess (29 days) and the very few references to this 
issue in the Congressional Record (see Perino, 2003, 
p. 9-11) could be cited. The next section depicts the 
major impacts of SOX on the German auditing pro-
fession as well as German companies and explains 
resulting conflicts with existing national rules. As 
already noted, the focus is only on external corporate 
governance issues covered by SOX: those are rules 
on the auditing profession’s oversight, on auditors’ 
independence and auditing standards. This restriction 
of the investigation does not mean that all the other 
issues referred to in SOX have no influence on Ger-
man entities or do not provoke conflict with national 
German rules. 

 
Auditors’ Profession Oversight 
 
SOX established the Public Company Accounting 
Oversight Board (PCAOB), an independent private 
non-profit organization under the control of the SEC. 

 
                                                                         
(see Sec. 2(11) of SOX). In contrast the proposed modernization of 
the 8th Directive of the EU Commission uses the term “audit firm”, 
which means an entity that is approved in accordance with the 
provisions of the Directive by the competent authorities of a 
Member State of the EU to carry out statutory audits regardless of 
its legal form. Both terms, “public accounting firm” and “audit 
firm”, are used synonymously in this paper. 
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SOX

PCAOB Auditor
Independence

Corporate
Responsibility

Enhanced
Disclosures

Analysts 
Conflicts of Interest

Corporate Fraud
and Penalties

• Establishment and
Composition 

• Registration 

• Auditing, quality control
and independence 
standards and 
rules 

• Inspections and 
investigations 

SEC. 1

• Restrictions on non –
audit services

• Pre-approval of audit 
and permitted non-
audit services

• Audit partner rotation

• Audit committee
communications

• Employment cooling-off
period

SEC. 2

• Public company and 
audit committee

• CEO/CFO certification

• Improper influence on
conduct of audits 

• Forfeiture of bonuses
and profits

• Insider trading during
blackout periods

• Attorney professional 
responsibility rules

SEC. 3

• Off-balance sheet
transactions 

• Use of non-GAAP 
financial measures 

• Accelerated and 
electronic filing of 
change of beneficial
ownership forms

• Management
assessment 
of internal control

• Code of ethics

• Disclosure of audit 
committee financial
expert

• Review of periodic
disclosure

• Real time disclosure

SEC. 4

• Treatment of securities
analysts by registered
securities associations
and national securities
exchanges

SEC. 5

• Penalties for altering
documents

• Debts non-discharge-
able if incurred in viola-
tion of securities fraud 
laws

• Protection of employees
who provide evidence
of fraud

• Penalties for defrauding
shareholders

• Penalties for mail and 
wire fraud

• Increased penalties 
under Securities 
Exchange Act

SEC. 8/9/11

 
 

Figure 1. Major provisions of SOX 
 
The remainder of the Sections of SOX covers technical details concerning the resources and the authority of the SEC (Sec. 6), requires 
several studies to be conducted (Sec. 7) and states a sense of the Senate regarding the singing of corporate tax returns (Sec. 10). Since these 
Sections do not refer to issues of corporate governance they are omitted in the figure. 

 
As mentioned above, the PCAOB has to oversee the 
auditors that are engaged to provide audit services 
for companies subject to the Act or play a substantial 
role in such audits. The Act clarifies that this applies 
to U.S. as well as to foreign public accounting firms 
(see Sec. 106(a)(1) of SOX). These accounting firms 
are required to register with the PCAOB (see Sec. 
102 of SOX). SOX directs the PCAOB to conduct 
inspections and investigations at least once every 
three years to assess the degree of compliance of a 
registered accounting firm with the Act, the rules of 
the SEC and the PCAOB or professional standards. 
Thereby the Board has to evaluate the sufficiency of 
quality control system of the firm and the manner of 
the documentation and communication of that sys-
tem and has the authority to impose disciplinary or 
remedial sanctions (see Sec. 104 and 105 of SOX). 

This registration with the PCAOB imposes – in 
general – a considerable pressure on the particular 
public accounting firm. A failure results directly in 
the loss of all clients which are subject to SOX (see 
Sec. 102(a) of SOX). Additionally the registration 
and obeying of SOX and PCAOB requirements 
cause direct costs, which may not completely be 
outweighed by higher auditing fees. In addition, 
there may be indirect costs due to conflicts with 
national rules and standards. Such conflicts arise 

concerning the transfer of information and data to the 
PCAOB, because registration of accounting firms 
with the PCAOB includes a consent to cooperate and 
comply with any demand by the Board for testimony 
or the production of documents in the case of re-
quested information about particular clients (see Sec. 
102(b)(3) of SOX). This consent could contravene 
the German auditors’ legal duty to maintain strict 
confidentiality (see Art. 323 Para. 1 of German 
Commercial Code (Handelsgesetzbuch, HGB), Art. 
404 Para. 1 of the German Stock Corporation Act 
(Aktiengesetz, AktG) and Art. 9 of the German Law 
Regulating the Profession of Auditors (Wirtschafts-
prüferordnung, WPO)). A breach of this duty may 
result in sanctions being imposed by professional 
disciplinary proceedings and in fines or imprison-
ment under Art. 203 of the German Criminal Code 
(Strafgesetzbuch, StGB), unless the client has given 
permission to the auditor to disclose the information. 
Moreover, German auditors are entitled and even 
have the duty to refuse to give evidence in lawsuits 
(see Art. 383 Para. 1 of the German Code of Civil 
Procedure (Zivilprozessordnung, ZPO), Art. 53 Para. 
1 of the German Code of Criminal Procedure (Straf-
prozessordnung, StPO)). The management board of a 
company can release the auditor from these duties by 
giving an explicit permission (see Hilber and Har-
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tung, 2003, p. 1056). However, the management 
board is required to balance the benefits and costs of 
all decisions. Declaring releases for a company’s 
auditors from their duty to maintain strict confidenti-
ality and to refuse evidence in lawsuits could conflict 
with this requirement of the German Stock Corpora-
tion Act in case the company has no direct advan-
tages of the decision, e.g. the company is not an 
foreign issuer itself but a subsidiary of a foreign 
issuer (see Kersting, 2003, p. 241). 

Another problem might result from the informa-
tion required to register with the PCAOB about 
criminal, civil, administrative or disciplinary pro-
ceedings against the applicant or its associated per-
sons including employees involved in performing 
audits at least ten hours for any company subject to 
SOX during the last calendar year (see PCAOB, 
Rule No. 001, Section 001-3). The accounting firm 
has to request such information from its employees 
and to ask for a written permission to disclose it to 
the PCAOB according to the Federal Data Protection 
Act (Bundesdatenschutzgesetz). These requests lead 
to mandatory involvement of the workers’ council 
which could be a time-consuming process (see IDW 
and WPK, 2003, p. 6). Moreover, data shall not be 
given to persons or institutions outside the EU with-
out a guarantee that the data are treated confidential 
accompanied by an approval by German authorities 
in charge (see Art. 4b of Federal Data Protection 
Act). These additional costs and conflicts with na-
tional regulations obviously had not been considered 
and no regulatory counterpart in Europe or elsewhere 
had been consulted before SOX came into effect on 
July 30, 2002. Realizing the potential impacts of 
SOX the EU Commission made an effort to obtain 
exemptions for EU companies and public accounting 
firms (see Van Hulle and Lafermann, 2003, p. 103). 
Due to the lobbying of the EU commission and of 
single Member States and professional groups of the 
EU the SEC and the PCAOB promulgated accom-
modations for foreign companies and public account-
ing firms (see Engelen, 2004 p. 42-46). Another 
reason for granting exemptions might be the SEC’s 
delayed perception of the economic and political 
impacts on the affected parties. Concerning the regis-
tration requirements, File-No. PCAOB 2003-3 al-
lows accounting firms to withhold information from 
its application for registration with the PCAOB when 
disclosure of the information would force them to 
violate non-U.S. laws. In this case the applicant has 
to submit a copy of the relevant portion of the con-
flicting non-U.S. law, a legal opinion that there 
would be a conflict and an explanation of the appli-
cant’s efforts to eliminate the conflict (see File-No. 
PCAOB 2003-3, Rule 2105). Furthermore, foreign 
public accounting firms need to disclose information 
on criminal, civil and administrative proceedings not 
for all employees associated with issuers subject to 
SOX (like U.S. public accounting firm have to). 
They need to disclose these information only for 
their proprietors, partners, principals, shareholders, 

officers or managers providing audit services to 
issuers (see File No. PCAOB 2003-03, July 16, 
2003). In Germany there has been a system of self-
regulation carried out by the Chamber of Public 
Accountants (Wirtschaftsprüferkammer) which oper-
ates under the oversight of the Federal Ministry of 
Economics and Labour. In 2001 a system of external 
quality assurance came into effect. According to this 
system, all auditors and public accounting firms have 
to submit themselves to quality assurance based on 
peer review methodology every three years (see Art. 
57a WPO). Recently, Germany has established a 
system for the registration and professional oversight 
of auditors (for details see 3.3.1. of this paper). 
Therefore, German accounting firms subject to SOX 
are affected by both the U.S. and the German profes-
sional oversight systems. To prevent conflicts of 
laws the SEC and the PCAOB developed criteria to 
determine to what extent the PCAOB could rely on a 
non-U.S. oversight system. Therefore, the PCAOB 
will evaluate the level of independence and rigor of 
the non-U.S. oversight systems in the countries of 
registered auditors. Depending on this evaluation the 
PCAOB will determine the degree to which it may 
rely on inspections, investigations and sanctions of 
particular non-U.S. oversight system (see Release 
No. 34-50047, July 20 2004). At present the outcome 
of an assessment of Germany’s (new) oversight 
system by the PCAOB remains unclear. 

Independence of Auditors and Auditing 
Standards 

SOX states independence requirements for auditors. 
According to Section 201, public accounting firms 
are obliged not to provide certain enumerated non-
audit services contemporaneously with the audit. The 
list includes, inter alia, bookkeeping, valuation and 
actuarial services, internal audit as well as legal or 
human resource services. Other non-listed services, 
as for example tax services, may be provided only if 
pre-approved by the audit committee of the particu-
lar company. In addition, SOX requires the audit 
committee of a company to pre-approve all audit and 
non-audit services. In Germany it is also unlawful 
for accounting firms to be involved in the bookkeep-
ing and/or preparing of the annual accounts of a 
client (see Art. 319 Para. 2 No. 5 HGB) and – due to 
the Accounting Law Reform Act (Bilanzrechtsre-
formgesetz, BilReG) – in several other services. 
However, it is not forbidden to provide human re-
sources, and legal services not related to the audit. 
Therefore German accounting firms have to limit 
their services provided to companies subject to SOX. 

To assure a personal independence within the 
client-auditor relationship, the Act prescribes a man-
datory audit partner rotation. A public accounting 
firm is not allowed to provide audit services to a 
company if the lead audit partner, or the audit partner 
responsible for reviewing the audit, has performed 
audit services for that company in each of the five 
previous years (see Section 203 of SOX). Final rules 
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of the SEC extend this requirement by imposing a 
five year cooling off period on rotated partner (which 
means that the rotated partner must step down from 
the particular audit for a period of at least five years). 
In addition, the rules require audit partners that have 
responsibility for significant accounting and auditing 
matters (e.g. assessment of the internal control sys-
tem or review of major positions of the annual ac-
counts) to rotate after no more than seven years and 
they are subject to a cooling off period of two years 
(see SEC, Release No. 33-8183). Taking into ac-
count that in many jurisdictions audit partners until 
now have not been subject to rotation requirements 
the SEC has made accommodations to this rotation 
requirements for foreign public accounting firms. In 
contrast to U.S. public accounting firms 2004 consti-
tutes the first of the five year rotation period for 
partners of foreign public accounting firms, without 
regard to the time period the partners had previously 
served in a company (see SEC, Release No. 33-
8183). According to a new provision of the German 
Commercial Law (introduced by the BilReG, see 
section 3.2.), an auditor having expressed an opinion 
on the financial statements of a listed company more 
than seven times is not allowed to provide audit 
services to that company for a cooling off period of 
three years (Art. 319a Para. 1 No. 4. HGB). Prior to 
the BilReG an auditor was not allowed to express an 
opinion more than six times in ten years. 

Pursuant to Section 206 of SOX a public ac-
counting firm shall not provide audit services for a 
company, if a CEO, CFO, CAO or controller of that 
company was employed by the public accounting 
firm and performed audit services for that company 
during a one year period preceding the initiation of 
the audit. Final Rules of the SEC expand this cooling 
off period to each member of an audit engagement 
team that has a direct responsibility for, or oversight 
of, the preparation of a former client’s financial 
statements and related information (see SEC, Re-
lease No. 33-8183). The German Commercial Law 
prescribes no such cooling off period. 

Section 103 of SOX provides that the PCAOB 
shall amend, modify or alter auditing and attestation 
standards, quality control standards, and ethics stan-
dards for public accounting firms. Based on this 
authorisation the PCAOB has already promulgated 
auditing standards. In Germany independence, qual-
ity control and ethics standards are specified in the 
German Commercial Code and especially in the Law 
Regulating the Profession of Auditors (WPO), the 
by-laws (Berufssatzung) and the Auditing Standards 
of the German Institute of Auditors (Institut der 
Wirtschaftsprüfer, IDW), which are based on, but in 
a few respects still not completely equal to the Inter-
national Standards on Auditing (ISA) of the Interna-
tional Auditing and Assurance Standards Board 
(IAASB), which is an independent standard setting 
body under the control of the International Federa-
tion of Accountants (IFAC). Its mission is to estab-
lish worldwide high quality auditing, assurance and 

quality control standards. If these standards differ 
from the requirements that are provided or will be 
provided by the PCAOB, legal conflicts may arise 
for German public accounting firms subject to SOX.  

Certain requirements are directly stipulated by 
SOX. For example the PCAOB shall promulgate 
requirements demanding that each public accounting 
firm shall prepare and maintain, for a period of at 
least 7 years, audit work papers, that an audit report 
is reviewed and approved by a concurring or second 
partner, and that in each audit report the scope of the 
auditor’s testing of the internal control structure and 
procedures of the client are described. Moreover, 
SOX provides a framework for the audit report on an 
issuer’s internal control system and for auditor qual-
ity control standards (Sec. 103 of SOX). In Germany 
similar requirements concerning the review of a 
second partner, the report on the internal control 
system and the quality control exist. However, there 
is no duty to maintain audit work papers for a speci-
fied period. Thus, SOX imposes an additional duty 
on auditors which are registered under PCAOB. 

 
Post SOX Regulatory Activities in the EU 
and Germany 

The EU – a European Regulatory Institu-
tion 

The European Union (EU) is the result of a political 
vision to prevent war within Europe and to create a 
large prosperous economic and social community of 
separate states. This vision was formally promul-
gated by the Treaty of Rome in 1957 and has been 
fostered by a series of subsequent treaties. The num-
ber of Member States has augmented from 6 to now 
25. Over its existence the Member States have dele-
gated more and more of their sovereignty to “Euro-
pean institutions”, although keeping their identities 
and still a large portion of independence. Therefore, 
the EU form a political construct , based on treaties 
between individual countries, which is more than a 
confederation of countries but less than a federal 
state. One aim of the EU is to create an equal level 
playing field for all participants on economic mar-
kets in order to reach a single market within Europe 
with equal competition (European Union, 2002). In 
order to meet to this objective the EU has gained a 
vast legislative power during the last almost 50 years 
of its existence and has exercised this power through 
three legal instruments, which are Regulations, Di-
rectives and Recommendations. Those differ primar-
ily in their degree of binding. Regulations become 
directly EU law after their approval and are hence 
automatically binding for the Member States, 
whereas Directives have to be transformed into na-
tional laws by the individual national regulators and 
very often contain options to allow country specific 
particularities in this transformation. Finally Rec-
ommendations are of a non-binding nature but 
Member States are encouraged to implement them 
into national law. The major political institutions, 
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which are engaged in this legislative process are the 
EU Commission (detects the necessity of rulings, 
develop ideas and prepares drafts), the EU Parlia-
ment (discusses, and comments and adopt the rules) 
and the Council of the European Union (gives the 
final approval to the rules) (for details about the 
European Union see European Union – Delegation 
of the European Commission to the United States, 
2004). Besides a lot of other areas, the EU published 
several legislative enactments dealing with account-
ing, auditing, corporate governance and company 
law in the past.  

EU’s Regulatory Initiatives Concerning 
Auditing 

The first official response after SOX was a commu-
nication paper headlined “reinforcing the statutory 
audit in the EU” in May 2003 (see European Com-
mission, 2003, p. 2 -13). The introduction of this 
publication contains a clear reference to the fact that 
beside other things SOX forced the EU to reconsider 
its priorities on statutory audits (see European Com-
mission, 2003a, p. 2). In this communication a ten 
point action plan was developed which was divided 
into short term priorities planned to be fulfilled until 
2004 and mid term priorities with a planning horizon 
until 2006. 

 

Table 1. Overview Action Plan Statutory Audit 

Short Term Activities (until 2004) Mid Term Activities (until 2006) 
Ensuring a comprehensive, principle based basis for 
statutory audits by modernising the 8th Directive 

Introducing and improving a system of disciplinary 
sanctions for statutory auditors  

Reinforcing regulatory infrastructure  Enhancing transparency of international networks of 
audit firms 

Strengthening public oversight  Strengthening the role of audit committees and in-
ternal control systems 

Required application of ISA for all statutory audits Introducing a code of ethics for statutory auditors (in 
dialogue with SEC or PCAOB) 

 Removing restrictions constricting the internal mar-
ket for audit services 

 Analysing economic impact of auditor liability 
 

 
Parallel to the communication concerning statu-

tory audit the EU Commission published another 
communication titled “Modernising Company Law 
and Enhancing Corporate Governance in the Euro-
pean Union – A plan to Move Forward” (see Euro-
pean Commission, 2003a). This was the first publi-
cation of the European Commission dealing solely 
with the issue of corporate governance (see Haller 
and Geirhofer, 2005, p. 18). Basis of the communica-
tion is the report of a high level group of company 
law experts chaired by Jaap Winter (European 
Commission, 2002a).  

In accordance with this so called “Winter Re-
port”, the communication points out that there is no 
need for an EU corporate governance code or precise 
standardized rulings. However, the Commission 
considers that a common approach should be 
adopted by the Member States and only a few essen-
tial rules should be established to ensure an adequate 
coordination of corporate governance within the EU 
(see European Commission, 2003a, p. 12). A direct 
result of those two communications of the Commis-
sion, which are only political statements without 
legal effect and which were perceived as essential 
steps towards restoring confidence in capital markets 
in the public consultation process (see European 
Commission, 2004a), is the proposal for a Directive 
on statutory audit of annual accounts and consoli-
dated accounts and amending Council Directives 

78/660/EEC and 83/349/EEC (so called modernized 
8th Directive)3 published on March 16th 2004 (see 
European Commission, 2004), in which a consider-
able amount of the short- and mid-term actions of the 
two plans were incorporated (see Annex 2). The 
modernized 8th Directive is supposed to be approved 
by the end of 2005. It is left up to the Member States 
of the EU to substantiate the regulations and to carry 
out the options included in the Directive (see Haller 
and Geirhofer, 2004, p. 24). 

 

Reform of Public Oversight  

While public oversight for statutory auditors was not 
in the focus of pronouncements of the EU prior to 
SOX, the proposal of a modernized 8th Directive (in 
the following only referred to as “the proposal”) 
covers this issue (see European Commission, 2004, 
Articles 31-34) as a consequence of the ten point 
action plan of 2003.  

Article 31 of the proposed Directive defines the 
principles of public oversight and provides a frame-
work for possible national public oversight systems. 
As the European Commission does not give a de-
tailed prescription, the Member States will be able to 

                                                 
3 The 8th Directive dates back to the year 1983. The moderniza-
tion initiative revises and enlarges its content considerably. 
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create public oversight systems tailor made to their 
individual legal and economic situation. However, 
the Member States shall ensure that the cooperation 
between their national oversight activities is effective 
(see European Commission, 2004, Article 32).  

