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INTRODUCTION

There are many factors contributing to a firm’'scass, board powers and composition,
organizational structure and procedures. Thes®rgchowever, are still less important
than the sufficiency of the firm’s business modeltlte qualities of its top executives.
Hence, we do not have to wonder why shareholderssudtants and politicians as well as

scholars did not pay so much attention to such comoorporate governance issues.

In past decades, the interest in corporate govemaspecially in the board of directors,
rose sharply. One of the reasons Wesincrease in US takeover activity in the 19803 a
emerging globalization. Some consequences of engeigjobalization are shorter product
life cycles, decreasing profit margins and thensgecompetition we are promoting, which
altogether lead to an increasing anxiety abouttmepetitiveness of countries’ institutions.
The takeover activity lead to conflicts of inteseftetween managers and shareholders,
while the increasing competition did not leave rofmnneglecting any factors that could
go a long way towards firm performance. Furthermorereasing competition lead to pay
more attention to differences in corporate govecpaits global expansion and question
the vast number of boards today, although mostnizgtions are required to be governed
by a board of directors.
One of the first economists who addresses boarde@dtors is Adam Smith (1776) with
the following interesting statement:
“The directors of [joint stock] companies, howevbeing the managers rather of
other people’s money than of their own, it cannell we expected, that they should
watch over the same anxious vigilance [as ownerdjlegligence and profusion,
therefore, must always prevail, more of less, i@ tanagement of the affairs of
such a company(p. 700).
Berle and Means (1932), figured out a similar padhtview pointing out the agency
problems in an organization as well as Smith:
“Control will tend to be in the hands of those wéalect the proxy committee and
by whom, the election of directors for ensuing peénvill be made. Since the proxy
committee is appointed by the existing managentaatatter can virtually dictate
their own successordp. 87).



Both studies point out the agency problem in arawigation or more specifically, the
agency problem between owners, shareholders andgearent. Hermalin and Weisbach
(2003) consider that shareholdéese generally seen as unable to control management
directly”, and management, howevéend to be insufficiently vigilant or trustworthy
when it comes to other people’s proper{p’ 10).

Gugler, Mueller and Yurtoglu (2004) find th&nanagerial costs have been higher in
social democracies than elsewhere [..(J. 138). This finding linked together with the US
takeover activities in the 1980s and the emergiobalization, make it is safe to assume
that at that time, the agency problem was integifin the ‘Anglo-Saxon system’,
representing the US corporate governance systeththem spread likewise on emerging
markets.

Gugler et al. (2004, p. 149) show that the ‘Angbx&n systems’ are the one whitdre
better at protecting shareholders than other systeand that they lead to superior
macroeconomic performance® this is why many countries try to adopt this gmance
system partially or entirely. In emerging marketdyere family ownership and business
groups are part and parcel of the ownership stredtuthe corporate governance, agency
problems occur and have to be reduced too. Gutieanel Pombo (2007) find that the
agency problem occurs because most firms are owpddrge shareholders who in most
cases belong to business groups too.

However, Hermalin and Weisbach (2003) present ssohgtions to the agency problem,
though difficult to apply. One solution may be tooyide management with strong
incentives contractually. Howeveéin most large corporations, the shareholders ao®t
diffuse, rationally plagued by a free-rider problerand, for the same reason, too
uninformed to set managers’ compensatior{sfermalin & Weisbach, 2003, p. 10).
Furthermore, Hermalin and Weisbach (2003) thinkt ttiss problem, as well as the
underlying direct control, could be eased in siaret “in which a large outside
shareholder has sufficient incentive herself tkla¢chem”(p. 10).

As you might see, board of directors are an importapic of research in many areas, not
just in economics, but there is still more researcive doneln my diploma thesis | am
going to investigate the ‘Board of directors in egieg markets’.

The first part consist of general research on badrdirectors. There, | investigate the
reason for the existence and structure of boardthd latter, | present the three categories

of directors such as the insiders, outsiders aral itistitutional portfolio holders.
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Afterwards, | am going to face the effects of tloatols’ corporate performance with each
board size and composition. The CEO turnover as$ ageltakeovers and the executive
compensation will be explained too. After presemtyou the controversial board reforms
with its global impact on corporations and the globdaptation of the Anglo-Saxon
governance system, | am going to focus on ememiadcets, the second part.

Brazil is going to be my choice of representingeamerging market because of its size and
interesting corporate governance system. At finsiwever, | am going to show some
characteristics of emerging markets, though limedLatin America. Additionally, I am
going to present the corporate governance in emgrgiarkets, and then in Brazil, to
establish a connection to further findings of mgea&rch which are based on Brazil.
Furthermore, | have done some research on the redegpownership and contrdfhere |
am taking account of the direct as well as indirgcticture of ownership and control.
Afterwards, | am going to illustrate relevant ewnde of the consequences that a separation
of ownership and control are facing. The board icdaors in emerging markets, though
specified on the Brazilian market, will complete negearch and indicate some interesting
findings regarding the board and ownership strecas well as theecessity of control and
board of directors in Brazil.

The last section summarizes the major findingsckames the diploma thesis and shows
why boards of directors are such a controversgttavhere still a lot of research has to be

done, especially in emerging markets.



1 WHY ARE THERE BOARD OF DIRECTORS?

On the one hand, board of directors are rumourededoinsufficient guardians of
shareholders’ money and too much in managementid {@. Lipton & Lorsch, 1992). On
the other hand, boards exist for a long time arttiely were really so inefficient, we can
proceed on the assumption that the market wouldawgpor even replace them.

To put it in other words, an institution which istrconsidered to be ‘first-best’ efficient,
does not mean that the market need another regukdtution. Hermalin and Katz (1993),
for example, think that board of directors areectnd-best’ solution for companies being
confronted with the agency problem between the neesbdifferent interests.
Furthermore, Hermalin and Weisbach (2003), howesgggest thdta board of directors

is the equilibrium solution (albeit possible secobdst) to some agency problems

confronting the firm”(p. 9).

However, what agency problems are they referringatd why does a direct control
problem arise? First of all, the agency problemstsxibetween a company’s owners,
shareholders and management. Shareholders aresabgay as being unable to control
management and the management is seen as beiffgciaatito others people’s money. In
this love triangle, it is possible to keep the axyeproblem at bay by corporations, that
should provide the management with strong incestis@ntractually. Furthermoréthis
problem, as well as the direct control problem, Iddoe alleviated in situations in which a
large outside shareholder has sufficient incentiegself to tackle them{Hermalin &
Weisbach, 2003, p.10).

Therefore, we can not assume that board of direeter the product of regulation, and, if
so, boardswould represent deadweight costs to firms whichssguent lobbying would

have eliminated, at least somewhere in the wo(Bfaendle & Noll, 2004, p.10). So, we
can expect boards to have minimum size becausesembling deadweight costs. In fact,
boards are much bigger than required by law. Hetioe,literature defines boards of
directors as being a market solution to the cotitrgcproblems companies are facing.
Some reasons of these contracting problems ardittuse shareholders, the free-riding

problem and the often too uninformed shareholdelsetable to control managers.



Given their power and importance of boards of doec across boundaries in different
organizational forms, boards have to meet a mdkitof requirements. First of all, boards
do have to have a specific number of members witleast some specified regularity.
Then, boards may need to have various committedsfinally, some directors have to

have some nominal independence from management.

To put it shortly in another way, boards of direstemerged because shareholders did not

trust the managers with their money and could cbtiiem.



2 HOW ARE BOARD OF DIRECTORS STRUCUTRED?

In general, boards of directors are made up ofdersi and outsider. However, Gugler,
Mueller and Yurtoglu (2004) found a third importarategory of owners in the USA, the
institutional holders.

Now, we can classify different owners into thoseeéhcategories. At first, we have the
company’s managers, who ansiders. Then we have theutsiders, who can be classified
into families, institutional holders such as pensi@and funds, and “affiliated” or “gray”
directors. Furthermore, independent directors dassed among outside directors too.
Finally, other financial institutions such as ban&ad non-financial institutions such as

other firms belong to the third category, thstitutional portfolio holders.

Independently, Hermalin and Weisbach (2003) ineicatt without knowing the whole
theory of why there are boards of directors, istil possible to study their structure and
tasks. So, the first modelling approach of Hermailnd Weisbach (2003) is to sébe
board as a “principal” to management’s “agent” in elassic principal-agent framework”
(p.10). This principal agent modelling, howevereslmot provide any detailed information
about board-specific phenomena such as the ratitsiofers to outsiders and the influence,
that management has towards the selection of dmecThis model, more precisely, the
Hermalin-Weisbach model, derives about eight ptexhis about the dynamics of the CEO
and board’s relationship. Hermalin and Weisbaclo82@.11) outlined their predictions as
follows:
1. A CEO who performs poorly is more likely to be agpld than one who
performs well.
2. CEO turnover is more sensitive to performance when board is more
independent.
3. The Probability of independent directors being atlde the board rises
following poor firm performance.
4. Board independence declines over the course of@ Stenure.
5. Accounting measures of performance are better ptedd of management
turnover than stock price performance.

6. There should be long-term persistence in corpogateernance.



7. The stock price reaction to management changeddheunegative if the CEO
is fired based on private information, but positizéhe manager is fired on the
basis of public information.

8. A CEO'’s salary should be insensitive to past peni@mce at relatively low
levels of past performance, but sensitive at reddyi high levels of past

performance.

Those three dominant categories of shareholderdie-iniside owners, the outside
individuals as blockholders and the institutionartfolio holders — are going to be

explained in more detalil.

2.1 INSIDERS

Managers, employees or former employees of the direnconsidered to be insiders. They
are not independent to the CEO, because the suattssinsiders’ careers depends on the
CEO'’s success. Due to this, there is no chancethieat is going to be a conflict between
the manager and the owner of the firm and so, biodly can pursue their businesses. Since
the existence of a separation of ownership andralnthich was evaluated by Berle and
Means (1932), a number of new studies examinectioemous economic consequences
of the conflict between managers and owners. Aaltgilly, an “Anglo-Saxon” corporate-
governance system was assumed, which | am goiegpi@in in section 6.2 in more detail.

Nonetheless, outside directors are shareholdenscd;léhey have an incentive to control
the company’s actions. There is an assumption \ilnetn managers do not hold large
amounts of their companies’ stakes, they do nothhe same financial interest as their
shareholders. However, if they would hold a largeoant of shares from their own
company, they would have an interest in maximizivggshareholder’s profit.

Morck, Shleifer and Vishny (1988) found out, tha¢re are two effects on the incentive to
maximize shareholder wealth when increasing insidehares. First of all, the market
value of the firm increases and second, when tlaeeshof management increases, the
chance of a manager being replaced by a hostilEotek, because management pursues

their own goals of profit maximization.



Furthermore, Gugler et al. (2004) have evidence tha performance of companies
worsens by managerial entrenchment from the vieshafeholders and due to this, shares
hold by management give an perfect incentive taawe the company’s performance.

In sub-item 3 you will find more information abowgbrporate performance/action in

subject to both board composition and size.

2.2 OUTSIDERS

Families, institutional holders such as pensiond enutual funds, “gray” directors and

independent directors do belong to the outsidecttirs.

Braendle and Noll (2004) find thatarting from 1987, in the US institutional invess,
pension funds in particular, deviated from theirigpor role as passive investors by
submitting proxy proposals focusing largely on aogie governance issues and therefore
the decision when to reorganize a compa(py.’13).

Various empirical studies document tivattitutional investors do have an important role
as being external monitors (cf. Hansen and Hill 1198IcConnell and Servaes 1990).
These authors indicate that the higher the investhe®els of investments by institutional
portfolio holders are, the more effective is monitg. So, institutional investors have the
incentive and motivation to monitor the managenseattions and decisions when holding
a vast number of the company’s shares. Additionaixen when monitoring is costly,
institutional investors are able to monitor managein effectively and profitably.
Furthermore, institutional investors are often eloterized as'preferring exit in the
classical dilemma of "exit" and "voice", this sitisa has changed, and they are nowadays
often seen as strong monitors who are interestethenprocesses of the companies and
voicing their opinion”(Braendle & Noll, 2004, p.13-14).

Outside directors are not employed in the firm wehirey hold positions of a director and
are typically CEOs from another company or prominedividuals in other areas. About
10 percent of directors do not fall into one ofshieategories except of businesspeople and
attorneys who have a long-term relationship witd fiim. Hence,"These directors are
usually referred to as “affiliated” or‘gray” [!] directors” (Hermalin & Weisbach, 2003,

p.22). Another important aspect of outside directisrthat they have a monitoring role
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over the board and a strong incentive to build upigh reputation of the company.
However, Gugler et al. (2004) find disagreementsswering evidence that outside
shareholders with small stakes are powerless inimiaxg the value of their shares.
Furthermore, they find that outsiders have a smmglact on firm actions but no impact on
firm performance, though.

Additionally, outside directors are more indepengdprovide a better monitoring role than
insiders and are less informed about the firm’sst@mts and opportunities. Additionally,
Linck, Netter and Yang (2007) find, thédt...] as the benefits (costs) of monitoring

increase, boards will do more (less) monitoringdew to more (less) outsidergp. 5).

Independent directors are outside directors without such affiliations kesng ‘former
company officers or relatives of company officensl @ersons who have or are likely to
have business relationships with the company, siscimvestment bankers and lawyers”
(Bhagat & Black, 1998, p. 283).

Companies with a majority of independent board memnlare more likely to be managed
in the interest of the shareholders and additign&hagat and Black (1998) found out that
“greater board independence remains high on the naige of activist institutional
investors” (p. 283). Furthermore, there is no empirical enaethat firms with majority
independent boards achieve better performance dtieer firms.“Independent directors
often turn out to be lapdogs rather than watchdo(@hagat & Black, 1998, p.283).

2.3 INSTITUTIONAL PORTFOLIO HOLDERS

Institutional portfolio holders are the third cabeg of the ownership structures are meant
to be highly effective external monitors, espeygiall the US and UK. To distinguish these
sorts of institutions from the institutional holde(pensions and mutual funds), which
belong to the outsiders, Gugler et al. (2004) reterthem as ‘institutional portfolio
holders’. Other financial institutions (banks) andn-financial institutions (other firms,
state) belong to the institutional portfolio holgler

Friedman (1996) find thatBetween 1950 and 1994 the fraction of shares hayd
institutional portfolio holders in the United Stateose from 10 per cent to over 50 per
cent”. Hence,"the managers of institutional portfolio obvioughpssess sufficient voting

authority to intervene in shareholders’ meetingsl affect outcomes{Gugler et al., 2004,

9



p. 140). Furthermore, the portfolios of the comparare not materially affected by their
portfolio managers.

Banks belong to thefinancial institutions’ that are very important in the corporate
governance in Germany and Japan. In Germany, bplalsa monitoring role for the
companies that they lent to or owned shares. lanlapowever, the keiretsu’s main bank
will become important when a company of this congtoate has a problem with
“intervening with a cash infusion, a plan of restturing, or engineering a change of
management{Gugler et al., 2004, p. 140).

However, because of the poor overall performanct@fbanks’ economies over the last
20 years, observers are sceptical about the roleanks in Germany and Japan. There are
three reasons of the banks’ poor performance. Birall, banks may not have a positive
monitoring role because banks themselves are mdragprofessionals who have their on
goals. Second, banks are free to pursue whate@rtigey want to and third, Boehmer

(2001) states that German banks are not inter@stgtareholder value.

The state, for example, belongs to tHeon-financial institution’ , where a state-owned
company is typically assigned to a ministry. Thangportation ministry, for example, has a
monitoring role for the state’s airline. A ministtyowever, is monitored by the parliament,
which is monitored by the citizens. Hence, thezeitis can be regarded as the owners of
the state companies. Now, Gugler et al. (2004, 48) Xind a “triple principle-agent
problem (citizen selects parliament, parliament @8 ministry, ministry monitors state
company” Consequently, if managers of private companiege h@a act discreetly to
pursue their goals because of the resulting prat@gent relationship between managers
and shareholders, then managers of state compaanesto be even more discrete about
their actions. Hence, we can assume a better peafure in private-controlled than in
state-controlled firms, when performance is measuréerms of efficiency or profit rates.

2.4 EMPIRICAL EVIDENCE

Linck, Netter and Yang (2007) determine a downwaedd in the percentage wisiders
on the board of directors. However, small compapiesent the largest decrease. They

indicate that‘Small firms had the highest percentage of insidensthe board in 1990.
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This number decreased from about 46% in 1990 tatBd4% in 2004. For large firms,
this ratio dropped from about 28% to 24%. 16).

Considering that there are either insiders or datsin a board of directors, we can
determine the number oltsiders when the number of insiders are known. So, takieg
findings from Linck, Netter and Yang (2007) intocaant, which were shown above, we
can say that repugnant to the insiders, outsidereased from 54% in 1990 to about 66%
in 2004. The increase of outsiders show that catpms are seeking for an increase of the
monitoring role over the board and have a stroegntive to build up a high reputation of
the company.

Institutional portfolio holders are large blockholders and théiraction of all shares of
listed companies increased in Germany from 4% ényisar 1990 to nearly 13% in 1998”
(Schmidt & Drukarczyk, 1997, p. 69). Furthermoregffman (1996) demonstrates that in
the US, the amount of shares held by institutiqmatfolio holders increased from 10
percent to over 50 percent between the 1950s a®dl. 19 Japan, about 45% of the listed
shares are held by institutional portfolio hold@fanda, 1997) and in the UK, the shares
increased from 29% in 1963 to 60% in 1994 (Davi€87).
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3 EFFECTS OF BOARDS OF DIRECTORS

Before comparing the corporate performance/actiorisoth board composition and board
size as a function of CEO turnovers, takeoverssgopills and executive compensation, |
am going to explain the so called “out-of-equilibi phenomenon” and the “equilibrium

phenomenon” shortly.