Although the proposal leaves discretion to the 
Member States, it nevertheless mentions that ex-
change of information and cooperate investigation 
activities are planned as well as the supply of infor-
mation required for the oversight of statutory audits. 
Moreover, the public oversight authority of a Mem-
ber State A should be allowed to communicate the 
malfunctioning of statutory auditors based in a 
Member State B to the competent authority in Mem-
ber State B. How the coordination of the national 
authorities will be organized and to what extent the 
coordination will take place is not provided in the 
proposal (see FEE, 2004).  

The public oversight authority shall not only be 
responsible for approval and registration of statutory 
auditors but also for the adoption of standards on 
ethics and internal quality control as well as continu-
ous education and the quality assurance process. The 
competent authority shall also be in charge of other 
investigation and sanctions. The activities of the 
public oversight authority will have to be published 
annually to ensure transparency.  

Finally, the proposal requires that the funding of 
the authority must safeguard its independence from 
the auditor profession (see European Commission, 
2004, Article 31). 

Additionally to the public oversight regime, Ar-
ticle 29 of the proposed Directive obliges the Mem-
ber States to establish a quality assurance system 
which is also subject to the public oversight as de-
scribed above. The quality assurance system is part 
of the self regulation of auditors but has to assure 
independence from the reviewed auditor. The quality 
assurance has to take place at least every six years 
and a report containing the main conclusions of the 
review has to be given.  

The proposal contains special regulations for 
statutory audits of public interest entities. Those are 
“...entities that are of significant public relevance 
because of the nature of their business, their size or 
their number of employees, in particular companies 
governed by the law of a Member State whose secu-
rities are admitted to trading on a regulated market of 
any Member State..., banks and other financial insti-
tutions and insurance undertakings” (Article 2 of the 
proposed Directive). 

According to these special regulations, audit 
firms carrying out statutory audits have to publish an 
annual transparency report on their website. This 
report should among other things include an indica-
tion when the last quality assurance review took 
place. Furthermore statutory auditors of public inter-
est entities have to undergo the quality assurance at 
least every three years (Article 38 of the proposed 
Directive).  

Independence of Auditors and Auditing 
Standards 

The proposal deals with auditor’s independence 
mainly in the Articles 23–25. Member States shall 
ensure independence of statutory auditors from the 
audited entity. The proposal does not define activi-
ties compromising the independence of statutory 
auditors, instead it follows a principle based ap-
proach (see Schildbach, 2004, p. 252). Thus, any 
relationship causing possible dependence or bias 
leads the auditor not to carry out the statutory audit. 
The statutory auditor shall document possible threats 
to independence and safeguards to mitigate them in 
the working papers (in case of a public interest com-
pany the auditor has to discuss those with the audit 
committee and has to confirm its independence to the 
audit committee annually; see European Commis-
sion, 2004, Article 40)). 

Statutory auditors (for audit firms the key audit 
partner responsible for the statutory audit) of public 
interest entities (only) will be subject to an internal 
rotation at least in a five years turn or alternatively to 
an external rotation in a seven year turn. Further-
more, the proposal establishes a “cooling off” period 
of two years for statutory auditors and respectively 
key audit partners of audit firms carrying out statu-
tory audits. These persons shall not be allowed to 
take up a key management position in the audited 
entity of public interest within the cooling off period.  

Another measure to safeguard auditor’s inde-
pendence is the requirement to ensure that audit fees 
are adequate to allow proper audit quality and are not 
based on any form of contingency especially not by 
provision of additional services.  

Additionally the audited entity has to disclose 
fees paid to the statutory auditor for audit and non-
audit services (see European Commission, 2004, 
Article 50 Nr. 1 a).  

The proposal also focuses on auditing standards. 
According to Article 26 of the proposal, the Euro-
pean Commission shall adopt generally accepted 
auditing standards. The auditing standards have to 
pass an endorsement process by the European Com-
mission accompanied by an audit regulatory commit-
tee (Article 49 of the proposal).  

The explanatory memorandum to the proposal 
states out that the International Standard on Auditing 
will be subject to this endorsement process. Member 
states will be allowed to introduce auditing standards 
additionally to the ones endorsed only if these follow 
from specific requirements (Article 26 (3) of the 
proposal). The Member States have to communicate 
those measures to the European Commission. 
 
Regulatory Initiatives in Germany 
 
Formally independently from the EU initiatives – 
which become obvious by the timing – the German 
government unveiled a ten point program to foster 
the integrity of companies and investor protection 
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(10-Punkte-Programm zur Stärkung der Unterneh-
mensintegrität und Anlegerschutzes) on February 25, 
2003 (Ministry of Justice, 2003). This plan was a 
concretion of the government’s strategy to establish 
an effective regulatory framework to improve finan-
cial reporting, corporate governance and capital 
market conditions. It covers various issues like the 
strengthening of shareholders´ rights, enhancing 
responsibilities of directors and members of the 
supervisory board, regulation for financial analysts 
and market transparency, aggravating criminal law 
for white collar crime. Major contents are the intro-

duction of IFRS into the German accounting system 
(see for detail Haller and Eierle, 2004), the estab-
lishment of an independent enforcement body for 
German accounting practices and the quality en-
hancement of statutory audits.  

The major portion of the issues covered in the 
action program of the German government has al-
ready been adopted through revision or amendment 
acts or already published proposals to those acts. 
Table 2 gives an overview of the recent legal activi-
ties in 2004 and 2005. 

 
Table 2. Recent Regulations in Germany Concerning Accounting, Auditing, and Corporate Governance 

 
Accounting Law Reform Act (Bilanzrechtsreformgesetz, BilReG), December 2004 
Financial Reporting Control Act (Bilanzkontrollgesetz, BilKoG), December 2004 
Law on the Supervision of Auditors (Abschlussprüferaufsichtsgesetz, APAG), December 2004 
Law on Model Proceedings concerning Investors' Actions for Damages (Kapitalanleger-
Musterverfahrensgesetz, KapMuG), July 2005 
Law on Corporate Integrity and Modernization of the Right of Avoidance (Gesetz zur Unternehmensin-
tregität und Modernisierung des Anfechtungsrechts, UMAG), July 2005 
Law on Publication of Officers’ Remuneration (Vorstandsvergütungs-Offenlegungsgesetz, VorstOG), July 
2005 

 
 
Reform of Public Oversight 
  
As a direct result of the German government’s ten 
point program, the public oversight of auditors be-
came recently regulated by a law on the supervision 
of auditors (Abschlussprüferaufsichtsgesetz, APAG) 
which passed the German Parliament unanimously 
on 3rd December 2004. This law establishes a private 
board called Abschlussprüferaufsichtskommission 
(APAK), comparable to the PCOAB, and marks the 
(partial) end of self regulation of the auditor profes-
sion in Germany. Although that the modernization of 
the 8th Directive is not yet approved, the content of 
APAG anticipates the rulings contained in the pro-
posal (see above). 

Previously the Chamber of Public Accountants 
(WPK) was the authority within the profession to 
ensure the audit quality. The oversight system was 
established in the Law Regulating the Profession of 
Wirtschaftsprüfer (WPO). Since a law from 2000 
(coming into effect in 2001) statutory auditors haven 
been obliged to do a peer review by another auditor 
who is certified by the WPK for being a peer re-
viewer at least every three years. Because of this, 
statutory auditors haven been obliged to engage a 
peer reviewer until 2004. An advisory council for 
quality assurance was established within the WPK 
overseeing the self regulation (see Art. 57a-h WPO). 

Although slightly modified by the APAG, the 
quality assurance system established by the WPO 
remains the same, which means that the statutory 
auditors have to undergo a peer review at least every 
three years. Inter alia the modification forces statu-
tory auditors to name three possible peer reviewers 

to the WPK. Then the WPK is allowed to reject one 
or more of the proposed peer reviewers. 

APAK now replaces the advisory council for 
quality assurance of the WPK. The members of the 
APAK are supposed to have experience in either 
accounting, finance, economics, science or jurispru-
dence. They must not have been a member of the 
WPK within the last five years before they became 
member of the APAK. This measure should obvi-
ously ensure the independence of the APAK.  

In contrast to the post-SOX U.S. system, the ac-
counting profession through the Chamber of Public 
Accountants (WPK) is still in charge of the oversight 
of German statutory auditors in the first step. But the 
APAK is the final decision authority when it comes 
to quality assurance of statutory audits. Therefore the 
APAK has information and inspection rights. The 
APAK has the right to return decisions back to the 
WPK with the obligation to modify them.  
Furthermore, the APAK is the competent authority 
for cooperation with public oversight authorities 
within the EU and other countries. This means the 
APAK will be the counterpart to the PCAOB for 
cooperation (see Heininger and Bertram, 2004, p. 
1740). Figure 2 gives an overview of the new quality 
assurance and oversight system for auditors in Ger-
many.
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Figure 2. New Quality Assurance and Oversight System for Auditors in Germany

 

Independence of Auditors and Auditing 
Standards  

 
The German regulations on auditor independence 
were substantially modified by the Accounting Law 
Reform Act (Bilanzrechtsreformgesetz, BilReG) 
from October 2004, which became effective for all 
fiscal years which begin after 1 January 2005. The 
BilReG amends the rulings on independence, which 
are based on a previous Guideline on auditors´ inde-
pendence of the EU Commission (see European 
Commission, 2002) and also anticipate parts of the 
modernized 8th Directive. 

The German regulator states that an auditor shall 
not carry out a statutory audit if his business, finan-
cial or personnel relationships cause a lack of objec-
tivity. In addition to this general principle the Bil-
ReG explicates – in contrast to the modernization 
proposal of the EU – reasons for disqualifying from 
carrying out statutory audits. Besides financial inter-
ests in or a position in the board of directors (or 
supervisory board) of the audited entity or its sub-
sidiaries, the following activities will result in pre-
clusion from carrying out a statutory audit: involve-
ment in bookkeeping and/or preparing of the annual 
accounts, involvement in internal revision, engage-
ment for management or financial services or mate-
rial actuarial or other valuation services. Apart from 
these threats of independence the German regulator 
regards the income structure of auditors as an essen-
tial characteristic of the ability to remain independ-
ent. Therefore the BilReG restricts auditors from 
earning more than thirty percent of the total income 
from one audited entity and its subsidiaries within 
the last five years.  

Like the proposal of the modernized 8th Direc-
tive the BilReG distinguishes between “ordinary” 
entities and “entities of public interest”. However, 
the definition of the latter differs from the one of the 
EU Commission. Public interest entities in the sense 
of BilReG are entities raising capital in an organized 
market. Statutory auditors of those entities will not 
only be subject to aforementioned regulations but 

also to even more restrictive specific rules. The in-
come threshold of thirty percent is lowered to fifteen 
percent for them. Additionally, the prohibited activi-
ties will be extended by tax and legal advisory ser-
vices with material effect on the true and fair view of 
the net assets, financial position and results. Fur-
thermore participation in the development, customi-
zation and implementation of accounting software 
systems within the audited company is not allowed 
(Art. 1 Nr. 24 BilReG). 

Statutory auditors will be subject to internal ro-
tation in a seven years turn (see Art. 1 Nr. 24 Bil-
ReG). The auditor might be engaged again after a 
cooling off period of three years. Again, the German 
BilReG differs from the proposal of the EU, because 
as described above, the EU proposes a five years 
cycle for internal rotation or alternatively seven 
years with external rotation. In contrast to the pro-
posal of the 8th Directive the BilReG defines a cool-
ing off period which misses in the Directive. 

German public interest entities are also obliged 
to disclose the fees paid to the statutory auditor dis-
tinguishing between audit fees, acknowledgment and 
valuation fees, tax advisory fees and other fees for 
non-audit services for the audited entity or its sub-
sidiaries (see Art. 1 Nr. 18 BilReG). 

Until 2005 there was no explicit binding regula-
tion for using certain auditing standards. However, 
the auditing standards of the IDW (so called IDW 
AuS) have been virtually binding, because the WPO 
(2004) states out that, an auditor has to fulfill the 
obligations of the profession diligently (Art. 43 
WPO). According to the IDW, this diligence can 
only be achieved by applying the IDW AuS. The 
IDW is member of the International Federation of 
Accountants (IFAC) and has therefore begun several 
years ago to transform ISAs into IDW AuS. The 
APAK oversees this transformation process (Art. 66 
(1) WPO). 

Due to the above described proposal for a mod-
ernized 8th Directive auditing standards endorsed by 
the European Commission will be directly applicable 
in the Member States. Therefore the oversight func-
tion of the APAK concerning auditing standards will 
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be limited to necessary additional standards because 
of national peculiarities. As another consequence, the 
IDW AuS will loose to be the basis for diligent au-
diting in Germany. 

 
Analysis of the Impacts 

 
The EU Commission is eager to point out that it had 
started to develop a long term strategy to improve 
financial accounting, auditing and corporate gover-
nance rules to safeguard shareholders rights, third 
party protection and efficiency as well as competiti-
veness already long before the approval of SOX 
(Van Hulle and Lanfermann, 2003, p. 102; for an 
overview of the EU strategy concerning financial 
reporting see Haller, 2002, p. 153-168). Looking at 
the chronology of legal pronouncements (see Annex 
1) gives some evidence to this position. Although it 
also becomes obvious that the speed of announce-
ments has increased considerably since the emergen-
ce of the American and European accounting and 
auditing scandals and the subsequent major break-
downs of public listed companies in the U.S. and 
Europe. Those had put political pressure on the EU 
as well as the regulators of the Member States to 
expand on existing regulations concerning auditing 
and other corporate governance issues (Van Hulle 
and Lanfermann, 2003, p. 102 and 106). Therefore, 
some commentators argue that at least some of the 
regulatory measures taken on the EU and Member 
State level concerning auditing and corporate gover-
nance issues are a direct effect of SOX (see e.g. 
Kulms, 2004, p. 4).  

As a starting point for an examination of this ar-
gument the following table synoptically enumerates 
the major rules concerning external corporate gov-
ernance in the three jurisdictions and thus summa-
rizes sections 2 and 3. 

As can be seen from the table, many of the post-
SOX regulations that have been promulgated or will 
be promulgated by the EU and by Germany resemble 
or are even identical to the provisions of SOX. Espe-
cially the move towards a substantive regulation of 
the auditors’ profession induced by SOX (see Rib-
stein, 2003, p. 4-8) is acceded by the European and 
German regulators.  

Therefore, it is very obvious that SOX does not 
only have direct extraterritorial impacts on public 
accounting firm and the internal corporate govern-
ance of companies (as shown in section 2) but also 
indirect influences on European and German regula-
tors. Consequently, SOX can be regarded as a typical 
example of regulatory spill-over effects, i.e. regula-
tions in one country have consequences beyond 
national borders (see Engelen, 2004, p. 43). In the 
case of SOX these spill-over effects concern market 
participants (e.g. auditors and companies in Ger-
many) as well as regulators (European Commission 
and German legislator). Figure 3 illustrates this mul-
tiple impact of SOX which is a direct one on compa-
nies and auditors as well as on the EU and Member 

States regulators and at the same time an indirect one 
on the Member States’ legislators through the EU 
legislation and on auditors and companies within the 
EU through national and EU legislation. 

However, the EU as well as Germany do not in-
tend to give up their rulings and concepts of which 
they are convinced that they are favourable. In Con-
tinental Europe the conceptual view of a firm is still 
based on the stakeholder concept, notwithstanding 
the shareholder concept has gained importance due 
to market pressures.  

One example for this assumption is that most of 
the new auditing rulings are not restricted to audits 
of “issuing companies” but to all statutory audits. In 
addition, Germany is not willing to give up its strict 
rules to protect individual rights concerning personal 
data or the confidentiality of client related data of 
auditors. Another major difference is the fact, that 
the primary professional oversight is still left to the 
auditors’ profession (peer review and WPK), 
whereas in the U.S. the profession has lost this func-
tion totally.  

Despite this reluctance of change of the EU and 
Member States in particular areas, a considerable 
convergence could be observed between the U.S. on 
the one hand and the EU and its Member State Ger-
many on the other hand. Concerning the investigated 
issues of external corporate governance, it is a one-
sided convergence process with the EU and Ger-
many as a Member State shifting towards the rules of 
SOX. 
 
Conclusions 
 
The paper demonstrates a two-fold impact of SOX in 
referring to regulations concerning the auditors’ 
profession oversight, auditor independence and au-
diting standards.  

On the one hand due to the applied market place 
approach SOX had direct impacts on non-U.S. audi-
tors of companies subject to SOX in terms of con-
flicts of law and additional costs. The conflicts of 
law have been lessened by exemptions granted by 
the SEC and the PCAOB. Nevertheless, the auditors 
have direct costs in terms of additional duties and 
restrictions and indirect costs in terms of a high risk 
because a non-compliance will result in a loss of an 
auditor’s clients subject to SOX. 

On the other hand the investigation of external 
corporate governance issues reveals that SOX has 
indirect impacts on the German and European legis-
lation serving as a model for new regulations. This 
finding is to some extent in conflict with the state-
ment of the EU Commission prevailing that it has an 
own long-term strategy of modernizing corporate 
governance and therefore does not consider their 
regulatory activities as direct consequences or even a 
copy of SOX. 
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Table 3. Comparison of SOX and Corresponding EU and German Regulations 
 
 Sarbanes-Oxley Act EU Germany 
Public Oversight 
 
 
 
 
 
 
 
 
 
 

Establishes the PCAOB 
Registration of all public 
accounting firms subject to 
the Act with the PCAOB 
Investigations by the 
PCAOB to ensure compli-
ance 
(Title 1) 

Requires establishment and 
cooperation of public oversight 
boards in each Member State 
(Chap. 1 Art. 31-34 Modernized 
8th Directive): 
Registration of statutory audit 
firms in a public register (Chap. 
3 Art. 15-20 Modernized 8th 
Directive); 
General principles for investiga-
tions and sanctions (Chap. 8 Art. 
30 Modernized 8th Directive)  

Establishes the APAK 
(§ 66a WPO due to the APAG) 
Registration of auditors with the WPK (§ 
37 f. WPO) 
Investigations and sanctions directly by 
the WPK with the APAK as final decision 
body (§§57a, 61a WPO, § 67 pp. WPO) 

Major differences: 
Concerning public oversight, SOX applies to auditors of publicly listed companies, the European and German regulations to all auditors. 
In the EU and in Germany the public oversight is mainly based on the performance and results of the mandatory peer review as well as 
oversight activities of the WPK. Hence, the degree of the involvement of the auditors’ profession in the EU and in Germany is stronger 
than in the U.S.. 
Auditor Independence 
Prohibited Activities 

Specifies non-audit services 
(bookkeeping, information 
systems design, valuation, 
actuarial, internal audit, 
management, broker or 
dealer and legal); 
pre-approval of all audit 
and non-audit services by 
the audit committee (Sec. 
201 p.) 

Services that might compromise 
the statutory audit firms’ inde-
pendence (Chap. 5, Art. 23 
Modernized 8th Directive); 
Review and monitoring non-
audit services by the audit com-
mittee (Chap. 11, Art. 39 Mod-
ernized 8th Directive); 
No pre-approval is required. 

Specifies non-audit services for all com-
panies (bookkeeping and preparing annual 
accounts, internal audit, management, 
financial and material actuarial and valua-
tion) (§ 319 III No. 3 HGB due to the 
BilReG); 
Other specified material non-audit ser-
vices for public interest companies (mate-
rial legal and tax services, except plain 
consulting, information system) (§ 319a 
HGB due to BilReG); 
No pre-approval is required. 