Either equilibrium or out-of equilibrium phenomeoan be interpreted in many empirical
results. Although they are difficult to distinguish studies, they have an enormous
different implication for policies. For example, pimcal studies demonstrate that board
size is negatively related to firm profitabilityh@ out-of-equilibrium interpretation says

that limits on board size should be promoted onewandated. However, the equilibrium
interpretation implies that some other factor isustag both board size and board

profitability so that such regulations are counteductive and useless.

Out-of-Equilibrium Phenomenon Equilibrium Phenomenon

Board Firm performance Board Firm parformance
characteristic Cayzal or other firm attribute characterisfic or other firm attributs

Figure 1: Heuristic lllustration of the Distinction betwe@ut-of-Equilibrium and
Equilibrium Explanations for Certain Empirical RésuSource: Hermalin, B. E.,
Weisbach, M. S., 2003, p. 8

“Both endogeneity considerations and the equilibritnature of the results should be
carefully considered when evaluating any studyaafrls or any other aspect of corporate
governance’(Hermalin & Weisbach, 2003, p.8).
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3.1 BOARD COMPOSITION AND CORPORATE PERFORMANCE

Now the question arises, if corporate performandk mcrease with more outside
directors? There are three methods trying to angWwer question. The first method
examines at the same time correlations betweeprth@ortion of outsiders on boards and
accounting measures of performance. MacAvoy, Cabtana and Peck (1983), Hermalin
and Weisbach (1991), Mehran (1995), Klein (1998 Bhagat and Black (2000) are of
the opinion, that there is an insignificant relaship between the ratio of outside directors
on boards and the measurement of performance. éndeapproach was presented by
Morck, Shleifer and Vishny (1988). They had theade reflect the “value added” of
intangible factors such as governance by usingrelf) as a performance measurement
tool. However, there is no noticeable relationship between thepprtoon of outside
directors and Q”(Hermalin & Weisbach, 2003, p. 12). Finally, Bhagad Black (2000)
examine the effect of board composition on longatestock market and accounting
performance. The findings were predictable; thexeno relationship between board

composition and firm performance/action.

However, there is evidence that there is an inerdasboard independence on the
supposition that a company has a poor performdndethere is no empirical relationship
between board composition and firm performance.s Tii@sult is not surprising. As
Hermalin and Weisbach (2003) stated correctiym performance is a function of so
many different factors that it is difficult to imag that the effect of occasional board
meetings, etc., would be detectable(p’12).

Rosenstein and Wyatt (1990) tried to explain theraction of board composition and
corporate performance from another point of vieWwey examined the board composition
with changes of the firm value; more preciselyytbempared the stock price reaction of
the day of announcement that outside directorshvelbhdded to the boartlhey find that
on average there is a statistically significant (o2rcent increase in stock prices in
response to the announcement of these appointm@hsinalin & Weisbach, 2003, p.13).
Additionally, there is no notable reason to addimsider to the board. In contrast,
Rosenstein and Wyatt (1997) find out seven yeaes, lthat adding an insider to the board,
somehow increases the stock price. As you ses, rieally difficult to distinguish and

interpret results from the empirical literature.

13



Due to this reason, as might be reasonably expettiece are big differences from the
results of the equilibrium and non-equilibrium poaf view too. Hermalin and Weisbach
(2003) summed the findings up as follows:
“If the equilibrium interpretation is correct, itsi hard to explain how certain
actions could consistently increase firm valuecémtrast, if one believes the out-
of-equilibrium interpretation, one must first addsethe issue of how the firms

arrived at this out-of-equilibrium situation(p. 13).

3.2 BOARD SIZE AND CORPORATE PERFORMANCE

Is it true, that large working groups are lessaife than small groups? And can we adopt
it to boards? Can we segue from too big workingugsoand there inefficiency into
boards? It depends. We all know, that the agencly feee-rider problem occurs when
boards of directors become more symbolic and adegemtly implemented in the
management. There are two tools to measure theokittee board and the effectiveness.
The first measurement was indicated by Yermack §L9®n a sample of American
corporations he examines the relationship betweaninls Q and board size with the
result, that there is a negative relationship betwihose two factors supporting that thesis.
The second approach examines the view of partitspanthe marketplace of board size.
Researchers find out, that boards tend to be snaailare decreasing, because of pressure
from active investors. Furthermore, they are destingg because of market participants that
think, that small boards do monitor managementebethan bigger boards do. One
problem why big boards are undesirable is, that tteeise a free-rider problem. But then,
the following question arises. Why do still big bdsexist and are excepted?

As discussed in 3.1, it depends, on whether youeatignating an equilibrium or non-
equilibrium situation or, if you are on the rightleft side of Figure 1. Unfortunately, there
is no definite answer, so there has to be morearelsdeing done on that topic.
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3.3 EXTERNAL MONITORING AND CONTROL MECHANISMS

There are internal as well as external control rapgms, whereas both mechanisms have
the same influence on a corporation. Board of thrs¢ however, belong to the internal

control mechanism. Now, | analyze three externahitoang and control mechanisms.

The CEO turnover belongs to the first external monitoring and contnechanism. The
most important responsibility of a board is to gl@wonitor and in the worst case scenario,
to replace the firm's CEO. Therefore, there is amhg way to evaluate the efficiency of a
CEOQO; to look at his decisions. A large number gbgra indicate, that there is a positive
relationship between CEO turnovers and poor pedoia in companiésHowever, there
is an important distinction between voluntary amebiuntary turnovers. Those distinctions
are difficult to distinguish. “Voluntary turnoveese unlikely to be related to performance,
and negative relationship between performance aB® @urnover is extremely robust
across samples” (Hermalin & Weisbach, 2003, p. 14).
So, if there is a negative relationship betweerfoperance and turnover, boards will
probably fire the CEO. Lets consider attentivelg tiole of the board. Weisbach (1988)
interacts board composition and firm performanceainCEO turnover equation. To
understand this concept, we do have to know tHewig to indications. First of all, if a
board is outsider dominated, than the relationbeigveen CEO turnover and performance
IS more sensitive than it would be with an insideminated board. In contrast, insider-
dominated boards do not replace CEOs on perfornratated reasons.
How can we find a plausible explanation to statemementioned above? Well, Hermalin
and Weisbach (2003) did find four answers explgn@EO turnover and performance
considering board composition:
First, “boards controlled by outside directors do a betfjeb of monitoring the
CEO than do boards controlled by inside directoraiid that secondiinside
directors make their turnover decisions on the §adi inside information’even
though “insider-dominated boards are responding to perfamoe, the
performance they are responding to is not measerdiyl an outside observer”
Furthermore;Inside directors’ careers tend to be tied to th&Q’s, which gives

them incentives to advance the CEQO’s career regasllof the stock price”.

! Among them are Coughlan and Schmidt (1985), WatNeitts, and Wruck (1988), Weisbach (1988),
Jensen and Murphy (1990) and Kaplan (1994).
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Moreover,“any potential inside information that inside ditecs use to justify a
firing has to reflect negatively on the CEO withoetiecting negatively on them;
otherwise, shareholders would likely respond to@eO’s dismissal by demanding

a clean sweep of top managemeft’ 14).

Again, it is really difficult to find just one an®s Hermalin and Weisbach did need four
attempts to state their findings. However, theeesome other researchers that have found
evidence consistent with the findings from the atghmentioned above. Borokhovich,
Parrino and Trapani (1996), and Huson, Parrino&tadks (2000) find out, thabutsider-
dominated boards are more likely than insider-daated boards to replace a CEO with
someone form outside the firrfg. 15).

However, Perry had a remarkable finding by breakoimvn “the cross-sectional
relationship between CEO turnover and firm perfonoa by whether the outside director
are paid by using incentivegPerry, 2000). He suggests that incentives leadtized of
directors to better performance and that an highmeat make a rather professional than

personal relationship to the CEO and thus are nmolependent.

Do characteristics of boards such as board sizeposition and compensation really
affect the board’s monitoring? Or do independerartd® make their work correct and
monitor more effective? Well, a board dominatedalEO will not monitor regardless its
characteristics. A board dominated by independerdgctbrs, however, is paid with
incentives and so arrange themselves regardingpriadike size, composition and

performance.

The second external monitoring and control mecharasetakeovers Activities on the
takeover market provide a laboratory of informatfon board actions and composition.
We now do know, that boards do effect the qualftgarporate governance and influence
shareholders and we also know, that those actiars effect takeover decisions.
Shivdasani is one of the leaders evaluating sucbgsses and find three interpretations of
acquiring hostile takeovers with a majority of odésdirectors on boards. At first, the
quality of outside directors’ decisions dependstba quantity of outside directors in
boards. It is an important measurement of whethang taken over or not. Then,
Shivdasani (1993) found out, tHalirectors in higher demand will turn down directdip
opportunities at poorly managed firms, which arerenprone to being acquired’The last
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interpretation states that the quantity of outsldector-positions hold by an outsider
depends on his reputation. If he has a good rapuotate will get more outside director

positions in more companies than having a bad agjpat Shortly, if he does not want to
maximize his property in the firm at first caset ork for the shareholders’ interests, he
will get more positions as an outsider.