Rotation Internal rotation after 5 
years for lead partners and 
partners reviewing the audit 
with a cooling off period of 
one year 
(Sec. 203) 

For public interest companies 
internal rotation after 5 years or 
alternatively external rotation 
after 7 years with no explicit 
cooling off period 
(Chap. 11, Art. 40 Modernized 
Directive) 

For public interest companies internal 
rotation after 7 years with a cooling off 
period of 3 years (§ 319a I No. 4 HGB)  

Cooling Off Period Prohibits audit services for 
one year if an auditor 
becomes a CEO, CFO, 
CAO or controller of a 
client (Sec. 206) 

Prohibits for public interest 
companies key managements 
positions for two years if an 
auditor changes to a client 
(Chap. 11, Art. 40 Modernized 
8th Directive) 

No cooling off period 

Major differences: 
Concerning the prohibited activities, SOX applies to audits of publicly listed companies, the European regulations to all statutory audits, 
and Germany has a two level approach for audits of public interest companies (i.e. companies having securities listed) and all other 
companies. 
Concerning the other independence requirements, SOX applies to audits of publicly listed companies, the European and German regula-
tions (if existent) apply to public interest companies. Thereby, according to the German regulations, public interest companies include all 
companies having securities listed at a regulated market and according to the European regulations, additionally all banks, other financial 
institutions and all companies that are of significant public relevance. 
Only SOX requires pre-approval of audit and non-audit services by the audit committee. 
Auditing Standards PCAOB amends and alters 

auditing and attestation 
standards, quality control 
standards, and ethics stan-
dards; 
Specifies certain auditing 
standards (retention period 
of 7 years for audit work 
papers, provision of second 
partner review, framework 
for internal control system 
and quality control stan-
dards) (Sec. 103); 
No reference to the ISA. 

Requires auditors’ compliance 
with auditing standards adopted 
by the EU commission and with 
ethics standards enacted by the 
Member States and based on 
standards of the IFAC (Chap. 6, 
Art. 26 Modernized 8th Direc-
tive) 

Standards (in accordance with ISA) issued 
by a private professional body (IDW) 
approved by the WPK (§ 4 Art. 1 WPO 
due to APAG) 

Major differences: 
The auditing standards in Germany are only virtually binding, according to SOX and the European regulations the standards are manda-
tory. 
In contrast to the German and the European regulations, the auditing standards promulgated by the PCAOB pursuant to SOX are not 
necessarily based on the ISA (since the PCAOB is not a body of the accounting profession). 
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Figure 3. Impacts and influences of SOX 

 
 

Although differences in the concept of the firm 
and in the concept of stakeholder vs. shareholder 
orientation prevail, a one-sided process of conver-
gence between the U.S. and Europe is going on with 
regard to external corporate governance. The indirect 
influences of SOX on foreign regulations foster a 
convergence of the Continental European corporate 
governance systems towards the U.S. system. 
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Appendices 

Annex 1. Regulations of the EU Concerning Auditing and other Corporate Governance Issues 
 

Year Title of Pronouncement Area 

1984 Eighth Council Directive 84/253/EEC based on Article 54 (3) (g) of the Treaty on the ap-
proval of persons responsible for carrying out the statutory audits of accounting documents 

Auditing 

1998 Commission Communication "Statutory audit in the European Union, the way forward" Auditing 

2000 Commission Recommendation 2001/256/EC on quality assurance for the statutory audit in 
the European Union 

Auditing 

2002 Commission Recommendation 2002/590/EC Statutory Auditors' Independence in the EU: A 
Set of Fundamental Principles  

Auditing 

2003 Communication COM/2003/286 "Reinforcing the Statutory audit in the European Union" Auditing 

2004 Proposal for a Directive on statutory audit of annual accounts and consolidated accounts and 
amending Council Directives 78/660/EEC and 83/349/EEC 

Auditing 

Year Title of Pronouncement Area 

1968 First Council Directive 68/151/EEC on co-ordination of safeguards which, for the protection 
of the interests of members and others, are required by Member States of companies within 
the meaning of the second paragraph of Article 58 of the Treaty, with a view to making such 
safeguards equivalent throughout the Community  

Corporate Governance 

1976 Second Council Directive 77/91/EEC on coordination of safeguards which, for the protection 
of the interests of members and others, are required by Member States of companies within 
the meaning of the second paragraph of Article 58 of the Treaty, in respect of the formation 
of public limited liability companies and the maintenance and alteration of their capital, with 
a view to making such safeguards equivalent 

Corporate Governance 

1978 Third Council Directive 78/855/EEC based on Article 54 (3) (g) of the Treaty concerning 
mergers of public limited liability companies  

Corporate Governance 

1982 Sixth Council Directive 82/891/EEC based on Article 54 (3) (g) of the Treaty, concerning the 
division of public limited liability companies 

Corporate Governance 

1989 Twelfth Council Company Law Directive 89/667/EEC on single-member private limited-
liability companies 

Corporate Governance 

1989 Eleventh Council Directive 89/666/EEC concerning disclosure requirements in respect of 
branches opened in a Member State by certain types of company governed by the law of 
another State 

Corporate Governance 

2001 Directive 2001/86/EC supplementing the Statute for a European company with regard to the 
involvement of employees 

Corporate Governance 

2003 Directive 2003/58/EC amending Council Directive 68/151/EEC, as regards disclosure re-
quirements in respect of certain types of companies  

Corporate Governance 

2004 Directive 2004/25/EC on takeover bids  Corporate Governance 
2004 Commission Recommendation Directors’ pay – Commission sets out guidance on disclosure 

and shareholder control 
Corporate Governance 

2004 Commission proposes collective board responsibility and more disclosure on transactions, 
off-balance sheet vehicles and corporate governance 

Corporate Governance 

2004 Commission Recommendation to ensure a strong role for independent directors Corporate Governance 

2004 Commission proposes to simplify the formation, maintenance and alteration of companies’ 
capital 

Corporate Governance 
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Annex 2. Content of the Proposal for a Modernized 8th Directive 
Subject Matter and Definitions  
(Articles 1 and 2) 

Subject matter are only statutory audits by community law 
Defining auditor and audit firm separately 
Defining public interest entities 

Approval, Continuous Education and 
Mutual Recognition 
(Articles 3 to 14) 

Enhancing compatibility with internal market rules and allowing fully integrated EU audit 
firms 
Prescribing an aptitude test for the approval of statutory auditors from other Member States 
Requiring compulsory training on IFRS and ISA 

Registration 
(Articles 15 to 20) 

Facilitating a public electronic register containing information about statutory auditors and 
audit firms 

Professional Ethics and Professional 
Secrecy (Article 21 to 22) 

Defining the code of ethics adopted by IFAC as starting point for professional ethics of EU 
statutory auditors and audit firms 

Independence  
(Articles 23 to 25) 

Establishing the principle of independence 
Defining independence of audit firms 
Establishing principles for adequate audit fees 

Auditing Standards and Audit Report 
(Articles 26 to 28) 

Establishing uniform audit standards for the EU 
Introducing principle of full responsibility of the group auditor for the audit report  

Quality Assurance 
(Article 29) 

Introducing requirements for quality assurance  
Defining criteria for quality assurance systems 

Investigations and Sanctions 
(Article 30) 

Setting up general principles of investigation and sanctions 
Demanding effective and dissuasive sanctions and disclosure of sanctions to the public 

Public oversight and regulatory arrange-
ments between Member States 
(Articles 31 to 34) 

Introducing a system of public oversight 
Regulating the EU coordination mechanism in terms of public oversight 
Establishing principle of mutual recognition of public oversight of Member States 

Appointment, Dismissal and Communi-
cations 
(Articles 35 to 37) 

Regulating appointment to ensure independence 
Regulating dismissal for significant reasons 
Ensuring documentation of communication between entity and its auditor 

Special Provisions for the Statutory 
Audit of Public Interest Entities 
(Articles 38 to 43) 

Establishing a transparency report 
Establishing audit committees 
Additional regulations on independency 
Additional regulation on quality assurance 
Additional regulation on public oversight 
Assistance of the audit committee during the nomination process 

International Aspects 
(Articles 44 to 47) 

Regulating the mutual recognition of auditors  
Regulating registry information for auditors and audit firms of other countries 
Cooperation with authorities of other countries 

Transnational and Final Provisions 
(Articles 48 to 45) 

Founding of an audit regulatory committee 
Regulating disclosures of fees paid for audit and non-audit services 
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Abstract 
 
This article analyses the importance of corporate governance for growth companies, derives specific 
requirements for them and evaluates the corporate governance quality for companies listed on Tec-
Dax. Growth companies’ characteristics imply a comparatively high importance of corporate govern-
ance due to a high level of business and agency risk. Several corporate governance elements are 
therefore particularly important for growth companies. Overall, the empirical results imply a high 
conformity of the Tec-Dax companies with the GCGC criteria with some exceptions for specific com-
panies and criteria. But the analysis of the quality of their supervisory boards delivers a differentiated 
result as in some of the analysed companies the effectiveness of the supervisory board is question-
able. 
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Introduction 
 
Although corporate governance is of particular im-
portance for growth companies and therefore, also of 
interest for their investors, most governance research 
is focused on large and mature organisations (Mark-
man et al. 2001:278; Van den Berghe/Levrau 2002: 
125)1. In order to foster the progress of knowledge 
on this topic, this article is aimed at presenting the 
findings of previous research and new empirical 
results from Germany. Therefore, the article analyses 
the particular importance of corporate governance 
for growth companies and defines specific require-
ments for the implementation of effective corporate 
governance in these companies. Furthermore, the 
implementation of good corporate governance 
among German growth companies is evaluated. Due 
to the limited knowledge on the corporate govern-
ance of growth companies the article is of an explor-
ative nature. 

After this introduction, the theory and existing 
literature on the corporate governance of growth 
companies is analysed. First, the comparatively high 
importance of corporate governance for these com-
                                                 
1 For an overview of literature on governance of growth compa-
nies see Dailey at al. 2002. 

panies is explained. It is caused by a high level of 
business and agency risk, which increases the likeli-
hood of opportunistic behaviour of the managers and 
the severity of the consequences of wrong decisions 
alike. From the characteristics of growth companies 
specific requirements for their corporate governance 
are derived. These (requirements) enable the realisa-
tion of the growth potential and diminish the risk of 
agency problems. In the next paragraph the corporate 
governance quality of German growth companies is 
analysed empirically taking the criteria of the Ger-
man Corporate Governance Code (GCGC) as a 
measure. After this broad perspective, the quality of 
the supervisory boards is analysed in detail since 
they represent a core element of corporate govern-
ance. In the conclusion the main findings are sum-
marised and discussed. 
 
Importance of Corporate Governance in 
Growth Companies 

 
The importance of corporate governance is depend-
ent on the probability of both uncertainty and oppor-
tunism (Williamson 1975: 20). Thus, the importance 
of good corporate governance depends on one hand, 
on the level of business risk that determines uncer-
tainty as well as the likelihood of opportunism and 
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on the other hand, on the level of agency risk that 
determines the possibility of opportunism. (Barney et 
al. 1989: 64; Van den Berghe/Levrau 2002: 125) 
Due to their specific characteristics2 growth compa-
nies possess a relatively high level of business risk as 
well as agency risk. On this basis, specific require-
ments for corporate governance in growth companies 
are derived. 

Corporate Governance 

Corporate Governance is the framework of manage-
ment and control of a company. (Grundsatzkommis-
sion Corporate Governance 2000: 1; Bassen 2002: 
20) 

Bases are principal-agent-problems between the 
owner and the manager of a company. They occur 
because of diverging interests: whereas the owner 
has the value maximisation of the company as a 
target, the manager also has personal interest that 
may interfere with the former. (Jensen/Meckling 
1976: 308 ff.) When the agent takes decisions that 
are inconsistent with the interests of the owners then 
he is acting opportunistically. (Frederiksen/Klofsten 
2001: 204) Opportunistic behaviour is enforced by 
asymmetric information because the principal cannot 
recognise the quality of the agents’ actions. 
(Smith/Watts 1992: 275) 

Opportunistic behaviour of the managers can 
cause four generic problems for investors: 

• Managers are not working hard to maximize 
value 

• Managers know more about their quality and 
capabilities than the investors 

• Situations in which investors and managers 
disagree 

Important managers could hold-up the investors 
by threatening to leave the company 
(Kaplan/ Strömberg 2004: 2177-2178) 

Effective corporate governance can reduce these 
problems that are particularly severe in growth com-
panies as explained in the next paragraphs. Many of 
their characteristics increase the likelihood of oppor-
tunistic behaviour, even the unity of ownership and 
management. 

High Business Risk 

Business risk is determined by the probability of 
survival of a business, which is predominantly de-
termined by its profitability. Therefore, the level of 
business risk is a function of the uncertainty of prof-
itability, which again is determined by the return on 
investment (Barney et al. 1989: 64; Porter 2004: 5 
ff.). In particular, the following three characteristics 
of growth companies imply a comparatively high 
level of business risk. Growth companies normally 

                                                 
2 Growth companies are characterised by the exploitation of new 
opportunities, high capital requirements, scarce resources, a high 
degree of intangible assets, a short history, a high dependence on 
the managers, a high internal and external dynamic and low 
diversification. (Küting 2002a, Küting 2002b, Hayn 1998) 

operate in highly dynamic environments. To succeed 
in these industries and to realise high growth, con-
stant change is required, which leads to a high degree 
of internal dynamic. They are often exploring mar-
kets where competitive equilibriums among buyers, 
suppliers, potential entrants, current competitors, and 
product/service substitutes have not been established 
(Porter 2004: 215 ff.; Fiet 1995: 555; Küting 2000a: 
597). Growth companies normally cannot take ad-
vantage of a high profile in the market, which makes 
them more vulnerable. Additionally, they typically 
are built on the challenging assessment and govern-
ment of innovation, which has become even more 
difficult during the last decades as information tech-
nologies and the globalization of industries have 
blurred industry confines and severed competition. 
(Prahalad/Hamel 1994: 5 ff) 

As the environment of growth companies is so 
dynamic and their markets are highly competitive, 
they are required to respond quickly to changing 
conditions in order to succeed. For this a great extent 
of flexibility is important, which leads to a high 
degree of internal dynamic. (McGuire, 2000: 33). 
The internal processes undergo constant change 
rather than being firmly established, which increases 
the risk. (Auge-Dickhut et al. 2000: 4.3.2.1) 

Growth companies are highly dependent on their 
managers. Their management consists in many cases 
of the founders that still own parts of the company. 
(Bessler et al. 2001: 254; He/Conyon 2004: 53 ff.) 
They have specific and unique knowledge about the 
companies’ opportunities and assets as well as the 
capabilities to exploit them. (Kirzner 1997: 67ff.) 
Moreover, they possess information about the day-
to-day business and the future prospects (Markman 
et al. 2001: 275). That means that the success of the 
business is highly dependent on the entrepreneurs or 
managers and their personal knowledge and experi-
ence, which can have four negative consequences: 
First, the management of growth companies make 
great demands on the capabilities of the managers. 
The team is often small and its experiences are lim-
ited, but there are always more problems than the 
managers can handle at any given time. (Fredrik-
sen/Klofsten 2001: 203) Thus, the quality of the 
managers constitutes an important risk factor for the 
success of the company. Second, there might be 
negative consequences if the managers leave the 
company as they take key knowledge and experi-
ences with them and leave the company without 
leadership as the organisation is in many cases cen-
tred around them. Third, the possibility of opportun-
istic behaviour is very high, as the managers possess 
information that the owners lack. (Shane/Cable 
2002: 365) They can make use of this information 
and act against the interest of the outside owners. 
Finally, the likelihood of opportunism is increased as 
the managers mainly make the decisions and might 
be more risk averse than the owners of a company. 
(Coffee 1987: 18; Jensen/Meckling 1976: 349) This 
is because managers invest most of their non-
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diversifiable and non-tradable capital in the growth 
firms, whereas the owners can more easily diversify 
risk by investing parts of their wealth in different 
companies. (Markman et al. 2001: 280) So managers 
might be reluctant to invest in risky but cash flow 
positive projects. But this risk-averse decision-
making might lead to lower returns for the owners. 
(Gomez-Mejia et al. 2000: 9). Growth companies 
generally have a low level of diversification as they 
only operate in a small number of business areas, 
producing and offering few product lines. (Küting 
2000a: 600 f.) In high technology firms, new prod-
ucts for example count for more than 50 % of their 
annual sales. (Schilling/Hill 1998: 67 ff.) This in-
creases the business risk of a company, as its sur-
vival is dependent on only a few products. (Küting 
2000a: 600 f.). A highly dynamic environment, de-
pendence on the managers, and little diversification 
are three important factors that cause a high level of 
business risk. And this business risk enforces the 
importance of corporate governance not only be-
cause of severe consequences of poorer decision 
making by the managers, but also because of an 
increased likelihood of opportunistic behaviour by 
the managers. The next chapter will analyse the high 
level of agency risk, which facilitates opportunistic 
behaviour due to asymmetric information between 
the owners and the managers. 

High Agency Risk 

Agency risk concerns the probability that managers 
will make decisions that do not maximise the wealth 
of the investors. (Jensen/Meckling, 1976: 308f.) 
Growth companies are built on special opportunities. 
The entrepreneurs or the management of growth 
companies must recognise and capitalise on opportu-
nities that others cannot yet see in order to gain high 
growth (Shane 2000: 448). The very characteristics 
of growth companies cause their relatively high level 
of agency risk. More specifically, the following four 
characteristics of growth companies determine the 
associated agency risk. The business of growth com-
panies stands out because of its high specificity. As 
innovation increases, the complexity also increases. 
This demands higher information processing capa-
bilities, which increases the agency problems 
(Markman 2001: 289). Owners of companies that 
lack such high information processing capabilities 
might not be able to fully understand the business, its 
associated risks and the information on its develop-
ment. Additionally, the management is reluctant to 
fully disclose specific information in order to prevent 
others from pursuing opportunities the company is 
building on. (Shane/Cable 2002: 365) This makes it 
even more difficult to closely follow and control the 
development of a growth company and thereby fa-
cilitates opportunistic behaviour by the managers 
who possess the specific knowledge. 

A comparatively great part of the companies’ 
assets are intangible or difficult to quantify such as 
patents, rights and specific know-how. (Küting 

2000b: 674) But a high importance of immaterial 
assets makes control of the management even more 
difficult as their existence, value and development is 
difficult to judge. This increases the possibility of 
intentional misinformation of the owners by the 
managers. (Gompers/Lerner 2001: 155) 

Due to their short history, growth companies 
lack a track record and a high profile. (Hayn 1998: 
15) That means little information is available about 
the previous development of a business, making it 
hard for outside owners to evaluate it. Moreover, 
without historic information, managers can more 
easily present a false picture of the business. 
(Smith/Smith 2000: 399; Achleitner/Bassen 2002: 
1194). The characteristic of managerial ownership of 
growth companies can strengthen or weaken the 
associated agency risk. There are two different hy-
potheses – both empirically supported – that predict 
either positive or negative consequences of a partial 
ownership of the management. 

According to the convergence of interest hy-
pothesis, management ownership should increase a 
company’s value by aligning the interests of owners 
and managers. (Morck et al. 1988: 294) As the man-
agers are also owners of the company, they should 
target value maximisation of the company just as the 
other owners do. Supporting this hypothesis, the 
likelihood of opportunistic behaviour, especially 
consumption on the job, increases with the amount 
of outside equity. (Jensen/Meckling 1976: 346) This 
shows that the managers have incentives to maxi-
mise the firm value when they own a part of the 
company. In contrast to this, the entrenchment hy-
pothesis predicts that managers with a substantial 
share in the company can have negative effects on 
the value of the firm for the owners. By means of 
influence and voting rights, they can guarantee their 
employment at attractive conditions rather than in-
crease the value of the company. (Morck et al. 1988: 
294) According to this hypothesis, managers prefer 
to increase their living standards by taking advantage 
of their employment rather than by increasing the 
value of their shares of the company. Baker and 
Gompers (1999) present an overview of different 
consequences of managerial ownership of the com-
pany: The managers might be immune to career 
concerns (Fama 1980: 288 ff.; Holstrom 1999: 169 
ff.), the discipline of the product market (Hart 1983: 
366 ff.), monitoring by large shareholders 
(Shleifer/Vishny 1986: 461 ff.), and value enhancing 
takeovers (Jensen/Ruback 1983: 5 ff.; Franks/Mayer 
1990: 189 ff.). This hypothesis is corroborated by 
analysing the relationship between the firm value 
and the managerial voting power that is related to 
their ownership. It can be shown that the firm value 
is positively related to voting power if this is small, 
but negatively related to voting power if it becomes 
large. (Stulz 1987: 32 f.) Empirically it is shown for 
large firms that a management ownership has a posi-
tive effect on the firm value if the stake is smaller 
than 5 %; it has a negative effect if the stake is be-
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tween 5 and 25 % and the effect becomes positive 
again for stakes over 25 %. This supports the en-
trenchment hypothesis for stakes between 5 and 25 
% as such an ownership level is associated, among 
others, with increased voting power and dominance 
of inside directors. (Morck et al. 1988: 300 f.). The 
specificity of the business, the importance of imma-
terial assets, the companies’ short history and the 
managerial ownership all cause a high level of 
agency risk that enforces the possibilities of the 
managers to act opportunistically. Together with the 
consequences of the high level of business risk, this 
explains the great importance of effective corporate 
governance for growth companies. In the next chap-
ter specific requirements for growth companies are 
derived.  

Specific Requirements 

Taking the particular characteristics of growth com-
panies into account, there are specific requirements 
to for their corporate governance. They concern four 
specific elements that have a higher importance for 
these companies compared to the more traditional 
companies at which most of the recommendations – 
such as the different national and international cor-
porate governance codes – are targeted. But this does 
not imply that other corporate governance elements 
are of minor importance for growth companies. 

Figure 1 about here 

Effective control by the supervisory board is of 
utmost importance for growth companies. It consti-
tutes an important and formal mechanism for moni-
toring top managers. (Fama 1980: 294) Furthermore, 
it has a consulting function, which is especially im-
portant in the case of growth companies where hu-
man resources are scarce and the experience of man-
agers limited. (Rössler 2001: 221 f.; Küting 2000a: 
597) In order to fulfil these functions effectively, two 
basic requirements apart from the required effort 
have to be accomplished: independence and qualifi-
cation of the supervisory board members. The effort 
needed for effective monitoring and consulting of the 
management in growth companies is comparatively 
high as the work is very demanding. Because of this, 
it is advised to limit the number of offices of the 
board members. Four or five offices seem to be a 
reasonable number for members. (Van den Berg-
he/Levrau, 2002: 131). 

Given the ownership and voting rights of the 
managers, they might also decide on members of the 
supervisory board. But effective control requires 
critical monitoring of the managers, which might not 
be assured if family members or friends of the man-
agers take over this function. (Grundei/Talaulicar 
2003: 194) But also former management board 
members and representatives of the parent company 
might not be able to independently monitor and con-
sult the managers. (Du Plessis 2004: 1149) 

Moreover, the supervisory board must have 
comprehensive qualifications in order to be able to 

monitor and consult the management board. (Mark-
man et al. 2001: 286) Dynamic growth companies 
cannot be effectively controlled with easily quanti-
fied performance objectives but instead require 
greater knowledge and judgement. (McGuire 2000: 
33) Because of the high likelihood and possibility of 
opportunistic behaviour, the supervisory board also 
needs experience in controlling managers. Therefore 
three key qualifications are needed in a company’s 
supervisory board: professionalism, leadership, and 
control competence. Because of this high importance 
of qualified supervisory board members, research 
from countries with a one-tier-system propose a 
greater number of inside board members as more 
suitable for growth companies. They possess an in-
depth knowledge of the firms’ capabilities and its 
environment that is very valuable for the effective 
control function. (McGuire 2000: 35; Morck et al. 
1998: 307; Baysinger/Hoskisson 1990: 76 f.) Mem-
bers of German supervisory boards are outsiders on 
the contrary. 

Adequate incentives for managers may contrib-
ute to the convergence of interests between the man-
agers and outside owners and thereby contribute to a 
positive business development. There are two rea-
sons for the particular importance of suitable incen-
tive structures for the members of the management 
board. First, the fixed salary as well as the cash 
granted is recommended to be adequate to the com-
panies’ financial resources. As growth companies – 
especially young ones – often have liquidity as a 
bottleneck because of their scarce resources and high 
capital needs, too high fixed cash salaries might 
worsen the companies’ financial situation. (Küting 
2000a: 597). A more contingent compensation of the 
management would increase the business risk of the 
company. (Kaplan/Strömberg 2004: 2203) Second, 
incentives for the managers can contribute to the 
exploitation of the growth potential, which often 
requires a longer time perspective. Therefore, a 
stronger emphasis on longer-term incentives could 
foster the investment in longer-term projects and 
give managers the flexibility required to exploit such 
projects. (McGuire 2000: 34) A higher level of long-
term pay in the mix of total compensation is said to 
overcome some of the problems arising from the 
divergence of interests. (Markman et al. 2001: 281) 

In order to decrease the business risk that arises 
from the very characteristics of growth companies, 
an effective risk management is of highest impor-
tance. The particular risk factors of businesses have 
to be identified and appropriate ways to measure and 
track them have to be developed. Because of the high 
importance of immaterial assets and the great inter-
nal and external dynamic, the evaluation of the risk 
is a difficult task. The continuous monitoring re-
quires effective systems for early detection of threats 
for the business. (Töpfer 2005: 218; Schneider 2001: 
197). Given the high business risk and the high 
agency risk of the growth companies a high level of 
transparency is required, both internally in regard to 
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the supervisory board and other members of the 
company, as well as externally in regard to investors 
and other stakeholders. On one hand, extensive and 
detailed information on the development of the com-
pany and its markets is important for the stake-
holders in order to judge the associated business risk. 
Given the specificity of the businesses, detailed ex-
planations are often required for their understanding. 
Especially the members of the supervisory board 
depend on a high level of transparency in order to 
fulfil their control function effectively. 
(Baysinger/Hoskisson 1990: 77). On the other hand, 
an open information policy can send a positive signal 
to the outside owners and potential investors by 
reducing the information asymmetries. Better infor-
mation signals that the managers are acting openly 
and refraining from opportunistic behaviour. This 
might increase the attractiveness for investors and 
thereby the chances of the companies to obtain fur-
ther financing, which is crucial for the exploitation 
of their growth potentials. (Kurzich/Rautenstrauch 
2004: 85 f.). From the characteristics of growth 
companies effective control by the supervisory 
board, incentives for the managers, effective risk 
management, and high transparency have been de-
rived as key corporate governance elements. Particu-
lar attention should be paid to their implementation.  

Empirical Analysis of the Corporate Gov-
ernance Quality 

In this chapter the corporate governance quality of 
German growth companies is analysed empirically. 
Given the high importance of corporate governance 
for these companies, their ideally high commitment 
is expected to be reflected in a good corporate gov-
ernance quality, especially in regard to the four ele-
ments that were identified as particularly important. 
The analysis is done on the basis of the GCGC that is 
introduced first. Then the conformity with the crite-
ria of this code is analysed in two ways: the level of 
conformity for single companies is determined as 
well as critical criteria for all companies. Finally, the 
quality of the growth companies’ supervisory boards 
is analysed in detail because of their particular im-
portance. The chapter closes with a discussion of the 
results. 

Corporate Governance Code as Instru-
ment 

The GCGC is the main instrument for the implemen-
tation and evaluation of the corporate governance 
quality of public German companies. It is aimed at 
enabling the companies and the capital market alike 
to implement good corporate governance. In this 
paragraph its development and elements are intro-
duced. The first internationally accepted standards 
for good corporate governance are the OECD Princi-
ples of Corporate Governance that were published in 
1999 and revised in 2004. They describe shareholder 
rights, equal treatment, disclosure, and transparency. 
(OECD 1999: 16) Being the basis for other guide-

lines, national distinctions such as different financial 
and juridical systems require national adaptations. 
(Hopt 1999: 901 f.) 

For Germany the GCGC3 is the authoritative in-
strument. Its first version was published in February 
2002 by the corresponding government commission. 
The objective of the code is to enhance the transpar-
ency of the German corporate governance structure 
for national and international investors, and to set 
standards for good corporate governance. (Govern-
ment Commission German Corporate Governance 
Code 2003: 1) 

The GCGC covers six chapters and criteria with 
different levels of binding character: existing law, 
shall-recommendations, and should-suggestions. 
Companies can deviate from the shall-
recommendations and should-suggestions. In the 
case of shall-recommendations, companies are le-
gally required to follow the comply-or-explain prin-
ciple, (§ 161 Stock Corporation Law)  meaning the 
management and supervisory board must disclose 
deviations yearly. In the case of deviations from 
should-suggestions, disclosure is voluntary. So the 
GCGC is not a law but a flexible framework that 
follows the idea of a responsible organization, which 
uses the code in a flexible manner for transparent 
management and control. (Cromme 2003: 139 ff.) 
Until now the code has been adapted twice: in No-
vember 2002 and in May 2003. 

The six chapters of the GCGC can be grouped 
under the following three headings: 

Management: This comprises the chapters “Co-
operation between the Management Board and Su-
pervisory Board” and “Management Board” and 
includes criteria that are related to the structure, the 
incentives and the tasks of the managers. On one 
hand, criteria concern the supply of information to 
the supervisory board so that it can effectively con-
trol the company. On the other hand, criteria ask for 
incentives for the management that are aligned to the 
success of the company. Further criteria concern, for 
example, the independence of the managers and the 
publication of a corporate governance report. 

Internal Control: The chapter “Management 
Board” comprises four topics that are grouped under 
this heading. First, the structure of the supervisory 
board is a key element. Qualification, independence 
and continuity should be considered when members 
are selected. Moreover, the supervisory board should 
possess comprehensive control and decision rights, 

                                                 
3 After two different initiatives created guidelines for good corpo-
rate governance in Germany, namely the German Panel on Corpo-
rate Governance and the Berlin Initiative Group, the federal 
Government established the German Government Commission on 
Corporate Governance in 2000. This commission proposed a 
reform of the German corporate governance system including 
among others the development of a GCGC. (Baums 2001: 63) This 
was done by the implementation of the Government Commission 
of the German Corporate Governance Code that comprised in the 
majority by managers that were complemented by academics and 
capital market participants.  
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for example when it comes to the appointment and 
the compensation of the managers. The third element 
is a goal-oriented compensation of the supervisory 
board members. Finally, the efficiency of the super-
visory board should be assured by a good informa-
tion basis and the implementation of commissions.  

External Control: The chapters “Shareholders 
and the General Meeting”, “Transparency”, and 
“Reporting and Audit of the Annual Financial 
Statements” under this heading include the following 
four elements: The exercise of information and deci-
sion rights by the shareholders at the general meeting 
should be facilitated by several criteria. A transpar-
ent information policy asks for extensive disclosure 
of information such as information on the sharehold-
ings of managers and members of the supervisory 
board as well as for equal treatment of all sharehold-
ers. The third element concerns accounting accord-
ing to the rules. Finally, the code asks for an inde-
pendent annual audit. The GCGC includes many of 
the criteria that are relevant for growth companies. 
Nevertheless, the code does not cover all the impor-
tant aspects or covers them only partially as some 
criteria are not specific enough to fully capture the 
described requirements.  

The independence of supervisory board mem-
bers is included in the criteria but it does not, for 
example, specify the personal relationship to mem-
bers of the management board as a problem. Fur-
thermore, according to the criteria the compensation 
of the members of the management board should be 
appropriate and include variable parts with short and 
long-term perspectives. But neither the adequacy of 
the compensation is operationalised nor is the level 
of fixed compensation to be oriented to the financial 
power of the company. This could be a limitation in 
the use of the GCGC for the evaluation of the corpo-
rate governance quality of growth companies.  

Therefore, a more detailed analysis of the super-
visory board is undertaken apart from the analysis of 
the conformity with the GCGC criteria. 

Methodology 

The empirical study is undertaken for the German 
companies listed on Tec-Dax, Deutsche Börse’s 
segment for high-technology companies on the basis 
of information from the year 2003, if possible from 
31.12.2003. The segment of the stock exchange was 
selected as its listed companies have most of the 
described characteristics of growth companies. In 
order to determine the corporate governance quality 
of growth companies, the conformity with the crite-
ria of the GCGC – in the version from 21.05.2003 – 
as well as further corporate governance information 
were collected. Only 23 of the 30 companies listed 
on Tec-Dax are analysed because the other seven 
companies either did not publish their annual report 
between 01.06. and 31.12.2003 or did not have their 
headquarters in Germany so that the underlying 
version of the GCGC does not apply to them. In 
order to allow a comparison of the results to those of 

more mature companies, the same analysis was also 
undertaken for the 30 German companies listed on 
the Dax segment and the 43 German companies 
listed on the M-Dax segment. Assuring maximum 
objectivity, only publicly available information that 
informed investors can receive is analysed, like an-
nual reports, corporate governance reports or agen-
das of annual meetings. The data collection was 
undertaken following a fixed retrieval strategy. The 
corporate governance quality is computed as a func-
tion of the conformity with all 67 shall-
recommendations and 16 should-suggestions. Every 
single criterion within these two groups possesses 
the same weighting. For the analysis of the effec-
tiveness of the supervisory boards, the profiles of the 
members were screened, evaluating their independ-
ence and qualifications. As the sample size is very 
small, it is not possible to use elaborate statistical 
methods. Furthermore, this article is of an explor-
ative nature as the knowledge on this topic is still 
very limited. Therefore, only descriptive results can 
be shown at this point. 

Conformity of German Growth Compa-
nies 

In the next two paragraphs the results of the confor-
mity of German growth companies with the 83 shall-
recommendations and should-suggestions are pre-
sented. First, the overall level of conformity for the 
23 Tec-Dax companies is described. After that, the 
critical criteria that are not fulfilled by more than 50 
% of the companies are addressed.  

Level of Conformity 

The analysed companies possess an average confor-
mity of 83 % with all criteria of the GCGC. The 
spread between the companies with the highest level 
and the lowest level of conformity is 28 points4, 
which indicates that different levels of attention are 
dedicated to corporate governance among the com-
panies. Three of the companies have a very good 
corporate governance quality with six or less devia-
tions from the 83 criteria, representing a conformity 
level of at least 93 %. 

These results compare to an average conformity 
of 90 % in the Dax segment and of 83 % in the M-
Dax segment. The higher average corporate govern-
ance quality among the more mature and bigger Dax 
companies can be interpreted twofold: either the 
commitment of those companies to good corporate 
governance is higher or the criteria of the GCGC 
might be more suited for bigger companies. 

There are clear differences when looking at the 
conformity with the criteria in the three areas man-
agement, internal control, and external control. The 
highest average conformity is 93 % for external 
control, which represents only 2,2 deviations from 
the 29 criteria under this heading. In contrast to this, 
                                                 
4 For detailed information on the results including the rankings for 
the companies see Bassen et al. 2004. 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 
134 

the average conformity with the criteria in manage-
ment and internal control is lower with 81 % and 75 
% respectively. This means that especially the crite-
ria associated with the effectiveness of the work of 
the supervisory board – which has a special impor-
tance in the case of growth companies – are not 
comprehensively fulfilled. 

This indicates that the overall conformity of Tec-
Dax companies is relatively high but two restrictions 
exist: Particular companies have a low overall con-
formity and many companies have a low conformity 
with criteria concerning the internal control. It might 
be that the commitment to good corporate govern-
ance differs between the companies. Some compa-
nies attain a very high level of conformity and show 
their commitment by publishing comprehensive 
corporate governance reports. In contrast to this, 
other companies comply only with a number of the 
criteria, often without a sufficient explanation why 
they do not fulfil all criteria. There are even some 
companies that misinterpret the character or the 
content of criteria, may it be intentional or uninten-
tional. These companies should pay more attention to 
their corporate governance and the publications on 
this topic in order to respond to its high importance. 

Critical Criteria 

A critical criterion is a recommendation or a sugges-
tion that is fulfilled by 50 % or less of the analysed 
companies. There are eleven of the 83 criteria that 
are critical for Tec-Dax companies; all of them are 
should-suggestions. The shall-recommendations 
have an average fulfilment of 93 %, which means 
that 1,6 of the 23 companies on average do not fulfil 
a specific criterion.  The lowest level of fulfilment is 
52 %. In contrast to this, the fulfilment of the 16 
shall-recommendations is much lower with an aver-
age of 40 %, which relates to 13,9 companies that do 
not fulfil a specific criterion. The number of critical 
criteria is comparatively higher than among the Dax 
companies, where only four criteria are critical. On 
the M-Dax the number is equally eleven. Among the 
critical criteria only one is particularly relevant for 
growth companies. It concerns the variable compen-
sation of the members of the supervisory board that 
should include long-term elements with risk charac-
ter. This relates to the specific requirement that the 
incentives of the managers are recommended to 
support a long-term focus. Only 30 % of the compa-
nies on the Tec-Dax fulfil this criterion. The other 
critical criteria are also of importance, but do not 
concern the specific requirements of growth compa-
nies that were introduced in chapter 2.2. Among 
them are, for example, two criteria that concern the 
compensation and the structure of the supervisory 
board, which is important for all companies. 

Figure 2 about here 

Overall, the analysis of the critical criteria also 
supports the result that the corporate governance of 
the Tec-Dax companies is of high quality if meas-

ured by the conformity with the criteria of the 
GCGC. These findings permit the question if 
whether the GCGC and the corresponding reporting 
are well suited for the requirements of growth com-
panies. These doubts arise because the code was 
primarily targeted at bigger public companies with-
out including specific criteria for particular types of 
companies. For example, the code asks for the estab-
lishment of committees for different topics. But 
given the small number of members in growth com-
panies’ supervisory boards, this requirement can be 
considered to be inefficient. This example shows that 
adaptations of the GCGC to the characteristics of 
growth companies as a whole and to the situation of 
the specific company are required. 

Quality of Supervisory Boards 

Because of the high importance of an effective su-
pervisory board in growth companies and the fact 
that the effectiveness is not fully covered by the 
GCGC criteria, a more detailed analysis is done on 
the quality of the supervisory boards of the Tec-Dax 
companies. The analysis is undertaken based on the 
particular requirements of the control function of the 
supervisory boards of growth companies, namely the 
independence and the qualification of its members. 

An effective supervisory board should have in-
dependent members that complimentarily possess the 
three qualifications control, professional and leader-
ship competence. Independence comprises profes-
sional, personal and economic independence, which 
means that the members should not be former mem-
bers of the management board, family members or 
friends of the managers or representatives of the 
parent company. (Markman et al. 2001: 285) Control 
competence means that the supervisory board mem-
bers possess experience from supervisory boards 
outside the group. Professional competence can be 
proven by a management position in a company in a 
related industry or from research in a related area. 
Finally, members with leadership positions in other 
companies provide competence in leadership, a re-
quirement to be able to evaluate the business devel-
opment. (The Telecommunication Development 
Fund 2002: 9 f.) As the members of the board can 
complement each other, it is sufficient if the different 
competences are represented by at least one member. 
A supervisory board is evaluated as being effective if 
the independent members as a group have control, 
professional, and leadership competence. Only inde-
pendent members were screened for the qualifica-
tions because dependent members might not effec-
tively execute the monitoring function. (Grun-
dei/Talaulicar 2003: 192 f.; Bassen 2002b: 158 ff.). 
The results indicate that of the 152 supervisory board 
members only 18 can be considered limitedly inde-
pendent. These 18 members are from boards of 
eleven companies. So the qualifications were ana-
lysed only for the remaining 134 fully independent 
members. The results imply that seven supervisory 
boards, which represents 30 % of the total, lack at 
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least one of the three competences: One supervisory 
board does not include a single independent member 
with control competence, meaning that no member is 
part of a supervisory board out of the group. In six 
boards there are no independent members with pro-
fessional experience, neither from practice nor from 
research. And three boards lack members with com-
petence in leadership as they do not include an inde-
pendent member that acts or acted as manager in 
another company. 