Furthermore, Shivdasani (1993) findeat “controlling board seats appears to affecte th

takeover processand thatboard composition of a potential target is an inmant factor

in the takeover process”

An important factor of influence regarding take®vare poison pills. Investopedia (n. d.)
defines poison pills as follows:
“A strategy used by corporations to discourage Hediakeovers. With a poison
pill, the target company attempts to make its stesk attractive to the acquirer.
There are two types of poison pills:
1. By purchasing more shares cheaply (flip-in),estors get instant profits and,
more importantly, they dilute the shares held by thcquirer. This makes
the takeover attempt more difficult and more expens
2. An example of a flip-over is when shareholdeis dhe right to purchase the
stock of the acquirer on a two-for-one basis in anlgsequent merger”
Furthermore, poison pills, when used correctly, peotect the current management at the
expense of shareholders. Additionally, the bargaimosition can be increased by poison
pills, when a takeover appertains. Furthermores@uoipills have positive as well as
negative reactions on stock markets; positive, whiem majority of the board are
independent, negative, when it does not. Hencadsowvith a majority of outsiders should
adopt poison pills for their shareholders’ inteseshsider-dominated boards should use

poison pills to entrench management.

Finally, the third external monitoring and contmlechanism | am dealing with is the
executive compensationAnother important role of the board of direct@go introduce

the compensation policies for management. The bdaad to control if these
compensations are too high or too low. Specific@llyre, Holthausen & Larcker (1999)
find that* CEO pay rises with the number of outsiders appeinduring the CEO’s tenure,
and about whose appointments the CEO thereforeahadys. CEO pay also rises with

variables likely to indicate a lack of board invetaent [...]”. Those variables are board
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size, the quantity of directors over age sixty-nama the number of directors that hold
other directorships, also called “busy” directdd#eowever, the more successful a CEO s,
the higher is his compensation. The so called gafepmance- relationship indicates, that
the higher the board size, the lower the incentteebear more risk and the lower the

compensation.

18



4 BOARD REFORMS

The takeover activity during the 1980s in the LaBd around the world are a significant
reason of increasing conflicts between managers sradeholders, while because of
increasing competition, the firm performance couldt be neglected. Furthermore,
directors approved extraordinarily high compensatiwithout justifying themselves and
failed to minimize financial manipulation and sdaredtors are the ones whose fault is the
breakdown of worldwide operating major firms. Baawf directors did not monitor them
adequately and so, improvement has to be done.

In the late 1990s, board reforms started to fléurtkie to scandals of well-known
corporations such as Enron, WorldCom and Parmdlatv-makers in the EU, the USA,
and elsewhere took the view that weak boards wenhkstinct feature of companies
engaging in fraud and had to be reformed so as lay effectively their first-line-of-
defence role against corporate malpractiqg@uropean Commission). Due to this, both the
Securities and Exchange Commission (SEC) and thenaee judiciary think about giving
the shareholders more of a say in board electibiosvever, board reforms are kind of
inefficient considering the board’s multiple furais such as strategy setting, management
monitoring, crisis management and regulatory coamge for example. Furthermore,
reforms make mistakes such as short-term rebuildordidence of investors or calming

down shareholders’ anger to next elections.

Board reforms can be divided in three broad categoiThe first is the constraining of
discretion by reinforcing the powers of sharehaddand auditors. The second category
aims reinforcing board independence and finallyeators incentives are targeted through
compensations and provisions.

Reinforcing the powers of shareholders and auditelisconstrain board discretion In

the USA, board elections are performed by the frraxecutives, whereas in Europe
controlling block holders reinforce their power owbae board by minimizing corporate
affairs of small shareholders. However, there ame options of unsatisfied shareholders
with board nominees, though. The first option is“tobount a costly and uncertain
campaign for rival proxiesHertig, 2005, p. 271). The second is to keep libhek vote.

The latter option indicates the board of directgeposition, but is not binding.
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While the Delaware judiciary wants to find a sabuatito increase shareholders’ powers to
vote out the unwanted directors with representatofeinstitutional investors,ii Europe,

by contrast “the focus is on giving the general timgethe right to vote on remuneration
policies and stock option plans(Hertig, 2005, p. 271). The UK Combined Code for
example, allows investors in listed companies aisady vote on executive pay plans with
the effect to force corporations to take into actdheir investors opinion. Additionally,
“the European Commission recommends that membeaessiat shareholders of listed
companies vote on director remuneration policieswadl as on schemes under which
directors are remunerated in shares or share ojar on the basis of share movement”
(Hertig, 2005, p. 271). Well, the new German pelcicontaining a strong union and
political pressure are a standard practice in tke U

Board powers also fall prey to board reforms. k& t/SA, reforms are aiming to constrain
the auditors because of their complacency. Furtbesrfithe USA has taken the lead by
requiring auditors to attest the adequacy of int@roontrols over financial data(Section
404, Sarbanes-Oxley Act-SOX). This requirementdsrdirectors to acquiesce to auditor
instructions until the directors are ready to infdnvestors about not dealing with material
weaknesses which were identified by the audit. ldehoard discretion will be reduced. In
Europe, however, the European Commission propasesinforce the independence of
auditors with the adaptation of a Directive, whrelmforces the independence of auditors
by limiting dismissals of restricting auditors amyg boards, that have to participate in audit

executions.

Another very important category of board reformgaseinforce board independence
Hertig (2005) find that the set up of boards ofediors should contain a majority of
independent directors and the separation of CEO lmaid chairpersons. However, to
reinforce board independence and to improve boaxdsdo have to define the term
independent directors at first. The revised NewKkY8tock Exchange (NYSE) defines
independent directors a%hose having ‘no material relationship’ with theisted
company’; while the UK Combined Code invokes ‘laon-existence to ‘relationship or
circumstances that are likely to affect or appear dffect the director’'s judgement”
(Hertig, 2005, p. 272).

While independence is still defined as being reddasom family members, business ties
and other relationships, tHexamples of non-independence have been relegateaht

‘additional guidance’ annex”(Hertig, 2005, p. 272). As you might see, the dact
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independence is not only question mark of boardpmsmion and board structure, but also
of the detailed board procedures. Furthermore, kb#h NYSE and the European
Commission accentuate the need for the board dadciirs to evaluate their own

performance.

Thedirector incentives isthe last of overall three categories of board re&rThe NYSE
wants the audit committee to be financially literahd that at least one of them has an area
of expertise in accounting or financial managemé&he European Commission, however,
wants to have boards with members of sane judgeragpertise and specific knowledge
to complete their tasks. Furthermore, the Europ@ammission recommends that listed
companies are under obligation to reveal the cosgien data of directors containing
information about'the variable and non-variable remuneration, as va$ information
about non-cash and retirement benefitsiertig, 2005, p. 2712). We will see, if less lbar
friendly reforms will change the profit seeking poof view of directors on shareholders.

4.1DOES ONE SIZE FITS ALL?

There is a wide-spread variety of different orgatians around the world. There are listed
and non-listed publicly held firms and of courseygtely held firms. But, there is just one,
but very doubtful factor on board reforms. Thosé¢hef said‘board reforms have de facto
one-size-fits-all consequences, which raises effay issues”(Hertig, 2005, p. 273).
Nonetheless, there are still cultural differendesncial structures and different ownership
structures that have to be considered in reforndssanHertig (2005) thinks it iiaive to
believe that firms can easily avoid compliancéecause of standardization effects that
emerge due to corporate governance provisions. fifsie effect, the default nature of
governance codes, can cause high costs to non-ieomo@l companies, even without
having particular advantages. The second effeetgekier, is that financial analysts have to
be integrated in several publicly held corporatidies engage specific governance
assessments. Thus, there is a one-size-fits-atemaiecause of firmsttat by examining
the magnitude of changes induced by the boaate likely ‘to be subject to
disproportionate costs{Hertig, 2005, p. 274).
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4.2 MINIMUM STANDARDS, NOT “BEST PRACTICES”

The reformers of corporate governance are of theiap that they provide“best
practice’ or ‘good governance’ provisiongHertig, 2005, p. 274). However, researchers
do not think so and refer more to ‘average practoe ‘minimum standards’. In general,
though, reforms tend to trace instead of causirangés in board of director&dence,
recent board reforms do not seem to have had afsignt impact” (Hertig, 2005, p. 274).
Furthermore, directors of the European Union ndtitteat corporate governance reforms
do not make any difference at all and do not evamehan effect of the directors’
remuneration. Additionally, board changes are rantsed because of regulatory changes;
they are caused due to market forces! Due tortmasket shocks are caused by adjustments
of the US board structure and not as many peopi&,thecause of regulatory reforms.
However, is there an explanation why actually thecalled ‘best practices’ are no more
than ‘minimum’ standards only? Yes, there are therplanations trying to answer this
question. The first explanation is that board nef®rprefer to be ineffective than to be
called an inefficient innovation. Then, the ‘minimustandard is not really that easy to

implement in corporations and third, the regulatapture plagues the reform process.