Figure 3 about here 

These results indicate inefficiencies in a number 
of supervisory boards, which does not reflect their 
high importance in growth companies. The high 
number of boards that lack professional competence 
is particularly serious as specific knowledge is re-
quired to understand and judge growth companies 
that are associated with a high level of specificity. 

The analysis delivers findings that contravene 
the results from the analysis of the conformity with 
the GCGC criteria as both, independence and quali-
fication of the supervisory board members were 
explained to be fulfilled by all companies. As the 
GCGC does not operationalise the two concepts, 
different interpretations are possible, which could 
explain the contradictory results. That leads to the 
situation that there might be different understandings 
not only between different companies, but also be-
tween the company and the financial markets. There 
are two possible reasons for this: an imprecise for-
mulation of the recommendations in the GCGC or 
inefficiencies in the companies’ reporting on their 
corporate governance.   

Conclusion: Summary 

This article gives an overview on the corporate gov-
ernance of German growth companies. Because of 
their very characteristics this topic is of high impor-
tance for growth companies. High business risk in-
creases the likelihood of opportunistic behaviour by 
the managers and at the same time the severity of the 
consequences of wrong decisions. High agency risk 
in turn increases the possibilities of opportunistic 
behaviour. Therefore, the owners of growth compa-
nies have a particular interest to implement good 
corporate governance in their companies. There are 
different elements that are especially important for 
these companies, namely effective control by the 
supervisory board, incentives for the managers to 
increase the firm value, effective risk management 
and high transparency. Against this background the 
corporate governance quality of German growth 
companies is analysed empirically. The results imply 
an overall high conformity of the Tec-Dax compa-
nies with the GCGC criteria with some exceptions 
for specific companies and criteria. The results of the 
empirical analysis indicate that the corporate govern-
ance quality of German growth companies measured 
by the conformity of Tec-Dax companies with the 
GCGC criteria is relatively high. This is shown by 

the average level of conformity of the companies as 
well as by the analysis of the critical criteria. Look-
ing in detail at the quality of the supervisory board, a 
differentiated result arises: In some of the analysed 
companies the effectiveness of the supervisory board 
is questionable as it may lack sufficient independ-
ence and qualifications. Overall, there are great dif-
ferences between the conformity among the single 
companies as well as between the fulfilment of spe-
cific elements. These restrictions can be explained by 
two different approaches. They can either be caused 
by a limited commitment of the companies or by the 
fact that the GCGC and the relevant reporting by the 
companies might not be perfectly appropriate for 
growth companies. 

Finally, a possible limitation of the analysis 
must be noted as Tec-Dax companies best represent 
growth companies but possibly do not possess all of 
their characteristics. Moreover, the sample size is 
rather small so that the generalizability of the results 
may be questioned. 

Outlook 

Based on the findings of earlier research and this 
empirical analysis, no final conclusion on the corpo-
rate governance of German growth companies can be 
drawn. The current level of knowledge does not 
suffice to precisely define the specific requirements 
for the corporate governance of growth companies 
and analyse its quality. Therefore, further research 
has to undertaken. This article might serve as a basis 
for the hypothesis of a larger scale analysis. 

Apart from the need for action on the part of re-
searchers, the growth companies themselves as well 
as the policy makers should increase their commit-
ment to this topic. The companies that do not yet 
possess effective corporate governance should im-
prove their structures and processes in order to se-
cure a positive business development as poor corpo-
rate governance might prevent potential investors 
from investing in the company and thereby weaken 
its growth potential. Apart from that, policy makers 
should consider adaptations of the GCGC for growth 
companies. Better-suited specific recommendations 
can help companies and the investors alike to better 
evaluate and improve the corporate governance. This 
is in the best interest of all, as it might add to a posi-
tive business development. 
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Figure 1. Derivation of specific requirements 
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VOLUNTARY ADOPTION OF IFRS IN GERMANY: A REGULATORY 
IMPACT STUDY 

Soledad Moya*, Ester Oliveras** 

  

Abstract 

From 2005 onwards, consolidated financial statements of listed European companies have to comply 
with IFRS (IAS).  Many German companies began adopting those standards in the 1990s, on a volun-
tary basis, because of their need to access international capital markets. A broader and more disper-
sed investor community could be achieved only by accepting significant regulatory consequences.. 
The purpose of this paper is to analyse the financial impact of initial IFRS adoption on the statement 
of changes in equity and the income statement of German companies. Our analysis comprised all 
non-financial DAX groups applying IFRS plus additional listed companies in two selected industrial 
sectors. The two sectors are chemical pharmaceutical and fashion where, apart from the DAX com-
panies quoted, we have studied other relevant companies in each sector. The analysis of the reconcili-
ations of the  retained earnings and income statement has been developed both from company and 
type-of-adjustment perspective, classifying items in similar accounting categories. The results are 
that the impact of initial adoption of IFRS was, both individually and overall, significant. In relation 
to the specific sectors analysed, impact is also relevant, although not as much as in DAX companies, 
but differs between the  sectors. 
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1. Introduction 
 
From  the beginning of 2005, public companies in 
Europe have to apply  international accounting stan-
dards. However, 2005 is not the first year in which 
the impact of this change in accounting rules can be 
assessed. Early adoption on a voluntary basis was 
observable from the 90s in several EU member 
countries. This voluntary adoption of International 
Financial Reporting Standards (IFRS, including old 
IAS) is a disclosure choice, which has been studied 
intensively in recent times. Many scholars have ex-
amined the usefulness of accounting information 
when different accounting principles are adopted. 
The main focus of these studies is on the implica-
tions coming from voluntary adoption on financial 
market efficiency (e.g. see Verrecchia, 2001 for a 
literature review on the topic). For instance, 
Ashbaugh and Pincus (1998) discovered for a sample 
of non-US firms that adopted IAS between 1990 and 
1993 a significant increase in the accuracy of the 
analysts forecast in the year of adoption. Other re-
searchers emphasize that our understanding of the 
information asymmetry problem must be based on 

the institutional framework of the IFRS disclosure as 
a choice. Several empirical studies distinguish the 
benefits coming from early adoption for companies 
traded on the stock market. Evidences suggest that 
firms adopting IFRS are typically internationally 
oriented with multiple stock listings and considerable 
cross-border activities (e.g. Dumontier and Raf-
fournier, 1998). 

The focus of this study is on those German 
companies which voluntary adopted IFRS in the 
period 1994-2003. In the 1990s some German firms 
started adopting IFRS as their accounting policy. In 
2001, as some studies show (e.g. Renders et al., 
2005), German firms which voluntarily reported 
under IFRS, were predominant amongst voluntary 
adopters on the European stock market (69 out of 
108 firms from Austria, Belgium, Denmark, France, 
Germany, Italy and the Netherlands). The objective 
of this empirical study is different from the studies 
mentioned above. It aims at distinguishing those e 
accounting items that are most significantly influ-
enced by early IFRS adoption. The underlying idea 
is that the institutional environment, i.e. national 
GAAP, is country-specific and national differences 
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are observable not only on industry, but also on a 
country-level. For instance, recent studies suggest 
that the most significant effects of the change to 
international standards in UK will be the recognition 
of all derivatives on the balance sheet at fair value, 
restrictions on the use of hedge accounting, the full 
recognition of pension deficits, and revised 
accounting for mergers and acquisitions (Cairns, 
2004). Although there are numerious empirical 
arricles on the impact of the institutional framework 
on the properties of the accounting earnings (e.g. 
Ball et al, 2000), the rational behind this study is that 
a careful examination of the national accouting 
principles is necessary to make a more 
comprehensive analysis of the IFRS adoption at 
cross-country level. Since the institutional differen-
ces influence the reconciliation effect, we present 
first a comparison between IFRS and HGB in Secti-
on 2. In Section 3 we examine the IFRS effects on 
German companies in the DAX Index1. As explained 
later, the focus on the DAX companies is due to their 
international importance, high accounting complexi-
ty and accounting policy based on transparency. To 
provide more comprehensive analysis of the IFRS 
effect on the firm account in Sections 4 and 5 we 
analyse in details the accounting differences after the 
reconciliation prepared by the German companies in 
two key industries: chemical-pharmaceutical and 
fashion. Section 6 summarises the main conclusi-
ons2. 

 
2. German GAAP (HGB) to IFRS: main 
differences  
 
Since one of the main objectives of this study is to 
describe and quantify IFRS effects on German com-
panies, we provide a framework in relation to the 
main differences3 between IFRS4 and German 
GAAP (including HGB). The difference, which has 
been widely recognized in the literature, is the origin 
of both accounting systems. The German accounting 
model is considered to be more conservative compa-
red to the IFRS accounting model. The latter is clear-
ly based on Anglo-Saxon traditions where the prin-
ciple of relevance5 prevails over others (Lamb et al., 
1998). This divergence explains many of the accoun-
ting implications drawn below. Accounting regulati-
ons in Germany are not as developed as in the count-
                                                 
1 We have excluded financial companies because of their special 
features. 
2 Appendix A lists all the companies analysed together with some 
key financial data. 
3 We have considered only differences in measurement and valua-
tion, which may lead to differences in equity or net income of the 
companies. We are not going to refer in this section to differences 
in disclosure as those are not subject for adjustments and therefore 
are not a purpose of the paper.  
4 It is worth mentioning that IRFS considered in this section are 
those endorsed by the EU at the time this paper has been written, 
that is, those included in 1725/2003 law, published in the EU 
official Diary on the 13th of October 2003, plus IAS 32 and 39, 
since they are likely to be endorsed as well. 
5 See IASB Conceptual Framework (1989). 

ries with Anglo-Saxon legal origins. Often, specific 
applications of this conservatism do not come from 
specific legal rules in HGB, but from well-
established practices. Differences detected can be 
classified into several different categories (Nobes, 
2001). The current empirical study applies a classifi-
cation developed by Nobes (2001). Some new cate-
gories have been added and explained in the context. 
The results are summarized under two broad catego-
ries: a) assets and liabilities: recognition and measu-
rement and b) consolidation procedures. 
 
2.1. Assets and liabilities: recognition and 
measurement 
 
A careful examination of the HGB accounting rules 
in comparison with the IFRS has been conducted. 
The differences in the recognition and measurement 
of assets and liabilities were found to be mainly in 
those accounting criteria followed by HGB, which 
do not meet the ones required by IFRS. 

Under HGB, trading, available-for-sale and de-
rivative financial assets and trading and derivative 
liabilities are not marked to market as they are under 
IFRS. Internally-generated intangible assets, which 
are expected to provide ongoing service to the com-
pany, must not be recognized under HGB, while 
IFRSs state that they should be recognised as long as 
they are able to generate profit for the company and 
they can be reliably quantified. In particular, this 
applies to development costs. Under HGB, foreign 
currency monetary balances are generally translated 
at the worse of transaction and closing rates so as to 
avoid the recognition of gains on unsettled balances. 
Under IFRS, positive and negative exchange diffe-
rences must be recognized in the income statement 
although they have not yet been settled. 

Under HGB, impairment tests on fixed assets 
are based on market replacement costs and much less 
on their value in use (net cash flow of the correspon-
ding cash generating unit) due to the absence of an 
accepted methodology at the time of computing that 
value. Under IFRS, the higher of  net realisable value 
and value in use is considered.  

Leases are normally classified according to tax 
rules and therefore are seldom considered as finance 
leases following HGB. IFRS define finance leases 
widely, including cases where the acquirer  does not 
ultimately buy the asset. 

Under HGB inventories can be valued at the lo-
west of cost, net realizable value and replacement 
cost and they may include attributable portions of 
general administrative overheads although traditio-
nally they have included only direct costs. IFRS only 
refer to cost and realizable value and always include 
general manufacturing overheads portions in cost. 

Start-up costs may be capitalised and amortised 
under HGB and that is not possible under IFRS. 

The recognition of provisions under IFRS is 
much more restrictive than under HGB. 
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Under IFRS, pension provisions must be estima-
ted using the projected unit credit method, whereas 
companies applying HGB use tax determined rates 
of interest, and do not take into account future salary 
and pension increases. Actuarial losses are often 
immediately recognized in Germany while under 
IFRS they can be deferred. Under HGB, German 
companies do no take into account all temporary 
differences (they account only for timing differen-
ces), nor tax effects of the tax loss-carryforwards for 
deferred tax computations (unless compensatable 
with recognised deferred tax liabilities) or the effects 
of the other recoverable differences. Recognition of 
revenues on construction contracts. Under HGB the 
completed contract method is used while under IFRS 
the percentage of completion is used. 

 
2.2. Consolidation procedures 
 
We conducted a comparative assessment of the HGB 
and IFRS accounting principles, which determine the 
consolidation procedure. The distinction between the 
models can be summarised as follows:  

Under HGB the acquisition date may be identi-
fied as the date of first time consolidation of the 
subsidiary while under IFRS acquisition date is al-
ways the date when control becomes effective.  

Certain business combinations may be accoun-
ted for as pooling of interests under HGB even 

though an acquirer can be identified and that is not 
possible under IFRS. However, in fact this method is 
used very rarely in Germany. 

Consolidation goodwill can be deducted imme-
diately against  equity under HGB while under IFRS 
it must be recognised as an asset,amortized  and 
tested for impairment when considered necessary. 
Following HGB measurement of assets and liabilities 
acquired in a business combination at their fair va-
lues must not exceed the cost of acquisition, while 
IFRS state that those values exceeding fair value of 
the items acquired in a business combination must be 
recognised as negative goodwill. 

The recognition of provisions in business com-
binations following IFRS is more restrictive than 
under HGB. 
 
3. IFRS effect on German companies: 
DAX sample 
3.1. Sample selection 

 
The empirical analysis of this study is based on a 
sample of German companies included in the DAX 
Index that apply IFRS. Currently the index com-
prises  30 companies, of which 6  provide financial 
services. The companies in the financial sector were 
excluded from the data analysis because of their 
specific accounting principles (For details and sam-
ple statistics, see Appendix B). 

Table 1. Sample selection: DAX index 

Number of all listed companies in DAX 30 
Less financial sector (6) 

Final sample 24 
Less companies not applying IFRS (10) 

Final sample of IFRS implementing companies 14 
 

 
For the 14 DAX companies in the sample we 

analysed the IFRS effects at different levels: 
company, accounting area, and combined for the 
whole sample.For each company we analysed the 
IFRS statements of the first year of IFRS application 
with a special focus on the reconciliation of retained 
earnings (RE) and income statement (IS). 

The companies in the sample started applying 
IFRS in different years, from 1994 to 2001. During 

that time IFRS evolved, the evolution has been taken 
into account  in the data analysis. For this purpose, 
we distinguish and present in the table below three 
periods: before 1999, 1999-2000 (revised IAS 17 and 
19; new IAS 36 to 38; SIC 8) and 2001 (IAS 39).  It 
is worth mentioning that the IFRS evolved further 
after 2005. Since it does not have an implication on 
the IFRS effect in the time of adoption, we disregard 
these amendments in the data analysis.  

Table 2. Classification by year of IFRS adoption 

Year of IFRS adoption Company 
Before 1999 
 

TUI, HENKEL, MAN, LUFTHANSA, 
ALTANA, BAYER, SHERING, 
DEUSTCHE POST, ADIDAS 

1999-2000 METRO, RWE, WELLA, ESCADA 
2001 on VW, BMW, LINDE, STADA, HUGO 

BOSS. 
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SIC 8 deals with first-time application of IFRS 
as the primary basis of accounting, stating that new 
IFRS statements “should be prepared and presented 
as if the financial statements had always been prepa-
red in accordance with the Standards and Interpreta-
tions  effective for the period of first-time applicati-
on” (paragraph 3). SIC 8 became effective on 1 Au-
gust 1998. Before SIC 8 there was not specific gui-
dance on first-time application of IFRS. However, 
IAS 8, paragraphs 46 to 48, referred to changes in 
accounting policies made on the adoption of an In-
ternational Accounting Standard. Since SIC 8 uses 
the same retrospective principle as IAS 8, we un-
derstand that all companies in the sample, whether 
they started applying IFRS before or after August 
1998, followed a similar retroactive basis. 

IAS 8, paragraph 49, when defining the bench-
mark treatment of changes in accounting policies 
(including changes from an adoption of a new Inter-
national Accounting Standard) states that any resul-
ting adjustment should be reported as an adjustment 
to the opening balance of retained earnings. It is 
generally understood that, in accordance with the 
retroactive principle, the adjustment is net of tax 
effects6. Consequently we assume that, unless other-
wise specified by the companies, the IFRS effects 
are shown net of taxes. 

3.2. Analysis of the effects by company 

Appendix B summarises the RE and IS reconciliati-
ons for the 14 DAX companies, and discloses totals 
and percentages by reconciling item (or adjustment 
type) and by company. Totals and percentages 
shown are not homogeneous. However, as discussed 
below, the effects of those inconsistencies are minor 
and, thus, do not affect the conclusions of our analy-
ses. As shown on Exhibit 2, the companies started 
applying IFRS in different years, and so impacts 
were different. For companies adopting IFRS before 
1999 or between 1999 and 2000, we reviewed the 
impact of subsequently applying the new or revised 
IAS of 2000 and 2001, respectively, in the statement 
of changes in equity (exceptionally, in IS), and con-
firmed that those subsequent effects were, in general, 
minor (see appendices B, C and D). One of the rea-
sons for the effects of application of new or revised 
IAS being minor is that often there are transitional 
rules lessening the degree of retroactivity. However, 
as shown in appendix B, the application of IAS 39 in 
2001 had significant effects. The different starting 
dates theoretically affect the comparability of the 
totals by company and adjustment type because of 
the price changes. However this effect is also consi-
dered minor: most companies in the sample started 
applying IFRS on or after 1998, and, in any case, 
inflation in Germany has been consistently low. On 
the other hand, we often measure the IFRS effects in 
relative terms by reference to RE and IS of the same 
year without any time factor to consider. Companies 
                                                 
6 See for example PricewaterhouseCoopers (1998), page 12-24. 

disclose different levels of analysis of the nature and 
amounts of the reconciling items, and the informati-
on is in the form of a reconciling list or in the form 
of comments in the notes, but never as “double ent-
ries” disclosing all the financial statements lines 
affected7. So we could only understand the IFRS 
effects on a piecemeal basis, and often explanations 
were very scarce and rather cryptic. We tried to 
grasp the significance of the IFRS adjustments rea-
ding the RE and IS reconciliations together with the 
full financial statements, specially the disclosures in 
the notes. 

3.2.1. Effects on retained earnings (RE) 

We comment below on the numerical information 
regarding the RE reconciliations disclosed in Appen-
dix B: The quantative effects are very different from 
company to company. There are some visible general 
patterns, but company-specific factors were predo-
minant. There is no relationship between the size of 
the IFRS effects and the year of first application. 
This reinforces observations made above. The cate-
gorisation of companies in the sample by the signifi-
cance of the net effect  (either plus or minus) expres-
sed as a percentage on HGB RE is as follows: 

Eight companies in the sample show percenta-
ges below 10 % 

Three companies, between 14 and 29 % 
Three companies show percentages above 50 %. 

d) However, the analysis must be made also on a 
gross basis, computing the positive and negative 
adjustments separately. From that perspective, for 
example, eight companies had positive effects higher 
than 30% on RE.  
e) The four companies with the highest net effect on 
RE all disclosed some specific large adjustment, as 
shown in Exhibit 3. It is worth mentioning that two 
of the four companies with the highest net effect 
belong to the automotive industry, and both show a 
big adjustment for the capitalisation of development 
costs (IAS 38). The third automobile company in the 
sample –MAN- did not have such an effect, because 
it first applied IFRS before IAS 38 went into effect; 
and, when it adopted it, the effect was minor, either 
because of circumstantial reasons or because of the 
transitional provisions of the new standard.  
f) Despite the significance of company-specific fac-
tors, it is worth considering the combined IFRS ef-
fect for the 14 companies. The first application of 
IFRS by the 14 companies meant a net increase of 
combined RE by a € 15.2 billion, representing a 26 
% increase on HGB RE. 