In the next section | will clarify that board refos are both inefficient and insufficient

anyway and does not produce better results.

4.3EFFICIENCY AND REGULATORY CAPTURE SIZE

In this section | will show you some issues contajnboth efficiency and regulation.
Inefficiencies can be minimized by adopting largsimilar governance forms worldwide
to minimize transactions. Then, trade-offs showdddken into account and because of an
increasing number of shareholders, corporationsildh@atch for opportunistic behaviour
by controlling or minority shareholders. Anotherpantant issue is that reinforcing the
monitoring function of board of directors can ifiéee with the boards tasks to carry out
the strategy function. Considering these standandstaking into account multiple factors

worldwide, reforms can be either inefficient ordeguate.
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4.3.1 Trade-offs

Evidence shows that reformers forgot to take facsoich as trade-offs into account and so,
there is an impact functions of the board, on tie of gatekeepers and at last but not least
on the compensation. | am going to present youetimapacts in the section below.

4.3.1.1 Functions of the board

The board of directors has many important functismsh as setting strategies, approving
corporate actions, monitoring functions and risknagement. Those functions depend on
the shareholder structure, firm size and firm dpecorporate governance as well as other
things. However, two factors do attract attentignrbformers; the monitoring and the
conflict-of-interest function. The reason for attian attention are simply. At first,
scandals have shown examples “abn-compliance with accounting and disclosure
requirements”(Hertig, 2005, p. 275). Second, because of noingagttention to related-
party transactions, the asset diversion was fatiit by managers and controlling
shareholders.

The result of reforms on boards is, that the ceferm is the director independence and so
reformers choséto adopt a combined structure and relationship egpgch” (Hertig,
2005, p. 275). As mentioned before, independenceigions belong to directors with no
personal or financial links with the company or itsanagers or even controlling
shareholders. Another problem constitute the seaaho relationship’ director. This kind
of directors may have poor knowledge about the @m@atpon’s business activities, but in
contrast, boards with a majority of trustful ‘ndatgonship’ directors soften conflicts of
interests. Additionally, the risk of informationdwction increases because of the scope of
definitions of independence. Another, but very img@ot problem to deal with is the
quality of strategic decisions regarding industnmyd afirm specific knowledge. This
deficiency will be reinforced when board indepermeneduces cooperation between
managers and directors. So, it is important to work that issue, because evidence
indicates that the most successful boards are thbeee insiders as well as outsiders work

together and not against each other. Furthernfbogrd independence is a function of
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negotiations between the CEO and directors, thaltes which varies with CEO quality,
which in turns effects policy(Hermalin & Weisbach, 1998).

However, proceedings between CEOs and directors dohirror up to a high request for
board members that are able to act as outsides@dvrather than belonging to ‘no-
relationship’ directors. In the USA, outside dim@st are more common in the pre-
deregulation period than thereafter, for exampleveytheless, it is more efficient to have
outside directors on board that are in pursue thl fan important advisory function.
Recapitulating, there is a need of independentidritdirectors, but it is still unclear, in

what kind of degree of independence they are needed

Those discernments admit following improvement ssgjons for board reformers. First
of all, reformers should omit to adopt too detaitalbs. Second, a minimum independence
standard should be composed as general as poansiblinally, too detailed lists with the
field of duties should avoid costly unwanted consawges that would change boards.

4.3.1.2 Role of Gatekeepers

Board reformers should contemplate the role of kgsper issue. To do so, reformers
should recruit independent auditors with a finaheigertise to reinforce independence
and power.

However, gate keeper reforms are very costly. Theéerms may force the board of
directors to avoid costs of non-compliance withutated standards for the risk-averse
auditors. Furthermore, those reforms would increghsemonitoring function of the board
by putting auditing issues at the forefront. Howevié cannot be denied that audit
committees did not performed tolerable. Coffee @0flatesthat past US limitations on
auditor liability risk had resulted in auditors beming more complacent and less likely to
discover or deter asset diversion or financial ragesentations”

Anyway, researches still do not understand whyrreéss do have to deal with audit issues
such detailed as they do. Summarized, reformere hdwopted rules that are too detailed

considering the independence issue.
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4.3.1.3 Compensation

According to board reformers, corporations shoulleh a compensation committee
composed of independent directors in majority ortatal. Various codes recommend
outside consultants for benchmarking compensatiomswhich to judge managerial
performance. The idea behind this is stop execsititkeen maximizing short-term earning
per share.

Reforms considering the compensation do have stans too. First of all, managers are
not only motivated by money and so, it can unleaskadverse selection effect by picking
out those, who are not money oriented. Secondpeffidient compensation will increase,
if additional compensation advisors are hired. Aindlly, consultants get into the habit of
operating as head hunters whose earnings depenldeoncandidates’ remuneration by
reinforcing their self-esteem driven behaviour.

Summarized, reforms are still needed, but perfonmarlated incentives for outsiders are
difficult, though. There is evidence, that when theard does not have enough
independence, even a very well paid CEOs tend tfonpe badly. On the other hand,
shareholder will gain because of a collusion betwexeecutives and board of directors, if
the firing risk is limited by reducing compensatidiurthermore, institutional investors do
have an important compensation-monitoring role. t&s monitoring role‘reduces the
need for regulatory intervention(Hertig, 2005, p. 278).

As assumed, there is the same conclusion for cosapien as for board functions as well
as for gatekeepers. Board reforms have too detailed! Such an extraordinarily detailed
catalogue of rules havé&he advantage of reducing legal uncertainty andchstaining
judicial activism”, the disadvantage, however, compditedthe costs resulting from the
failure properly to take into account trade-offcéa by larger firms and one-size-fits-all
effects for smaller firms [...] that is reinforced bggulatory capture considerations”
(Hertig, 2005, p. 278).

4.3.2 Regulatory capture

Altogether, board reforms are either transparemnt democratic and so there are two

consequences of self-regulation and political gméeeurs.
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First of all, small investors have been ignoredwideer, institutional investors do have an
interest in reforms and so, they provide finan@al political private benefits to their
controllers. They also permit their managers tongldhe boards of operational companies,
when performances are not given. Here are some mganof inefficient institutional
investors influence. Rules on the separation of €B@ chairmen of the board have been
adopted, regardless of the fact that their benefas be lower than their costs.
Furthermore, fund managers may want to discloduee& tompensation data because of
trying to justify their salaries and deflecting thewn performance. At last but not least,
the negative effect of balance among board emerpgause of provisions of board
independence. This board independence would refileestors’ view of the directors

monitoring role.

Second, a lot of issues are ignored by reformeosvaver, although issues such as board
collective decision making, compensation structinstitutional investor governance and
individual shareholder monitoring were solved, ¢éhés still a lot of work to do. The
managers and owners of institutional investorsef@mple, do not want to be tftarget

of board independence or retail investor protectr@gulation” (Hertig, 2005, p. 279).
Hertig (2005) states that the American mutual fumdlistry for example, hastrongly
opposed the adoption of new SEC rules requiring tiva chairman as well as 75 per cent
of mutual fund board members be independ@mnt’279).

As mentioned before, here, too, reformers shouluidatoo detailed rules and focus on
more relevant topics. One of those relevant topite assuméihat institutional investor
board deficiencies resemble board deficiencies perational firms” (Hertig, 2005, p.
279). Furthermore, minimum standards should be &einif funds require specific
intervention, when funds do have more individuather than institutions. Honestly, we
can not deny that board reforms have suffered fregulations. However, it is still good
for the extent that involvements of managementtroiimg and shareholders as well as

institutional investors prevent ineffective regolgtinterference.
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4.4 RESULTS OF BOARD REFORMS

Board reforms were performed to obtain investosfitence and to shatter the bad
boards and to support good boards. As we havelssfere, reforms were conducted into
too detailed circumstances and so, two major desaidges occurred. The first problem
facing reforms of board of directors are the neanding rules that were forced due to
market forces and regulations. Those rules wereontt implemented in large listed
industrialized jurisdictions, but also in small amdn-listed companies in emerging
markets. Due to this, reforms gained the reputationbe a ‘costly one-size-fits-all
product’. Second, trade-offs were taken into actdagtause of regulatory implications
being too detailed and being scared of negativeaatspof failing. Furthermore, interest
groups started to avoid reforms that would sigaiiity endanger their private benefits.
Now, reformers are trying to simplify the ‘minimustandards’ and so, to minimize trade-
offs and ‘one-size-fits-all’ issues even for smadrporations. Furthermore, they have to
distinguish between operational firms and otheartial institutions. Just because most
reforms are good for operational firms, does noamg is good for pension funds and
mutual funds as well as other financial instituofReforms are supposed to be more

flexible and help all kind of corporations or fir@al institutions.
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5 BOARD OF DIRECTORS AND GLOBALIZATION

As mentioned before, there are different orgarreti and financial institutions and
different types of boards of directors. Howeverthsre a single corporate governance
system that is the best and can be adopted bygralbrations worldwide?

To answer this question we do have to pick the masicularly promising characteristics
of worldwide corporate governance institutions atatify the following differences. First
of all, we do have to differentiate the identitiesowners of corporations and the size
distribution of their ownership stakes. Then weéhtavunderstand and finally differentiate
the governance structure such as number — onédands (the ‘Anglo-Saxon’ company
law) and two-tier boards (the Continental Europeampany law) - and size as well as the
composition of the monitoring boards. At last bot teast, we have to realize differences

in legal and political institutions that affect namerial behaviour.

Understanding those varieties considering diffeesno economic performance as well as
corporate-governance systems, we will clarify tliwegnance systems around the world
and learn some facts about legal systems as welbl#scs. Furthermore, | am going to

introduce to you some important factors of glokatian and implicate those new findings

to the global market.

5.1 GOVERNANCE SYSTEMS

In section 2,'How are board of directors structured?l have presented you the four
groups of owners in detail; the insider, outsidansl institutional holders as well as the
independent directors. However, now | am going resent you the differences between

the ‘insider’ and ‘outsider’ models and finallygih governance systems.

Gugler, Mueller and Yurtoglu (2004) indicate thht toutsider modeis a governance
system, if‘which ownership stakes are dispersed, and owngesaese indirect control on
management by electing representatives to the orargt boards, or perhaps by voting on
specific proposals of managementi. 130). Furthermore, Gugler et al. (2004) define
insider government systems, ‘wvhich ownership stakes are concentrated and thgoma
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stakeholders are directly represented on the bo#nds monitor managers and perhaps in
management itself{p. 130).

The outsider governance system is representeceitV8A and in UK and is consequently
called the ‘Anglo-Saxon system”, whereas the insidevernance system which is
represented in the German speaking countries —wiAu§ermany, Switzerland and some
other Continental European countries - is theret@iged the ‘Germanic system’. In this
system, control is typically unidirectional. Furthmre, there is a ‘Japanese form’ of an
insider governance system, which is representethpan and is called ‘keiretsu’. In the
latter insider model, several corporations are dihktogether through interlocking

directorships that are mostly intertwined, wheratou is multidirectional. ‘Keiretsu’ is

represented by banks and other financial instigtio

5.1.1 “Anglo-Saxon system”

In the USA, the board of directors’ task is to appand dismiss the managers, to approve
payments and acquisitions and to decide on impostaategies. Boards are elected by the
shareholders at their annual meetings that is &lgimominated by the management.
Furthermore, in the U.S. each board of directonedpiired to have a couple of directors
that are actually not members of management andenwin® majority of directors are
outsiders. The advantages of management repregehgrboards is the qualitative know
how and best knowledge of their companies’ openatiand strategies to decide whether
acquire a new plant or not. The advantage of hawvungide directors on boards is their
favour to support shareholders over the managertiemice, conflicts are the order of the

day, of course.

In the UK, the board of directors’ composition davh to contain of at least two directors
who can be managers or not; it is simply their caoHowever, due to the Cadbury Code
in 1990, outside directors are an requirement inddirds, although the size differs from
corporation to corporation. Apart from that, UK bd& are the same as US board of

directors.
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5.1.2 “Germanic system”

Another very important and in German speaking coemitsuch as Austria, Germany and
Switzerland as well as some other Continental Eemopcountries, common two-board
governance system is the ‘Germanic system’. Thestémd’ decides whether to introduce
new products or not, to cut prices and manageditime in general. The ‘Vorstand’ is
responsible for day-to-day decisions.

Then we have the ‘Aufsichtsrat’, were managersnarenembers of the board of directors.
The ‘Aufsichtsrat’ has following responsibilitiett: has to appoint the members of the
‘Vorstand’, approve dividends and the company’'soacts and decide on investments.
The ‘Aufsichtsrat’ is elected by the representaivéthe employees and unions and by the
shareholders. Furthermore, in corporations (Aktsedjschaften) with a minimum of 2000
employees, fifty percent of the seats are occupiedepresentatives by shareholders and
fifty percent by representatives by employees. &rm@an corporations the ‘Aufsichtsrat’
plays the role of outside directors of U.S. and W&mpanies. Furthermore, a very
important issue is that ‘Aufsichtsrat’ has a linditeange of rights. It can only control
managers of the corporation in extreme circumstafgenot renewing their contract or

blocking proposed mergers.

5.1.3 Business Groups: “Keiretsu” and “Chaebol”

‘Keiretsu’ is theJapanese form of an insider system, where sevenap@&nies are linked
together through interlocking directors. These canigs — Japanese conglomerates — are
supported by cross-holdings of one another’s shd@sancial institutions and/or banks
belong to the conglomerates that hold shares isetltompanies. Furthermore, the main
bank and some other financial institutions are espnted on the conglomerate’s
supervisory board. An important aspect is the nditectional control, where each
company belonging to the ‘Keiretsu’ is able to ex some control over the companies
that control it.

Additionally, there is a single board of directthiat is dominated by managers; over three-

guarters of a board’s members are managers. Assegoence, Japanese shareholders will
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be protected from their board of directors in ditwgs involving conflicts with

management.

‘Chaebol’, however, is the Korean form of the Japanese &sir. Gugler et al. (2004, p.
132) describe the Korean model as befaghybrid between the German corporate
pyramid and the Japanese keiretsurhe top position of the structure is filled byeth
founding family, who can perpetuate their empitesugh cross-shareholdings among the
member companies that result in an imbalance betveeatrol and ownership rights.
Furthermore, the founding families can maintairirtbewer, thus control by the fact, that
banks and other financial institutions do not phagnonitoring role in the company. In the
late 1990s, the Asian crisis pressurized the Kof€haaebol’ and their affiliated banks and
so, some companies completely withdraw from daglagp-management and started to
restructure the entire group. International investeere placed in management positions
and parts of the companies were partitioned andl §ale to many changes in ‘Chaebol’,

predictions concerning the future Korean corpogateernment structure are difficult.

5.2 LEGAL SYSTEMS AND POLITICS

In this section you will gain information about thegal systems including issues of
protection and the agency-cost problems. Furthezplaam going to show why European

laws are as good as American laws and the poliiogit of view of agency costs.

5.2.1 Legal systems

Shareholder's protection differs form country touctty and so do country legal
institutions. In some country shareholder are afldwo access the names and addresses of
all other shareholders to be able to call a spetieéting. In other countries this is
impossible because of data privacy acts. La Pbdpez-de-silanes, Shleifer and Vishny
(1997) examined the content and developed of lemgitutions in different countries to
determine which ones best align shareholder anchgaaial interests. They found out, that
there is a greater protection against manageriseain the ‘Anglo-Saxon system’ than in

civil law systems. In the civil law systems, Fren€erman and Scandinavian systems

31



were compared and results indicate, that the Fregstems offers the shareholders the
least protection, and the best protection provilesScandinavian system.

The agency-costs offer another problem. JensenMeukling (1976) explain, thdtan

owner-manager who decides to issue equity bearsf étle agency costs from this action”
Hence, there are two predictions explaining thenageost issue. First of all, however, the
greater the agency costs, the less incentive faandé firms have to issue equity.
Furthermore, high agency costs signify the weakigotmn of shareholder. The first
prediction is, that equity markets will be thinner countries with poor shareholder
protection. The second prediction indicates thanenship concentration is higher in

countries with poor shareholder protection.

It is important to mention the question, why douatly legal institutions affect the
economic performance of countries? One reasonh#, legal systems distinguish in
different countries, so do mechanisms protectinglissmareholders. Countries either have
strong or weak mechanisms to protect shareholtfdte shareholder protection is strong,
more shareholders will invest in the market, beeahgy trust it and so, the market will
grow. If the shareholder protection is weak, shaladrs will not invest and so, the market
will shrink. Another reason is the protection oférto citizens of a specific country, and
not the protection of common-law systems. Evidestoews that if stronger protection of
property rights are provided, common-law systenls pvotect citizens from the arbitrary
expropriations of property that occur in civil-lasystems. Additionally, this protection
provides greater incentives to enter into new @mtand to start new businesses as well as
make investments, which lead to a great growth.