                                                 
7 For example, part of the adjustment to the provision for pensions 
might have resulted not in a salary expense, but in an increase in 
the value of inventories because of the increased labour cost, and 
this effect is not disclosed separately, but on a net basis. 
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Table 3. Companies with highest IFRS effects (*) 

Company Positive adjustments Negative adjustments 
TUI 
VW 
 
 
BMW 
 
DEUTSCHE POST 
 

PPE depreciation 
R&D 

PPE depreciation 
Write-back provisions 

R&D 
PPE depreciation 

Write-back of provisions 

Goodwill 
Deferred taxes 

Pensions 
 

Financial instruments 
 

Pensions 

* Both in absolute and in % terms. PPE from now on means Property, Plant and Equipment 
 
 

 

3.2.2. Effects on IS 
 
In Appendix B there is also an analysis of the IFRS 
IS reconciliation8, except in the cases when no in-
formation was available and could not be estimated. 
The information was only given for the first year of 
IFRS application and not for the comparative year. 
Given the very limited amount of information disclo-
sed, it has not been possible to deepen our analyses 
of the IS conciliation. Below we make some quanti-
tative remarks at company level, whereas the analy-
sis by adjustment type is presented in the next sub-
section: 

By inspection of the Appendix B, we can see 
that there is no relationship between the IS and the 
RE adjustments referred to above. Moreover, in 
about half of the 9 companies disclosing the IS re-
conciliations, the sign (positive or negative) of the 
reconciliation is the same as for the RE reconciliati-
on, and in the other half the sign is different. 

The significance of the reconciling items as 
measured against the HGB net earnings varies 
sharply from one company to another (from a –16% 
to a +25%), but they are not as large as for RE.  

The distinction between gross/net effects we 
made in the previous section on RE is valid for IS: 
all companies disclose a combination of positive and 
negative IS adjustments. 

                                                 
8 From our point of view, nature and extent of the reconci-
ling items must come from two related causes: original 
distance between HGB and IFRS and balance sheet IFRS 
adjustments. For example: companies might have provided 
for future maintenance expense for HGB purposes. If so, 
the provision had to be written back following IFRS. The 
net IFRS effect on IS would then be an increase in the year 
expense for not having provided for them before, and a 
decrease for not providing for the next period. Also the IS 
adjustments are likely to reflect the net effect of a combi-
nation of different IFRS impacts. Again an example: the 
adjustment in the depreciation expense for the year may 
reflect concurrently or on a net basis the effects of having 
fair valued the subsidiaries’ PPE following an acquisition, 
and the change of the useful lifes (versus tax allowed 
estimates) and/or of the depreciation method. 
 
 

Two companies disclosed a relatively big positi-
ve effect: BMW and RWE for reasons summarised 
in Appendix B. 

The combined net positive IFRS effect for the 
nine companies totals € 411 million, representing a 
combined increase of 10 % on HGB combined net 
profits. 

 
Analysis by type of adjustment 
 
We suggest that, for extrapolation purposes, the 
analysis by type of adjustment is the most useful. As 
indicated, the adjustments are supposed to be net of 
the tax effects. Again we note that there might be 
cases where the same reconciling item affects both 
assets and liabilities, although the effects are not 
separately disclosed in the RE conciliations:  

Below we summarise the numerical content in 
Appendix B (RE portion): 

Increase in intangible assets from capitalisation 
of some development costs by € 6,3 billion, basically 
traceable to VW and BMW as mentioned in the 
previous subsection. Decrease in PPE accumulated 
depreciation by  € 6,4 billion: a number of compa-
nies had applied accelerated tax depreciation me-
thods or rates for HGB purposes. The main ad-
justments correspond, once again, to VW and BWM, 
two heavy industrial groups, but also to TUI, a servi-
ce company. RWE, on the other hand, shows a nega-
tive amount, for undisclosed reasons. 

Decrease in other provisions by € 4,8 billion. 
The fact that almost all of the companies share this 
type of adjustment reflects the traditional philosophy 
of German companies, fuelled by a generous tax 
system, toward creating hidden reserves by, among 
other things, inflating provisions. It is not possible to 
quantify the incremental factor caused by IAS 38 
going into force for 2000 beyond the observation that 
most (although not all) of the companies that started 
applying IFRS after 1999 disclose higher effects. 

Deferred tax also caused a big net effect of € 4,6 
billion. This originated from different causes: com-
puting all temporary differences regardless of their 
recurrence or date of reversion, as well as taking into 
account tax loss-carryforwards (this is the most fre-
quently quoted reason) and other tax recoverable 
differences. All the companies have foreign subsidia-
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ries with different tax systems: the specific mix of 
subsidiaries is one of the key factors in determining 
the adjustment. On the other hand, assuming that the 
other IFRS adjustments are shown net of taxes, the 
item should not incorporate the tax consequences of 
the conversion to IFRS. 

Inventories increased by € 2,3 billion, usually 
because of  the application of full cost. We included 
under that heading the effect, much less, of applying 
the percentage of completion method.  

Pension liabilities increased by € 10,7 billion, 
the single most important reconciling item, affecting 
all companies, except BMW. In relative terms this 
single item absorbed 18 % of the combined HGB 
retained earnings. It is not possible to identify the 
incremental (or decremental) effect of the revision of 
old IAS 19 that went into effect in 1999. In any case, 
the reconciliation affects practically all the compa-
nies regardless of the year of first application of 
IFRS. Almost all companies, whether the first appli-
cation took place before, on or after 1999, adopted 
the projected unit credit method, changing a number 
of actuarial assumptions, such as the rate of interest 
or estimated future increases in salaries and pensi-
ons. Companies do not specify whether or not actua-
rial losses were deferred; however, considering the 
predominant practice in Germany, we can assume 
that there was a full recognition of them. 

Financial instruments: the companies showing 
effects from applying IAS 39 were, of course, the 
ones that started applying IFRS in 2001 onwards (D. 
Post, that started in 1998, is an exception). Appendix 
B also details the effect from the subsequent applica-
tion of IAS 39 by the other companies. The IAS 39 
effect varies from company to company for three 
possible reasons: the circumstantial risk exposure 
(both in absolute and in hedging terms), fair values 
prevailing at the end of 2001 and transitional provi-
sions of IAS 39. 

As per IS effects, the adjustment types are of the 
same nature as the ones found in the RE conciliati-
ons. We can summarise our comments in subsections 
3.2 and 3.3 as follows: 

Company-specific factors are predominant when 
explaining IFRS effects for the 14 DAX companies. 

However there are a number of relatively com-
mon characteristics, as shown in Appendix B: 

In ten companies the conversion to IFRS meant 
an increase in RE, and in the remaining four the net 
negative adjustment is mostly due to an increase in 
the pension liability. The basic explanation is simple: 
HGB accounts reflected the prudent philosophy in 
German accounting. The combined effect is huge. 

That mentality had created hidden reserves in 
PPE (excess of depreciation), provisions (overstate-
ments), deferred tax assets (exclusion of tax effects 
of tax-loss carryforwards), inventories (use of direct 
cost methods), intangible assets (expensing all deve-
lopment cost most notably in the automotive in-
dustry). But also it has been found that pension pro-
visions were understated by a big amount. 

The financial situation, including working capi-
tal, improves under IFRS, and is represented on a 
more solid basis in IFRS accounts, as compared with 
the HGB accounts. 
 
Statistical test 

 
This section summarizes the results of the statistical 
test performed. The objective is  to distinguish 
whether the effect of the international accounting 
principles is significant for the group in the sample. 
The main difficulty when performing the test was 
that the companies under review  used a different 
format for their accounts, i.e. different categories for 
different revenues and expenses. The difference in 
the reports does not allow presenting a comprehensi-
ve account-by-account comparison for the compa-
nies in the sample. However, three accounts have 
been reported publicly in the same category. The 
results of the statistical test are presented in the table 
below. The initial hypothesis, which has been tested 
with a paired-sample for means, is that the adoption 
of IFRS does not have a significant effect on the 
group accounts. For example, several companies 
reported the year after the enforcement of the inter-
national standards an increase in the goodwill value, 
although for the majority of the companies in the 
sample the change was negative. The statistical test 
allows confirmination of  a significant effect of IFRS 
adoption on some accounts, as  revealed in the sta-
tements of the overall 13 companies (for one compa-
ny the accounts were not clear enough to include 
them in the data analysis).  

Table 4. Statistical test: before and after the IFRS adoption+ 

Accounting item: Mean; standard deviation p-value (two-tales) 

Shareholder’s equity 23.05% (0.37) 0.044** 

Goodwill 8.26% (0.15) 0.074*** 

Provisions for pension -6.49% (0.07) 0.004* 

+ The test has been performed as follows. The percentage increase or decrease of the value has been calculated from the 
firm’s reports. The null hypothesis was that the firm’s account before and after the adoption is the same, i.e. the group has 
been compared with a group, for which mean and standard deviation values are zero.  

*Significant at 1%; ** Significant at 5%; *** Significant at 10%; 
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The conclusion of the statistical test is that a va-
riation for three accounts is observable, i.e. both 
positive and negative values were registered. Howe-
ver, the difference before and after the introduction 
of IFRS for the group is significant. The sample is 
not large enough to make the conclusions more gene-
ralizable. The reconciliation data from 13 companies, 
nevertheless, shows that the change in the sharehol-
der’s equity, the goodwill and the provisions for 
pension after the implementation of international 
reporting was significant. 

 
4. IFRS effects on chemical and pharma-
ceutical industry in Germany 

 
As explained in the introductory section, the main 
criteria for selecting a particular industry for our 
research was the availability of quoted German com-
panies within the industry that apply IFRS, together 
with the availability of quoted Spanish companies in 
the same industry. The chemical and pharmaceutical 
(Ch&Ph) was one of them. This denomination en-
compasses a broad set of industrial and trade activi-
ties: all types of chemical products for manufactu-
ring and agricultural industries, pharmaceutical, 
cosmetic and other consumer products. Most of the 
companies in the sample produce and market a wide 
range of products in separate business lines. The 
most visible example is Bayer, with its multi-
industry strategy. This breath of products and activi-
ties blurs any strong industry feature and makes it 
less likely that there are major accounting singulari-
ties. 

 
4.1. The sample 

 
The sample comprises all seven Ch&Ph quoted 
companies that used IFRS, of which five belong to 
the DAX index and, so, have been already analysed 
in Section 3. Only two non-DAX companies –Stada 
and Wella- that used IFRS were clearly in the 
Ch&Ph industry, and are new in the sample. Appen-
dix A lists the companies and supplies some numeri-
cal information on them. Appendix C discloses the 
RE and IS reconciliations using the same format as 
Appendix B, that was the basis for our analysis in the 
preceding DAX section. Many observations are 
similar to the ones arrived at in the preceding secti-
on. However, since the companies with the highest 
reconciling items in the preceding section belong to 
other industries –automobiles and other- the combi-
ned IFRS effects in the Ch&Ph industry are lower 
than the combined effects in the DAX sample. The 
net combined effect represents only the 2 % on HGB 
RE. This effect by company ranges from  -6% to 26 
%. A characteristic of the sample is the different 
years of first application (see Exhibit 2). Two com-
panies –Bayer and Schering- pioneered the IFRS 
application, since 1994. Both disclose the IFRS ef-

fects through IS9. The reconciling items for both 
companies are shown as RE adjustments in Appen-
dices B and C for consistency with the other compa-
nies in the sample. 

 
4.2. Comments by adjustment type and 
company 

 
The main effects by adjustment type and company 
are as follows: 
4.2. 1. Goodwill 
Goodwill appears as a RE adjustment in three com-
panies10. Two of them –Linde and Altana- explicitly 
state that, under HGB, goodwill had been written off 
against reserves on acquisition, and that, under IFRS, 
they wrote-back it in the balance sheet on a partial 
retroactive basis for acquisitions made before 1995 
(as permitted by the old version of IAS 22). Conse-
quently with the write back of the goodwill as an 
asset,  in a number of companies there is a charge to 
IS caused by amortisation of goodwill that appears as 
a reconciling item in the first year of application. 
4.2.2. Development costs 
Only three companies in the sample –Linde, Wella 
and Stada- started applying IFRS when IAS 38 was 
already in force. Linde and Stada wrote back as in-
tangible assets some previously expensed develop-
ment costs (maybe because it referred to a business 
combination). The remaining companies kept expen-
sing those costs, as permitted then. Altana justifies it 
with reference to uncertainties in clinical approval 
procedures. 
4.2.3. PPE depreciation 
Four companies out of the seven disclose that, for 
IFRS purposes, they changed retroactively the de-
preciation methods from tax-inspired ones to the 
straight-line method, although one of them, Linde, 
does not show any RE reconciling item (probably for 
reasons of immateriality). The companies disclose 
different effects on IS, depending –we understand- 
on the asset mix and their situation regarding their 
remaining useful life. 
4.2.4. Pensions 
Only Wella did not mention pensions in the RE re-
conciliation. All the others revised their pension 
provision following the application of the projected 
unit credit method. Linde discloses additionally the 
preceding method: the age of entry normal method. 
With one exception, the companies did not disclose 
the deferral method –if any- of actuarial differences. 
4.2.5. Deferred taxes 
The main reason quoted by the five companies in the 
sample for creating a deferred asset adjustment is the 
recognition of the tax effects of tax loss-
carryforwards. 

                                                 
9 Schering claimed to comply with both HGB and IFRS for all 
topics except pensions, for which it departed from HGB 
10 Bases for GW amortizations differ from company to company: 
Henkel (15-20 years), Stada (10 years), Altana (5-10 years), Linde 
(10-20 years except for a recent acquisition with an estimated 
useful life of 40 years), Schering (10-15 years). 
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4.2.6. Provisions 
For reasons already explained in the Section 3, most 
companies in the sample reduce the balance of provi-
sions. Wella increased it for the recognition of some 
tax risks, not recognised before. 
4.2.7. Hedge accounting 
Henkel, Bayer, Wella and Altana explain in the notes 
that they hedge risks (usually associated with foreign 
currency or/and with interest rates) and that they 
apply some kind of hedging accounting, without 
supplying further details. Of the two companies –
Stada and Linde - that started applying IFRS when 
IAS 39 was already in force, the second discloses a 
positive reconciling item in the financial instruments 
line. 

4.3. Final remarks 

As explained, most companies in the sample show a 
wide variety of reconciling items. On a combined 
basis, most have a positive sign: either increase the 
value of assets (goodwill and other intangible assets, 
PPE, inventories, financial instruments, deferred 
taxes) or reduce the balances of provisions. The main 
exception is, once more, the pension liability amoun-
ting to € 0,9 billion, and balancing most of the posi-
tive net combined adjustments that total € 1,3 billion. 

Although the combined net effect on RE and on 
IS is minor, individual effects on various items in the 
balance sheet and the IS are significant: both state-
ments must represent the financial situation and the 
results in a more meaningful way under IFRS. 

The differences in the year of the application 
(from 1994 to 2001) might have had impacts on the 
IFRS adjustments, considering that four companies 
out of the seven started applying IFRS before 1999, 
when SIC 8 took effect, and considering the fact 
already mentioned in section 3 that often the applica-
tion of a new or of a revised standard for a company 
already using IFRS is softened by transitional provi-
sions. All companies except Wella and Schering 
disclose net positive RE adjustment 

As for development costs few companies belie-
ve that they meet the conditions for capitalising them 
for industry- specific reasons. 

 
5. IFRS effects on fashion industry in 
Germany 
5.1. Specific comments 

 
The fashion industry was selected because there are 
three German quoted companies applying IFRS and 
three Spanish quoted companies in the same in-
dustry. All companies produce and trade fashion 
apparel and other goods. Appendix A lists the com-
panies in the sample, and supplies some quantitative 
information. Appendix D, that has the same structure 
as Appendices B and C, summarises the RE and IS 
reconciliations and discloses totals and percentages 
by company and by adjustment types. 

Out of the three German companies, only Adi-
das belongs to the DAX Index and was, therefore, 
already analysed in Section 3. 

As for the reconciliations disclosed in Appendix 
D, the following points are worth emphasis: 

The three companies share few common ac-
counting characteristics. The main common one is 
that most reconciling items are working capital ad-
justments, consistent with the industry characte-
ristics.  This is the main differentiation from Ch&Ph. 

H. Boss and Escada disclose moving from a di-
rect cost to a full cost system for inventory valuation, 
and adopting the projected unit credit method for 
pension computation. 

Adidas, the biggest company of the sample, has 
few reconciling items (see final remarks). 

Escada, the smallest company, shows a variety 
of negative adjustments both in IS and in RE recon-
ciliations, as if its conversion to IFRS coincided with 
a general cleaning exercise.  

The negative adjustment in H. Boss affecting in-
tangible assets is the net effect of capitalising some 
past development costs, minus expensing some ex-
pansion costs previously classified as intangible 
assets. The other two companies in the sample do not 
mention either development cost or expansion ex-
penses.  

Only Escada discloses a reconciling item regar-
ding goodwill.  

5. 2. Final remarks 

As indicated at the beginning of the section, compa-
ny-specific features exceed common industry charac-
teristics. Adidas, the biggest in the sample, in theory 
should generate the biggest IFRS adjustments. Ho-
wever, this is not case. It made the conversion back 
in 1994 when a number of current IAS were not yet 
in force. Appendix D indicates that subsequent ad-
justments were not relevant, probably, again, becau-
se of the softening factor represented by transitional 
provisions of new or revised standards.  In any case, 
disregarding the reclassification of minority interest, 
Adidas and, to a larger extent, H. Boss show positive 
adjustments to RE for IFRS purposes, in line with 
our observations on the DAX sample and on the 
Ch&Ph industry.  
 
6. Conclusions 

 
Taking the German experience as an example of 
early adoption of IFRS, the objective of our paper 
was to assess the IFRS effects in Germany - at a 
DAX level and for two main industries: Chemical-
Pharmaceutical and Fashion.  