Figure 2 shows the comovement in various stock atarkh 1995. Thereby, most of the

emerging markets have strong comovements.
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Poland
China
Taiwan
Malaysia
Turkey
Columbia
Mexico
Peru
Korea
Greece
Singapore
India
Czech
Finland
FPhilippines
Hong Kong
Thailand
South Africa
Indonesia
Spain
Chile
Japan
Italy
Norway
Austria
Sweden
Pakistan
Ireland
Belgium
Brazil
Holland
New Zealand
UK.
Australia
Denmark
Portugal
Germany
France
Canada
United States

50% 55% 60% 65% 70% 75% 80% 85%

Figure 22 Comovement in Various Stock Markets in 1995. Saukberck, R., Yeung, B.,
2002, p. 24

5.2.2 Politics

Although there are differences in ownership anditahpmarket structure between
European and American corporations, European laasasgood as U.S. laws. However,
countries such as Germany and France would have exsnomic advantages if they
would adopt the ‘Anglo-Saxon’ corporate governasgstem. The problem, however, lies

in their politics and not in their legal systems.
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Furthermore, agency costs are higher in democr#wagsin other countries. The reason is,
that“social democracies do not strongly control pubilen agency costs because they do
not want unbridled shareholder-wealth maximizatioand, hence, by weakening
shareholder-wealth maximization institutions, theigen the gap between managers and
dispersed shareholdergGugler et al., 2004, p. 138). So, large firms #at publicly held
are unstable when the spread is wide enough anéaded with the so called ‘American-
style’. Furthermore, in social democracies, smh#ireholders can opt for fixed-income
forms of investments over common equity, to bedvgitotected. And thosgho do own
common equity in social democracies prefer largecks, which offer them some
protection against managers’ opportunistic behavio(Gugler et al., 2004, p. 138).

5.3 FACTORS OF GLOBALIZATION

In this section, you will learn about the most impat factors of globalizational
performance in detail. Furthermore you will be abol@ifferentiate them and so understand

the performance driven decision making criteriastdering board of directors.

5.3.1 Ownership identity and concentration

Summarized, board of directors are divided intor fdaminant categories of owners; the

inside directors, outside directors and institugigmortfolio holders as well as independent
directors.

For an easier understanding and the course of pigrda thesis, | worked out the details

of the ‘ownership identity and concentration’ ircsen 2. Please see section 2 for detailed

information.

5.3.2 Corporate boards

One important topic considering corporate boardsher effects of board characteristics
on board actions As mentioned before, there are two importantoiacttheir size and

composition. We already know that if the board afectors is small, dominated by
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outsiders and the firm is performing badly, the CE@ be removed pretty fast.

Additionally, if the majority of directors in a bahare outsiders, the corporation will not
be the target of hostile takeovers so easily becafisloing harm to their shareholders’.
Another factor is the board size, which is linkeithvthe pay-for-performance issue. Is the
board of directors large, the link between firmfpenance and CEO payment is weak.
Gugler et al. (2004) find that these results indicthat board actions which should
“improve a company’s performance are positivelyatel to the fraction of outside

directors on the board, and negatively relatedtsosize”(p. 143).

Another important issue considering boards thee effects of board characteristics on
firm performance. Hermalin and Weisbach (2003) find some evidetie, there is little

to suggest that board composition has any crossesed relationship to firm
performance” (p. 12). This means, that a high number of outsitlectors worsens the
performance of corporations because of their deiiicispecific knowledge compared to
insiders. However, bad managers are more likelpaaeplaced by outsiders which, in
contrary, increases the performance. The effethede two tendencies is to minimize or
rather eliminate the systematic relationship betwd®ard composition and firm

performance.

5.3.3 Legal systems

There a many countries that differ in their legaks and regulations as well as in their
economic situation, but legal scholars believe s8wmnhe national legal systems become
adequately similar to permit classification of patl legal systems into major families of
law?. Additionally, Zweigert and Kotz (1998) find thtite following factors are decisive
for the lifestyle of a legal system or a legal fymi‘(1) its historical background and
development, (2) its predominant and characteristmde of thought in legal matters, (3)
especially distinctive institutions, (4) the kindegal sources it acknowledges and the way
it handles them, and (5) its ideologffi. 68).

2 Among them are David and Brierley (1985), Reyneldd Flores (1989), Glendon et al. (1992, 1994) and
Zweigert and Kotz (1998).
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Occasionally, countries adopt laws from differeagdl traditions, but generally, one
tradition dominates in each country. Furthermarés important to mention, that the key
feature of legal traditions is that they have b&ansplanted from a country into another.
By the use of transplantations, the national lafwnost countries changed, generated and
adopted some basic legal infrastructure (legal solégal principles, parts of the judiciary
organization and judiciary) to local circumstancéairthermore, cultural, political,
historical and economic conditions are reflectethm countries’ national laws, so that no
country will have identical legal and regulatorys®ms. However, La Porta, Lopez-de-
Silanes and Shleifer (2007, p. 5) find that todagny developing countri¢are heavily
over-regulated in crucial spheres of economic lifepart because of their legal origin

heritage”.

In general, there are two main legal traditions; tbmmon law and the civil law tradition.
In the latter, there are several sub-traditions,remprecisely, the French, German,
Scandinavian and socialist.

Thecommon lawlegal tradition includes the law of England andfaisner colonies'The
common law is formed by appellate judges who estalgrecedents by solving specific
legal disputes. Dispute resolution tends to be exhréal rather than inquisitorial.” (La
Porta, Lopez-de-Silanes, Shleifer, 2007, p. 8)tHaumore, both the executive judicial
independence and legislature judicial independaneeentral. Mahoney (2001) finds that
“English common law developed because landed amate and merchants wanted a
system of law that would provide strong protectiftmrgoroperty and contract rights, and
limit the crown’s ability to interfere in markétép. 504). The common law legal tradition
spread to the British colonies, including Australtanada, India, South Africa, the United
States and many other countries.

Thecivil law legal tradition, howevers the oldest, the most widely distributed and leenc
most influential law tradition. The civil law tradn originates in Roman lawuses
statutes and comprehensive codes as a primary mafaosdering legal material, and
relies heavily on legal scholars to ascertain anthfulate rules”(Merryman, 1969). The
dispute resolution is inquisitorial rather than ebarial. In the Middle Ages, Roman law
was rediscovered in Italy. It was adopted by théh@lac Church and from there, a basis of
secular laws was formed in many European countries.

The French civil law tradition can be identified with the French Revio and

Napoleon’s codes in the #&entury. The French civil law, in contrast to ttenmon law
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tradition, was developed because of the revolutiorggeneration and Napoleon. They
wished more state power to alter property rightd &red to insure that judges did not
interfere.“Thus,

quite apart from the substance of legal rules, ¢hera sharp difference between the
ideologies underlying common and civil law, witk thtter notably more comfortable

with the centralized and activist governme(¥lahoney, 2001, p. 505).

Napoleon’s armies introduced his codes into Belgisome parts of Germany, Italy and
the Netherlands. In the colonial era, the Frenwhitdluenced the Near East and Northern
and Sub-Saharan Africa as well as Indochina anca@ae Luxembourg, Portugal, Spain
and some Swiss cantons were also influenced by IN@po Furthermore, in the 19
century, when the Portuguese and Spanish empiresevdissolved in Latin America, the
French civil law tradition was mainly adopted. Aietsame time, the French civil law
tradition was modified and finally adopted by thesRian Empire influencing the Russian
Empire’s neighbouring regions too. After the RusdRevolution, these countries adopted
the socialist law. However, after the fall of therih Wall, these countries returned to the
French civil law.

The German civil law tradition originates in Roman law. The German Comunaé Code,
however, was written after Bismarck’s unification@ermany, in 1897. The German civil
law shares many characteristics with the Frenckesysbut admits greater judicial law-
making. Countries such as Austria, the former Casldvakia, Greece, Hungary, ltaly,
Switzerland, Yugoslavia, Japan, Korea and some tdesnof the former Soviet Union
were influenced by the German legal tradition. Beseaof Germany’s short-lived colonial
influence, which come to an end by World War I,tjasfew countries belong to the
German civil law.

The Scandinavian civil law tradition is therefore seen as a part of the d¢aw tradition,
“although its law is less derivative of Roman ladvan the French and German families”
(Zweigert and Kotz, 1998). As well as in the Gerneanl law tradition, there are just a
few countries that belong to the Scandinavian daw. The reason is, that Scandinavian
countries did not have any colonies.

The socialist civil law tradition originates in the Soviet Union and wasesp by the
Soviet armies to the former Soviet republics amhtto Eastern Europe. This civil law was
tradition was also implemented by some socialaiestsuch as Mongolia and China. After

the fall of the Berlin Wall, however, the formervset Union and Eastern Europe replaced
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the socialist civil law by either the French or @an civil law. However, there are still
some countries, such as Cuba, maintaining thelsidegal system.

Figure 3 shows the distribution of legal origincoimmercial laws worldwide.