The IFRS effects on German Corporations were 
important and often they meant a significant increase 
in retained earnings in the first year of adoption of 
IFRS. The main reason for those effects was the 
highly conservative philosophy of HGB leading to 
understatements of some assets (namely PPE, inven-
tories, deferred taxes) and to an overstatement of 
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some provisions. However, most of the German 
corporations had also understated pension liabilities 
by a large amount. The specific analysis of the IFRS 
effects by industry lead to similar conclusions, with 
some nuances: in the chemical and pharmaceutical 
industry effects on non-current assets and liabilities 
were relatively more important, whereas in the fa-
shion industry the effects were mostly on working 
capital. That would be reasonable taking into account 
the different balance sheet expected structure of 
those said sectors. 
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Appendix A. Some key data on selected companies 
Company DAX Ch-Ph (2) Fashion Equity Sales Assets Net Profit 

Adidas x  x 1.356 6.267 4.188 260
Altana x x  1.445 2.735 2.532 345
Bayer x x  12.213 28.567 37.445 -1.361
BMW x   5.254 36.881 19.482 392

Lufthansa x   2.653 15.957 16.732 -984
Deutsche Post x   6.106 41.220 155 1.309

Henkel x x  3.311 9.436 9.362 530
Linde x x  3.851 8.992 11.915 108

Man x   2.784 15.021 9.955 110
Metro x   4.161 53.595 26.580 496
RWE x   7.013 43.875 99.142 953

Schering x x  2.902 4.828 5.389 443
TUI x   2.767 19.215 12.989 275

Volkswagen x   24.430 87.153 119.136 1.095
Stada  x  613 745 955 44
Wella  x  655 3.312 2.519 122

Hugo Boss   x 399 1.054 755 82
Escada   x 73 621 438 -78
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APPENDIX B-2

IFRS EFFECTS  IN GERMAN DAX COMPANIES (million €) - IS
 

%
ADIDAS ALTANA BAYER BMW D. POST HENKEL LINDE LUFTHANSA MAN METRO RWE SCHERING TUI VOLKSWAGEN TOTAL effect on effect on effect on
1.994 1.998 1.994 2.001 1.998 1.996 2.001 1.998 1997 / 8 1.999 1999 / 00 1.994 1997 / 8 2.001 local IS total Adjst total Adjst

Net HGB earnings 128 161 N/A 1.026 N/A 263 289 N/A 612 365 1.130 350 N/A N/A 4.324 (negative) (positive)
Goodwill -10 -6 89 73 2 5
R&D and other intangible assets 33  236 8 277 6 18
Inventories and long term contracts-Cost of sales  69  -33 92 15 143 3 9
Deprec methods PPE 8  198 69 -17 30 411 699 16 46
Finance leasing  242 -1 241 6 16
AR/liabilities - revenue  55 -83 -28 -1 3
Pensions  -11 -25 -111 -147 -3 13
Other provisions 11  -485 104 -370 -9 34
Financial instruments  56 56 1 4
Deferred taxes -27  -186 -37 -15 -131 -154 -550 -13 50
Income taxes (tax loss carryforward)  12 12 0 1
Forex adjustments -5  -5 0 0
Minority profit share -3  -3 0 0
Other -3  -2 20 -22 20 13 0 1
Net earnings per lFRS 117 176  1.209 284 246 633 305 1.415 350 4.735  100 100
   
Net effect on P&L -11 15  183  21 -43 21 -60 285 0 411  
 % of adjustments on net HGB earnings -9 9  18 8 -15 3 -16 25 0 10

Total negative effects -1.103
Total positive effects 1.514
Net effects 411

APPENDIX B-1

IFRS EFFECTS  IN GERMAN DAX COMPANIES (million €) - RETAINED EARNINGS
% % %

effect on effect on effect on
ADIDAS ALTANA BAYER BMW D. POST HENKEL LINDE LUFTHANSA MAN METRO RWE SCHERING TUI VW TOTAL local RE total Adjst total Adjst

Year 1st aplication 1.994 1.998 1.994 2.001 1.998 1.997 2.001 1.998 1997 / 8 1.999 1999 / 00 1.994 1997 / 8 2.001 (negative) (positive)
R E per HGB 422 1.302 5.205 4.896 1.671 2.360 4.276 5.339 4.058 4.133 9.453 1.884 3.135 9.811 57.945
Goodwill 80 12 218 -831 -521 -0,9 4
Changes in consolidated group 134 134 0,2 0
R & D, and other self devel/format exp 2.054 191 105 3.982 6.332 10,9 23
PPE-gross value 38   173  -301  -90 -0,2 0
Deprec methods 121 669 831  228 -723 1.834 3.483 6.443 11,1 24
Finance leasing (lesse) 3 306  -722 -387 -800 -1,4 7  
Finance leasing (lessor) 1.962 1.962 3,4 7
Inventories 92 691  888 653 2.324 4,0 8
Orders by completion stage -119 185 271 337 0,6 1
AR, AP, Cash 27 169 -431 -20  274 19 0,0 0
Financial instruments other -1.074 258 113 897 194 0,3 -2  
Pensions -74 -274 -3.544 -312 -221 -1.088 -591 -217 -3.250 -65 -358 -633 -10.627 -18,3 87  
Other provisions/deferred income 34 28 673 1.089 5 101 202 185 313 174 2.022 4.826 8,3 18
Deferred taxes 74 17 723 835 217 89 568 347 892 2.282 -92 -1.345 4.607 8,0 17
Translation reserve 32 32 0,1 0
Other 17 325 63 -6 -117 -92 283 473 0,8 2
Reclassifications of minority interest -19 -229 -197 -445 -0,8 4  
RE per IFRS 423 1.481 5.220 9.432 671 2.423 4.356 4.496 4.178 4.449 9.237 1.819 4.041 20.918 73.144  100 100

TOTAL EFFECT BY COMPANY 1 179 15 4.536 -1.000 63 80 -843 120 316 -216 -65 906 11.107 15.199
% EFFECT ON HGB RE 0 14 0 93 -60 3 2 -16 3 8 -2 -3 29 113 26

Total negative adjustments -12.168
 Total positive adjustments 27.366

15.199

Subsequent impacts
Application of IAS 36 to 38 Immaterial Immaterial Immaterial N/A Immaterial Immaterial N/A Immaterial Immaterial N/A N/A Immaterial Immaterial N/A 0
Application of IAS 39 -1 7 1.434 N/A 393 13 N/A 375 0 -1 -242 96 12 N/A 2.086
% EFFECT ON HGB RE (1st apl. year) 0 0 27 N/A 59 1 N/A 8 0 0 -3 5 0 N/A 3

APPENDIX C-1

IFRS EFFECTS IN GERMAN CHEMICAL AND PHARMACEUTICAL QUOTED COMPANIES (million €) -RETAINED EARNINGS
% % %

     effect on effect on effect on
ALTANA BAYER HENKEL LINDE SCHERING STADA WELLA TOTAL HGB RE total Adjst total Adjst

Year 1st aplication 1.998 1.994 1.997 2.001 1.994 2.001 1.999 (negative) (positive)
RE per HGB 1.302 5.205 2.360 4.276 1.884 202 474 15.703
Goodwill 80 12 40 132 0,8  10
R & D, and other self devel/format exp 105 13 118 0,8 9
Deprec methods 38 121 173   332 2,1 25
Inventories/ Orders by competion stage 92 -119 -1 -28 -0,2 3
AR, AP, Cash 27 -20  6 -61 -48 -0,3 5  
Financial instruments other 113 113 0,7  8
Pensions -74 -274 -312 -221 -65 -1 -947 -6,0 91  
Other provisions/deferred income 34 28 5 101 -63 105 0,7 8
Deferred taxes 74 17 217 89 -4 83 476 3,0 36
Conversion reserve 32 32 0,2  2
Other -1 31 30 0,2 2
Reclassifications of minority interest -18 -18 -0,1 2  
RE per IFRS 1.481 5.220 2.423 4.356 1.819 255 445 15.999  100 100

TOTAL EFFECT BY COMPANY 179 15 63 80 -65 53 -29 296  
% EFFECT ON HGB RE 14 0 3 2 -3 26 -6 2

Total negative adjustments -1.042
 Total positive adjustments 1.337

Net adjustments 296

Subsequent impacts
Application of IAS 36 to 38 Immaterial Immaterial Immaterial N/A Immaterial N/A N/A 0
Application of IAS 39 7 1.434 13 N/A 96 N/A 3 1.553
% EFFECT ON HGB RE (1st apl. year) 0 27 1 N/A 5 N/A 1 10
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This paper proposes a model of corporate voting in which private information and individual prefe-
rences of board directors drive the board decisions. The optimal board structure and optimal firm 
value are solved numerically and their dependence on director and firm characteristics are studied. 
The optimal board structure is determined by outside and inside directors' relative informedness 
about the firm, insiders' bias, outsiders' advisory ability as well as the characteristics of the projects 
that the firm have. Voting rules other than the majority voting rule are considered. It is found that the 
majority rule often is not the optimal rule and it is optimal for a firm to have more inside directors 
while adopting a tougher voting rule. By studying strategic voting equilibria theoretically, insights 
about how board directors vote strategically are also provided. 
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1. Introduction 

 
When the residual claims to a corporation are diffu-
sed among many people, it becomes hard for the 
shareholders to exert their control right on the mana-
gement of the firm, due to both the difficulty in 
communication and coordination and the possible 
conflict of interests. Therefore, as clearly explained 
in Fama and Jensen (1983), it is the common practice 
for the shareholders of public modern firms to dele-

gate most of their decision control rights to boards of 
directors. Corporate boards take on their shoulders 
such great responsibilities as steering the direction of 
the corporation, making decisions in mergers and 
acquisitions and other strategic plans, and firing and 
hiring of CEO's. For this reason, both researchers 
and practitioners have been interested in the problem 
that how corporate boards should be structured so 
that they protect the best interests of shareholders 
and maximize the valuation of companies. 
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Corporate defaults and scandals in 2002 rene-
wed the debates on the functioning of corporate 
boards. The Congress, through the Sabanes-Oxley 
act (SOX), and organizations such as the National 
Association of Corporate Directors and the Business 
Roundtable, through their publications, made requi-
rement and recommendations on the structure of 
corporate boards, with one of the best-known re-
commendation being that corporate boards have a 
majority of independent directors. 

Empirical evidence on the effectiveness of ma-
jority-independent boards has been mixed (see end-
note 1). In fact, despite the scandals, there are still 
debates of the effectiveness of the U.S. corporate 
governance system. Weidenbaum (2005) points out 
“When it comes to regulating corporate governance, 
the ‘magic of the marketplace' will work just fine". 
Holmstrom and Kaplan (2003) also casts doubt on 
the claim that the scandals imply failure of the US 
corporate governance system. 

Theoretical studies on the board structure are 
therefore useful in clarifying questions about how 
the board should be constituted. In this work, I 
construct a model of corporate board based on the 
following observations. 

First, insiders are needed on the board due to 
their superior knowledge of the firms' operations and 
projects proposed by CEO's. This is reflected in the 
model by letting insiders have more accurate private 
information than outsiders. Secondly, independent 
directors (outsiders) can provide valuable advice to 
the CEO, (e.g., see Baker and Gompers (2003) and 
Lehn, Patro and Zhao (2003)), thanks to their diverse 
background and expertise. This is reflected in the 
model by assuming outsiders can improve the distri-
bution of the project that the CEO may propose. 
Furthermore, outsiders are not influenced by the 
CEO and their interests are better aligned with sha-
reholders than insiders. This is reflected in the diffe-
rent utility functions of outsiders and insiders. Final-
ly, the board holds a vote to aggregate information 
and preferences of all directors. 

Our first results are about the dependence of op-
timal board structure and maximum firm value on 
the characteristics of directors and the firm. These 
results come with intuitive explanations. For e-
xample, the more knowledgeable outsiders are, the 
more outsiders are needed in the optimal board com-
position, and the greater the firm value is.  

The next result is about the optimal voting rule. 
Instead of assuming only majority rule, the model 
can be used to study what is the optimal voting rule 
for the board. It turns out that majority rule is often 
not the best. It is often optimal to have a tougher 
voting rule, which would require more directors to 
vote yes for the CEO-proposed project to be accep-
ted. And under such a voting rule, the number of 
insiders are more than that under the majority rule 
and the firm value increases substantially. 

Finally, I carry out a preliminary study of strate-
gic voting for corporate boards. In spirit, the last part 

is related to theories of games with private informa-
tion and the strategic voting literature in economics 
and political sciences (e.g., Austen-Smith and Banks 
(1996) and Feddersen and Pesendorfer (1997)). I 
obtain existence of equilibrium and show that in a 
strategic voting equilibrium, insiders will take a 
more biased stand and outsiders will take a tougher 
stand toward the CEO. 

In a theoretical and experimental study, Gillette, 
Noe and Rebello (2003) constructs an information 
revealing equilibrium by introducing penalties on 
insiders if their votes differ. Another theoretical 
work by Raheja (2004) introduces the possibility to 
succeed the current CEO as an incentive for insiders 
to reveal information. Their models all assume that 
insiders have full information and outsiders have no 
information. 

What's new in my approach is that private in-
formation of both outsiders and insiders are quanti-
fied and are both valuable to the firm. Furthermore, 
each director votes individually based on private 
information. So my model put more emphasis on the 
role of the voting procedure in aggregating informa-
tion both from insiders and outsiders. This focus is 
motivated by the observation that no deliberation 
before voting can eliminate the differences in opini-
ons and preferences of the directors (for example, 
think about legal or political debates) and thus indi-
vidual voting is ultimately an important way to ex-
press specific opinions. My model also considers the 
advisory role together with the independence of 
outsiders. 

In an interesting paper, Hermalin and Weisbach 
(1998) formulate a model that gives board structure 
as the result of negotiations of existing directors with 
CEO's, where the bargaining power of the CEO 
comes from his perceived ability relative to replace-
ment candidates. My model focuses on the internal 
interactions of the board, instead of the relation bet-
ween the board and the CEO and thus is complemen-
tary to their study. 

The structure of this paper is as follows. Section 
2 introduces the model setup. Section 3 presents the 
main results on optimal board composition and op-
timal voting rules. Section 4 introduces the concept 
of strategic voting. Section 5 gives theoretical results 
on strategic voting equilibria. Section 6 concludes. 
 
2. The Model 
 
I will consider a model of the board making a decisi-
on on a project proposed by the CEO (see endnote 
2). This will cover many of the typical board tasks. 
This is a two-period model. For simplicity, I assume 
that everyone (directors and shareholders) is risk-
neutral and the interest rate is 0. In the first period, 
the CEO proposes a project, which will generate a 
cash flow s > 0 in the second period. S is not known 
precisely to any person. However, in the first period, 
each director i receives a private signal ti about s. 
The board then meets together to make decision on 
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the project, each member casting her vote based on 
her individual information and preference. The deci-
sion is then made according to the majority rule (see 
endnote 3): if at least half of the directors accept the 
project, then the project is passed; otherwise, it is 
rejected. 

Before I go into further details of the model, I 
want to plot out the main features of the model here. 
Aside from the CEO himself, the other directors are 
divided into two classes: outsiders (or independent 
directors) and insiders (or inside directors). From the 
perspective of firm value maximization, outside and 
inside directors both have their advantages and 
drawbacks.  

Outside board directors can offer important ad-
vice to the management based on their specific ex-
pertise, and they are the key in ensuring an indepen-
dent opinion of the board from the CEO; their disad-
vantage is that they lack the in-depth knowledge of 
the firm that insiders and CEO have. Having a supe-
rior knowledge of the firm's operations and prospects 
than outsiders, insiders in the board can contribute to 
a sensible decision of the board; however, their posi-
tions in the firm imply that they would generally not 
want to ruffle the feathers of CEO's and that will be a 
problem when the CEO proposes a money-losing 
project (which can bring private benefits to the CEO 
either through perks, empirebuilding motives or 
career embellishments). Since outsiders and insiders 
have distinct objectives and furthermore, each direc-
tor has her individual private information, it is only 
through the voting procedure that their information 
and preferences are aggregated into a decision of the 
board as a whole (see endnote 4).  

The questions are: given the above considerati-
on, what will be the optimal composition of a board? 
How the optimal composition is affected by the vari-
ous factors? Answers to these questions will not only 
shed light on how regulators should make corporate 
governance laws, but also provide predictions for 
empiricists to test. The following gives details of the 
model setup. 

 
2.1. The Project and the CEO 

 
A project generates a deterministic cash flow s if the 
project is accepted and implemented. If the project is 
rejected, the firm has cash flow 0. The project propo-
sed by the CEO has distribution 

 
i.e., the CEO may have proposed a project with 

any cash flow s from the normal distribution.  is 
the expected payoff among all the projects. The cash 
flow s can be either positive or negative, reflecting 
the CEO's ability and private preference. The stan-
dard deviation  reflects the range of possible pro-
jects that the CEO may propose. Assume that ¹0 has 
the the following form, 

 
where m0 > 0 is a constant and nB is the number 

of outsiders. Note here  is increasing with nB, but 
the marginal increase to  becomes smaller as nB 
gets larger. This is motivated by the following. Out-
side board members can make advice that comple-
ments the CEO's knowledge. This advisory role of 
outsiders increases the “goodness" of the projects 
that the CEO may propose by increasing . Howe-
ver, as the number of outsiders get larger, the increa-
se to project value due to advisory roles of outsiders 
are likely to decrease. The constant m0 can be 
thought of as the indicator of outsiders' advisory 
abilities. 
 
2.2. Insiders 

 
There are nA insiders (in addition to the CEO) (see 
endnote 5), labeled by . Each insider 
has a private signal ti of the project 

 
Hence an insider's information is unbiased and 

the noisiness of the signal is . The smaller  is, 
the more knowledgeable the insider is about the 
project. Let {Accept;Reject} denote the events that 
the project gets accepted, or rejected respectively. 
Although they receive unbiased signals, insiders 
have biases toward the CEO, which is reflected in 
their utility functions. Insider j's utility function is 
given by. 

 
 

Here b > 0 is a constant and represents the bias 
of insiders toward the CEO. An insider will OK the 
CEO's project as long as his perception of the expec-
ted cash flow , i.e., if he thinks that 
the project will not lose money by more than b dol-
lars. 

 
2.3. Outsiders 

 
There are nB independent directors, labeled by 

is the 
total number of directors in addition to the CEO. 

Each outsider receives a private signal tj about the 
project 

 
In general, so that insiders have 

more accurate information about the project than 
outsiders. 

Outsiders' utilities are completely aligned with 
those of shareholders, i.e., they maximize firm va-
lues (see endnote 6). The utility function of outsider i 
is 
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In contrast with insiders, an outsider will OK the 
project only if her estimate of the expected cash 
flow . In addition to being unbiased in 
judgment, outsiders contribute to the firm in their 
advisory role, as summarized in (1). 

 
2.4. Valuation of the Firm 

 
Without loss of generality, assume the firm has a 
single project and the project is the only source of 
cash flow of the firm. In making decision on the 
project, the directors cast votes simultaneously and 
each director votes according to his/her own private 
information. Therefore, from above and the Bayesian 
updating formula for normal distributions, an insider 
i votes for the project if and only if 

 
i.e.  

 
Similarly, an outsider j will vote for the project 

if and only if 

 
The project is accepted if and only if at least half 

of the directors vote for the project (see endnote 7). 
Hence the event the project getting accepted is 

 

 
 
The firm's value is then given by (as there is no 

cash flow if the project is rejected) 

 
 

3. Optimal Board Composition 
 

After setting up the model of a corporate board, the 
central question that concerns us is to find the opti-
mal board composition that maximizes the firm va-
lue. To be precise, we want to solve the following 
problem. 

 

 
 

Let be the op-
timal number of inside directors, fixing other para-
meters and the size of the board (see endnote 8). The 
analytical expression of the firm value in (6) is a 
very complicated multiple integral as the cash flow s 
and the private signals ti are correlated random vari-
ables. This expression can be written down explicitly 
but solving the optimization problem (7) using this 
formula seems impossible. However, the firm value 
is an expected value and the Monte Carlo method is 

well-suited to find such values when there are no 
easy-to-calculate explicit formula. 

Therefore, for a set of parame-
ters , I solve problem (7) by 
computing the firm value U for each choice of com-
position nA by Monte Carlo methods and then fin-
ding the maximum value . 

In the following, I first report the optimal board 
composition for a typical set of parameters. Then, I 
investigate the effects of changing the characteristics 
of the firm and the directors on the optimal board. 
Throughout the analysis, we should keep in mind 
that an optimal board composition will balance the 
benefits and costs of having insiders and outsiders. 

 
3.1. Choice of Parameters and Methodo-
logy 

 
The following table gives my choice of the parame-
ters for the base case and the solution to the optimal 
board composition problem (7). 

 
The board size n (excluding the CEO) is fixed at 

10, based on the fact that an average corporate board 
in the U.S. has 11 members. The accuracy of in-
siders' and outsiders' information are fixed by set-
ting , meaning insiders have 
better information about the project than outsiders. 
The bias of the insider is set at b = 0:5 (if b is too 
large, then insiders are of no use to the board, as we 
shall see later). The prior distribution of projects 
have mean 

and varian-
ce . Here m0 is taken at a value so that outsi-
ders have reasonable advisory abilities and  is 
close to  and so that the prior distribution have 
some effects but will not have too much effects on 
the decision of directors (see endnote 9). 

For each nA, I simulate N = 100000 observations 
of the cash flow and directors' private information 

based on their joint distribution. 
In each observation , whether the project is 
accepted or not (1Accept;k) is computed and then by 
Monte Carlo method, the firm value is computed as 

 
U¤ and n¤A are then computed by maximizing 

U(nA) over nA = 0; : : : ; n = 10. Next, I will present 
the effects of changes in firm and director characte-
ristics on the optimal board composition and optimal 
firm value. 

 
3.2. Informedness of outsiders 

 
More knowledge about the firms' operations of out-
siders increases the attractiveness of having more 
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outsiders sitting on board. Outsiders may be more 
informed about the firm's operations if they work or 
have worked in related industries, have sat in the 
board of other firms in related industries, or have 
related education background. On the other hand, if 
outsiders have never had experiences directly related 
to the firm's specialized field, they will have less 
knowledge about projects of the firm. 

Figure 1 shows the optimal board composition 
and optimal firm value at different levels of infor-
medness of the outsiders. First, clearly, the firm 
value (U¤) and the optimal number of outsiders (10 - 
n¤A) increase with the informedness of outsiders 

. Second, note that it is optimal to have no 
insiders on the board if outsiders have comparable 
knowledge about the project with insiders. In fact, in 
Figure 1, if  (recall that ), the 
optimal board would be all outsiders. The intuition is 
simple: when outsiders are about as knowledgeable 
as insiders, insiders are strictly worse than outsiders 
due to their biases in preferences. 

Third, note that although when outsiders get less 

informed (  increases), the optimal number of 
outsiders decreases, it does not decrease to zero. This 
is because outsiders have advisory abilities, which 
cannot be replaced by insiders' more accurate infor-
mation, no matter how many insiders we add. 

 

3.3. Informedness of insiders 

Insiders' knowledge about the firm's operations are 
likely to be better than outsiders in general. The 
extent of an insider's informedness about the firm 
may depend on the number of years he has worked in 
the firm or related firms, his rank and position in the 
company, his educational background as well as his 
particular capabilities and achievements. Figure 2 
displays the effects of insiders' knowledge about the 
project on the optimal board composition and the 
firm value. Firms with more knowledgeable insiders, 
ceteris paribus, would have an optimal board struc-
ture with a higher proportion of insiders. Firm's va-
lue also increases with the extent of knowledge of 
insiders, everything else equal. Intuitions for these 
facts are similar to those for the effects of outsiders' 
informedness. 

3.4. Bias of insiders 

The tendency of insiders to uphold the decision of 
the CEO can depend on the degree of entrenchment 
of the CEO, the private benefits to insiders from the 
project, the concern about the overall health of the 
company, and the moral characters of insiders. Figu-
re 3 shows the dependence of optimal board compo-
sition and firm value on the bias of insiders. The 
more biased insiders are, the less insiders the optimal 
board will include, and the less the firm value will 
be. This is because if the inside board directors are 
more biased, the CEO's proposal will get passed with 

higher probability. While some good projects get 
passed more frequently, which is good for the com-
pany, the increase in the probability that a bad pro-
ject get passed is greater. Thus, the overall effect of 
increased insiders' biasedness on the firm value is 
negative and this will cause the optimal board to 
admit fewer insiders. 

3.5. Advisory ability of outsiders 

Outsiders have stronger advisory abilities if they 
have expertise in specialized fields related to the 
project. By providing advice to the CEO before he 
make decisions, outsiders can increase the expected 
profitability of the proposed project. Figure 4 pre-
sents the influence of outsiders' advisory function on 
optimal board structure and the firm's value. The 
optimal board include more outsiders if they are 
more capable advisors. However, since the value-
enhancing effects of outsiders' advisory role has 
decreasing returns on the number of outsiders, in-
siders' superior information is useful when there are 
already a significant number of outsiders and we do 
not usually see a board that consists fully of outsi-
ders (see endnote 10). 

3.6. Range of available projects 

A young, growth, or R&D intensive firm might have 
a greater range of potential projects to choose from 
than a mature firm. A wider range of selectable pro-
jects can mean both challenge and opportunity. With 
a capable CEO and an effective board, more profi-
table projects can be sieved from a wider selection 
and the firm value is enhanced.  

Figure 5 displays the dependence of optimal 
board composition and firm value on the range of 
potential projects. The first relationship is not mono-
tone. When the range of projects is very small, the 
prior knowledge about the project is so precise that 
insiders' superior information is of little use. There-
fore, when the range  is small, optimal number of 
insiders increases with the range. When the range of 
projects becomes bigger, insiders' information ad-
vantage to outsiders becomes less important while 
insider's bias and outsider's advisory function persist; 
hence the optimal number of insiders is eventually 
decreasing with the range. Insiders' superior informa-
tion is most useful when the range  has a mode-
rate value (here around ). Note also from 
Figure 5 that the firm value is increasing with the 
range of projects, due to the wider selection of pro-
jects offered by a greater range  (see endnote 11). 

3.7. Flexible voting rules 

Majority voting rule is most commonly used in cor-
porate boards. However, other voting rules are not 
uncommon in reality, e.g., the two-thirds rule in 
major U.S. Senate decisions and the unanimous rule 
in jury decisions. So a natural question is, what is the 
optimal voting rule for corporate boards? Does 
changing the voting rule help to make the board 
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more effcient? I define a voting rule to be a number 
. The board makes its decision according 

to voting rule  if the project is accepted if and only 
if at least fraction  of the board members (aside 
from the CEO) vote for the project. For example, the 
majority voting rule would be the voting rule given 
by . And a voting rule  in a 10-
member board (excluding the CEO) would mean that 
for the project to get accepted, at least 6 board mem-
bers should vote for the project. This will be a toug-
her rule than the majority rule from the CEO's point 
of view. In the flexible voting rules setting, the opti-
mal voting rule  together with the optimal board 
composition  are solved. Figure 6 compares the 
optimal board composition and optimal firm value 
under the majority voting rule, and under the flexible 
voting rules. First, we see that the optimal voting 
rule  is 0.6 for , so that the majority vo-
ting rule is not optimal when outsiders are not very 
well informed. 

Second, in the optimal board structure, there are 
more insiders with flexible voting rules than with the 
majority voting rule. This comes from the following 
intuition. Under a voting rule , the outsiders 
can veto the project more easily than under the majo-
rity rule. Therefore, the negative impact of having 
more biased insiders on the board are diminished. 
And due to the positive effect of having more infor-
med insiders, the optimal board will consist of more 
insiders. Instead of requiring a majority of indepen-
dent directors on board, we may recommend compa-
nies to have a tougher voting rule against the CEO 
and have more tolerance on the proportion of inside 
directors. According to the results here, such re-
commendation will suit the interests of shareholders 
better. From the second figure in Figure 6, the inc-
rease in firm value due to flexible voting rules can be 
substantial (see endnote 12). 

The author also considers the possibility that as-
signing more voting weights to outsiders than in-
siders, while maintaining the majority rule, i.e., one 
vote from an outsider counts more than one vote. 
This will have somewhat similar effects as the fle-
xible voting rules and indeed produce similar results 
to above in certain setups (unreported here). Howe-
ver, giving more weight to a director than another 
seems to be unfair and induce greater incentives for 
collusion. So it is less practical than allowing flexib-
le voting rules. 

 
4. Strategic Voting 

 
In the setup of the board model, the board members' 
utility depend on their own private information (see 
(2) and (3)), but not on the private information of 
other board members. In other words, we assume 
board members vote sincerely, in the terminology of 
the voting literature. These assumptions were made 
to avoid the consideration of complicated equilibri-
um strategies in games with private information (see 

endnote 13). In this section, I will consider the pos-
sibility that directors use all available information 
strategically. To be precise, redefine the utility func-
tions of outsiders and insiders as follows. For an 
insider i,  

 
 

For an outsider j, 
 

 
Definition A collection of voting strategies of 

the board of directors is a strategic voting equilibri-
um if these strategies form a Bayesian Nash Equi-
librium, with the utility functions given by (8) and 
(9). 

In strategic voting (pivotal voting), the board 
members consider the consequences of their voting 
on the final decision and then on their own utility 
through the final decision and maximize their expec-
ted utility given other members' strategies. Thus, in 
strategic voting, a board member only cares about 
the case when he/she is pivotal, i.e., when his/her 
vote changes the final result, given others' votes, 
because only then his/her action will affect his/her 
utility. Feddersen and Pesendorfer (1997) shows that 
strategic voting can fully aggregate information 
when the number of players goes to infinity and 
sincere voting does not always aggregate information 
fully. Therefore, I would like to look at strategic 
voting equilibrium in the board (see endnote 14). 

5. Some results on strategic voting equi-
libria 

In this section I will focus on the existence and pro-
perties of the strategic voting equilibria, rather than 
on the optimal board composition (see endnote 15). 
The basic assumptions are essentially the same as 
those in Section 2, except that here I make different 
assumptions about the distributions of the project's 
cash flow and private signals of board directors for 
theoretical convenience. The firm has a project s 
with distribution . There are insiders 
and  outsiders on the board and the board 
votes by majority rule (see endnote 16). 

Assumption 1 are independent 
conditional on s. 

, where is boun-
ded. 

3) For each i, s and ti satisfy Monotone Likeli-
hood Ratio Property (MLRP). 

These are standard assumptions in the theoreti-
cal literature. Note that 2) requires that the distributi-
ons have bounded support, which is not satisfied by 
the normal distribution. A (mixed) strategy of direc-
tor i is a function  means 
that i vote for the project with probability p. A mono-
tone pure strategy is a strategy  such that 
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for some constant c. c is called the cutoff point 

of the strategy. 
Theorem 1 With Assumption 1, there exists a 

monotone pure strategy strategic voting equilibrium. 
The proof uses the usual fixed point theorem. I'll 

omit it here and refer the reader to the proof in Fed-
dersen and Pesendorfer (1997). A slight modification 
of their proof will suffice. 

Recall that with full information, outsiders will 
vote for the project if and only if , and insiders 
will vote for the project if and only if . For 
our next result, we need 

Assumption 2: There exists  such 
that for all . 

This assumes that directors have sufficiently ac-
curate signals. 

Theorem 2 (1) If nA > nB, then there exists a 
monotone pure strategy equilibrium in which outsi-
ders always vote sincerely, and insiders use a mono-
tone strategy with a cutoff point . 

(2) If nA < nB, then there exists an equilibrium 
in which insiders always vote sincerely, and outsi-
ders use a monotone strategy with a cutoff point 

. 
(3) If nA = nB, then there exists an equilibrium 

in which insiders use a monotone strategy with cutoff 
point and outsiders use a mono-
tone strategy with a cutoff point . 

Proof. 1) Suppose that nA > nB. Consider an 
outsider j. If j's signal tj is not in (- a; a), then by 
Assumption 2, j knows with certainty the sign of s 
(which is the same as the sign of tj ). Hence j will 
vote according to the sign of tj as she needs no 
further information about the true state s. If on the 
contrary , then by Assumption 2 j knows 
that . And j also knows that any insider 
i's signal . Hence j 
knows that i will know with certainty that s > ¡b and 
i will vote for the project. Now nA > nB, so j knows 
the project will get passed and j's vote doesn't matter. 
Hence we may assume j votes sincerely in this case 
without harm. In summary, sincere voting will be a 
best response strategy for j.  

Now consider an insider i. By Assumption 2, he 
votes sincerely (according to the sign of ti +b) if ti is 
not in (- b -  a;- b + a). When , 
similar to above, i knows that all nB outsiders vote 
against the project. So i is pivotal only when 

other insiders vote for the 
project and k other insiders vote against it. He-
re . But this tells i that more in-
siders voted for than against the project and there is 
no information from outsiders' voting since they all 

vote no here. Hence i should accept the project more 
readily with this additional information and would 
use a voting strategy with a cutoff point cA < - b. 

On the other hand, the cutoff point cA > - b - a, 
because at ti = - b - a, i knows with certainty that the 
true state  and sometimes is greater than b, 
hence he would vote against the project.  

2) and 3) may be proved in a similar way. Intui-
tively, the theorem says that with strategic considera-
tion, the directors adopt a modified voting strategy. 
Outsiders will adopt a tougher stand in accepting the 
project and insiders will adopt an easier stand in 
accepting the project. This kind of phenomena is 
similar to what happens in negotiations, where both 
parties of the negotiation initially take stands biased 
away from their opponents' preferences (see endnote 
17). 

 
6. Conclusion 

 
The current work serves as an effort in theoretically 
modeling the key features of corporate board and 
study the optimal board composition problem. For 
further research, it would be interesting to test the 
predictions of the current model. Indeed, many pre-
dictions of this model can already be checked with 
previous empirical work, e.g., Lehn, Patro and Zhao 
(2003). One main difficulty in testing such models 
lies in that we do not know whether firms in the real 
world choose optimal board structure or not. This 
problem is partially solved by the methodology of 
Lehn, Patro and Zhao (2003), in which they look at 
long-lived firms, which presumably have better go-
vernance. 

Another difficulty is the measurement and 
control of the parameters of the model. Suitable 
proxies should be considered for the various charac-
teristics of board directors and the firm. While the 
current model incorporate many important factors of 
corporate board, it is far from complete. The most 
notable omission is the interaction between the board 
and the CEO. A natural next step could be to extend 
the current model to a dynamic model with interacti-
ons with CEO, borrowing the ideas of Hermalin and 
Weisbach (1998). Another possible direction of 
theoretical extension is further investigation in stra-
tegic voting equilibrium, including dynamic models. 
It is the hope that this work and potential future work 
in this area will help us, in particular, regulators and 
business leaders, to understand better the problem of 
board composition and makebetter regulations and 
policies. 
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Endnotes 
 
1. See Bahgat and Black (1999) for example. 
2. While one can imagine that it might be better for the CEO to propose several alternatives and the board selects 
the best of them, it is more commonly the case that CEO makes a proposal and the board then makes a yes-or-no decision. 
3. The majority rule seems to be the norm for most board decisions. Later I will discuss the possibility of allowing flexible 
voting rules and its implications. 
4. One can imagine other mechanisms of decision-making, say, a game of information revealing and negotiation, and equi-
libria can be studied in that setting. However, in reality, voting is the preferred mechanism. Voting also has the benefit of 
being a simple and clean mechanism in multi-person decision making. 
5. Since the CEO always vote yes for the project he proposed, we exclude the CEO in the following consideration. 
6. Here I ignore the possible agency conflicts between debtholders and shareholders. With such agency conflicts, the board, 
in maximizing shareholder values, may not be maximizing the firm value. However, this is a secondary issue when we 
consider optimal board composition and will not affect my argument. 
7. For simplicity, assume that n = nA + nB is even, so when there is a tie, the CEO will break the tie and pass the project. 
The assumption about tie-breaking does not affect the results. 
8. In fact, I do not consider any size related costs here, hence a bigger board is always better than a smaller board in my 
model as there will be more accurate information aggregation. As pointed out in other theoretical and empirical studies 
(e.g., Lehn et al (2003) and Reheja (2004)), there are size-related costs, such as coordination and free-riding costs. It is easy 
to extend my model to consider such costs and study optimal board sizes. Such studies are likely to confirm the stylized 
results. For simplicity, I focus on the composition of board here and keep board size n = nA+nB fixed. 
9. Despite the arbitrary nature of the choice of the base parameters, the qualitative results on board composition do not 
depend on these particular choices. 
10. An all-outsider board can be optimal if insiders are too biased to be of any benefits to the board; such a situation may 
happen but is likely to be rare. 
11. Here  should not be confused with the volatility of a project's cash flow. In fact, each project's cash flow is determi-
nistic, and  (roughly) represents the range of all possible projects. 
12. Of course, such recommendations have to be based on relating the parameters in my model to realistic settings. Ne-
vertheless, this points to the possibility of increasing the effectiveness of corporate boards by relaxing the requirements on 
boards, e.g., by SOX. 
13. See Austen-Smith and Banks (1996) for a very nice introduction to strategic voting.  
14. However, we should keep in mind that sincere voting is more robust than strategic voting; each board member's decisi-
on depends only on his/her opinion and hence is not subject to errors of estimation of parameters of the game. So in reality, 
considering the difficulty of measuring the parameters precisely, the board of directors may well be voting sincerely. This is 
also the reason why this paper is mainly focused on sincere voting results. Whether home strategic voting behaviors actual-
ly happen in the board room is an empirical issue. 
15. The optimal board composition under strategic voting is a more tricky problem as there could be multiple equilibria. 
16. Note that in a board with all insiders or all outsiders, everyone will vote sincerely in the equilibrium as they have the 
same preferences. Hence to study strategic voting I assume there are both outsiders and insiders on the board. 
17. Although Assumption 2 is required in the proof of Theorem 2, there is reason to believe that this kind of phenomenon is 
quite common in strategic voting equilibrium. This is confirmed by unreported Monte Carlo computation of the strategic 
equilibria. 
 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 

156 

Appendices 

 
 

 

 



Corporate Ownership & Control / Volume 3, Issue 3, Spring 2006 

 

 

157

РАЗДЕЛ 5 
 НОВОСТИ  

КОРПОРАТИВНОГО МИРА 
 

SECTION 5 
CORPORATE  
WORLD NEWS  
 
 
 
 
 
 
USA 
 
January 2006. Board Analyst reports that median Total 
Board Compensation was $801,500 for the 2,000 of the 
largest US corporations based on proxies filed through 
November 2005, up 19.62% between 2003/04 and fiscal 
2004/05. Compensation for individual directors is up 
16.5%. 
 
January 2006. The SEC is likely to propose rules requir-
ing discolsure of: 
• A total compensation figure for executives  
• Dollar value of stock options for top execs in summa-

ry conpensation table  
• All perks if the total aggregate value is $10,000 or 

more (instead of $50,000 or 10% of total annual sal-
ary and bonus)  

• Dollar amount of payments agreed to for future chan-
ge in control or responsibilities  

• Table to cover details of retirement plans, including 
annual payments and benefits  

• Director compensation table, similar to exec compen-
sation table, to comprise all payments received by di-
rectors in a given year  

 
January 2006. The National Association of Corporate 
Directors (NACD) has released the Report of its twelfth 
Blue Ribbon Commission, which was chaired by Weil 
Gotshal senior partner E. Norman Veasey, retired Chief 
Justice of the Delaware Supreme Court. The Report, enti-
tled Director Liability: Myths, Realities, and Prevention, 
provides guidance and reassurance to conscientious corpo-
rate directors in three major ways:  

1. clarifying the risks attendant to serving on a 
board by dispelling common myths about liabili-
ty, explaining the legal framework in which lia-
bility is determined and exploring the ways that 
directors can serve effectively while protecting 
against liability risks;  

2. explicating board roles, organization, informati-
on flow and processes that will help directors to 
navigate the current liability environment to 
meet and exceed compliance requirements; and  

3. describing specific best practices that directors 
may consider adopting to guide their conduct at 
various stages of board service.  

UK 
 
January 2006. London Business School and Oracle an-
nounced a center for corporate governance to lead interna-
tional thinking and serve the needs of business and poli-
cymakers. The new center is backed by Oracle, Freshfields 
Bruckhaus Deringer and Prudential, and aims to provide 
independent research and recommendations of value to 
policy makers, corporations, investors and other interest 
groups. The center will examine contentious issues sur-
rounding corporate governance, including shareholder 
activism, measuring CEO and board effectiveness, valuing 
corporate social responsibility, and the new demands on 
boards and how these demands can be improved by infor-
mation management and systems. 
 
European Union 
 
January 2006. The European Commission has presented a 
proposal for a Directive to facilitate the cross-border exer-
cise of shareholders' rights in listed companies, through the 
introduction of minimum standards. The proposed Directi-
ve seeks to ensure that shareholders, no matter where in 
the EU they reside, have timely access to complete infor-
mation and simple means to exercise certain rights – no-
tably voting rights – at a distance. On average, about one 
third of the share capital of EU listed companies is held by 
non-residents. 
 
Japan 
 
January 2006. Wharton finance professors Ayako Yasuda 
and Franklin Allen write about changes in Japanese corpo-
rate governance in How Two Young Japanese Internet 
Companies Are Shaking Up Corporate Governance in 
Japan. Japan's Pension Fund Association voted against 
25% of all proposals at shareholders' meetings in the past 
year. Whereas 46% of all listed Japanese equities were 
held as cross-shareholdings by related companies in 1992. 
By 2004, cross-shareholdings had dropped to 24%. During 
the same period, equities held by foreigners rose from 6% 
to 22%. 
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