Legal Origins
[CJ = English
= = French
B = German
3 = Scandinavian
B = Socialist

Figure 3: The distribution of Legal Origin. Source: La PorR., Lopez-de-Silanes, F.,
Shleifer, A., 2007, p. 79

In general, legal origins have effects on a vargdtgutcomes. First of all, it is important to
understand, what effects emerge, when some paddegal system are transplanted into
another or when adopting a system entirely. Figuridlustrates these effects of legal
origins on particular laws and regulations. Funthere, it shows the effects of these laws

and regulations on the economic outcome.
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In practical terms, a higher income per capita ssoaiated with the following
characteristics: A lower government ownership afksa a better shareholder and creditor
protection and a more efficient debt collection.dAbnally, La Porta et al. (2007)
conclude that a higher income per capita is gelyeeslsociatedwith more developed
financial markets, as reflected in a higher stockrket-capitalization-to-GDP ratio, more
firms per capita, less ownership concentrationpwer control premium, a higher private-
credit-to-GDP ratio, and lower interest rate spresddp. 17). It is a fact that compared to
common law, governments in civil law countries, exsplly the French legal origin,
indicate a higher ownership of banks. Furthermstgreholders and creditors are less
protected and debt enforcement is less efficieatPbrta et al. (2007) determine thahe
effect of legal origins on legal rules and finardrstitutions is statistically significant and

economically large”(p. 17).
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Furthermore, a high income per capita correlates vawer entry regulations and no
labour regulations or conscriptions. However, bé&tlench and German legal origins
indicate the opposite - high entry regulations aravy dependency on conscriptions.
At last but not least, there is a connection betweeome per capita and judicial
institutions. A low legal formalism, a short judititenure and no approval for case law are
connected with a high income per capita. La Portal.e(2007) compared common law
countries to civil law countries and find that tlager law tradition‘generally have more
legal formalism, lower judicial tenure, and sharpdyver constitutional acceptance of case
law” (p. 19).
Summarized, legal origins do have extensive coressmps on economics. The majority of
civil law countries are represented by the Frenethlaw (See Figure 2). Thus, La Porta et
al. (2007) present the following findings comparaggnmon law to French law:
“Compared to French civil law, common law is asstded with a) better investor
protection, which in turn is associated with impedvinancial development, better
access to finance, and higher ownership dispersiop,lighter government
ownership and regulation, which are in turn asstethwith less corruption, better
functioning labor markets, and smaller unofficiabeaomies, and c) less formalized
and more independent judicial systems, which aréurn associated with more

secure property rights and better contract enforeet (p. 20).

However, it is difficult to trade of common law agst civil law to be able to say, which of
these law traditions is the best? Naturdllfhe quality of law improves on average even
when judges pursue their policy preferences; lavkingadoes not need to be benevolent”
La Porta et al. (2007, p. 34).

5.4 IMPLICATIONS FOR GLOBALIZATION

After discussing plenty issues concerning boardiadctors, its composition and size and
matters concerning the governance systems, weaveready to investigate and clarify

following questions.
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5.4.1 What governance system is the best?

At first we do have to consider the level of naibmcome to answer this question. The
level of national income is regarded as being @jdam measurement tool of economic
growth assuming that all countries have startett #Wie same low level of income. Using
this tool to measure performance, indicating thannfarms of corporate governance
systems, result in the following findings. The matorporate governance systems
described in 5.1 prove oneself good, because alitdes that have implied it, such as the
U.S., UK and Germany as well as France, have a@ibine very rich.Thus, there is no
good or bad system of corporate governance, eachheh has its strengths and
weaknesses.

However, Gugler et al. (2004) can not support ¢bisclusion, although they do agree with
this statement, which is why in the present, cormgsaim the major industrial countries
have to deal with a more intense international ctitipn compared to the 2Ccentury.
However, evidence implies, as discusses in theiqusvsection, that the ‘Anglo-Saxon’
system is the best considering protecting sharen®lénd that they lead to superior
macroeconomic performancéGugler et al., 2004, p. 149). Hence, countrie$ adhieve
better economic performance, if they implement‘feglo-Saxon’ corporate governance
system.

Nevertheless, there is one problem that is wortbe¢anentioned. The population of all
industrial countries of the world, except for a pteuof ‘Anglo-Saxon’ countries such as
the U. S. and Australia are aging rapidly. Henbe, governments of these countries will
increase taxes to be able to pay future pensibnise Igovernment finally understand that
changes in the corporate governance including bofadirectors will have a positive turn
in the long-run and may lead to economic growthy manges will be welcomed and

implemented more easily.

5.4.2 Are those systems converging?

In the United Stateschanges concerning strengthening the shareholtiarsls versus
managers were noticed even before the Enron andd@am scandals in the beginning of

the 2f' century. Some of those changes were adopted dtieetooles of institutional
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investors and court decisions as well as SEC rslifidhe US Congress came into the

picture because of changes that were forced dtreetBnron scandal.

Germany and Continental Europe underwent certain changes too, however, in the
‘Anglo-Saxon’ direction, thougtBut for all that, this movement is partial. Compnare
forced to make their financial statements more spparent and so, insider trading is
decreasing. So, many companies are adopting adogstandards in accordance with the
International Accounting Standards Committee. Theessity to raise large amounts of
capital due to cross-border acquisitions is thesapawhy German and Continental
European companies list their securities on thedbonor New York stock exchanges.
Hence, their securities are subjecténl Anglo-Saxon corporate-governance constraints
even though their main headquarters remain outsiléhese countries{Gugler et al.,
2004, p. 149).

In Japan, however, the financial sector has been dereglilbezause of Japan’s weak
economy, external pressures and its governmenttalvabout 100 Japanese companies
are either on the London or New York Stock Exchaagd furthermoreGugler et al.
(2004) determine thdOver the last 15 years, members of keiretsu hasenbreducing

their holdings of one another’s share.149).

Finally, while taking into consideration, that dl ftonvergence depends on many factors, |
debate on the question, if a full convergence mpa@te-governance systems will, will not
or may be achievable.

A full convergencewill be possible, if the “best-practice technology m iadustry is
characterized by a U-shaped average cost functioli {Gugler et al., 2004, p. 150).
Adopting this assumption, perfect competition véllouch that companies adopting the
best-practice technology will be on the bottomha tJ-shape. In other words, increasing
world-wide competition will result in implementinghe ‘best-practice’ corporate
governance, which is the ‘Anglo-Saxon’ system.

A full convergencewill not be achievable because, over a specific period roé,ti
ownership structures change. These changes ar#fietrby two causes, the structure-
driven and rule-driven path dependence. The ‘airectiriven path dependence’ arises
when organizations adopt new ownership structunesimmolate efficiency by changing.

Another possibility is that stakeholders such asagars and shareholders would resist
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such a change by shifting to a new ownership stractAdditionally, the ‘rule-driven path
dependence’ can arise for similar reas@nsountry may adopt corporate governance rules
from laws and regulations with the target to make awnership structure more efficient,
although at the first glimpse, being inefficierstto their advantage.

At last but not least, a full convergencay bepossible, because in a competitive market,
inefficient companies are not liquid and thus, golkrupt and disappear finally. Countries,
however, though being inefficient, can not go bapkithat easily and can not disappear.
The greater efficiency and growth is, the more Igagi is to adopt new corporate
governance rules and so, corporate governancedstenipt politicians to introduce these
reforms, but there are likely to be counter pressuesisting these reforms, and it is by no
means clear that all country governments will regiese counter pressuregGugler et
al., 2004, p. 150). However, good corporate stmestibenefit shareholders by reducing
managers’ discretion to pursue their own goalsis limportant to understand, that if
national parliaments are sensitive over managexs #inareholders, no reforms will take

place in the corporate governance systems!

5.4.3 Will countries suffer from not being ableatiopt those corporate governance
systems strictly?

Although being headquartered in countries withrargf corporate governance or having
adopted a strong governance system, where the egimgrad its shareholders benefit,
managers still can los&hey may still prefer countries with a weak corpgergovernance
system to pursue their own goals and so, partialements abroad are taking place. Those
movements happen in form of companies choosingstaheir shares on foreign stock
markets. The trend has been towards the U.S. cenrsjdmore stringent requirements for
listing shares. However, there are many other fadteyond corporate governance such as
tax levels, labour laws, transaction costs and wages, to name but a few, that affect the
location of a company.
A company in a country with a strong corporate goaace system can avoid subjecting
itself to this system by not going public. In cast; Gugler et al. (2004) find out
following:

“A company in a country with a weak corporate gmaerce system, which is in

need of large amounts of capital and wishes to golip, can only trap into the

43



large capital markets of the countries with strarmgporate-governance systems by

listing its shares in one of these countri¢p” 152).

The following two cases are predicted by Guglerakt(2004) on“how the globe’s
corporate landscape might appear as globalizationtmues to advance(p. 152).

First of all, in future, there will be two types obmpanies worldwide, when corporate
governance systems will not converge on a variatiotne ‘Anglo-Saxon’ system. There
will be a number of large multinational companieshwvidely spread shares and a few
small family controlled companies with national ntides. Hence, ‘Anglo-Saxon’
companies will be headquartered in countries witkeak corporate-governance institution
and family controlled firms will gain access todamational capital markets only, when
they have been acquired by multinationals.

The second case is a converging corporate-govegrngystem. Surprisingly, the same two
categories of companies will exist, the multinasiznand family controlled companies, but
with one difference: The locations of their corgeraheadquarters will change.
Additionally, capital markets and companies as \aslithe corporate governance systems

will look about the same around the developed world
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6 CHARACTERISTICS OF EMERGING MARKETS

Today, about thirty countries are in transitionhigher levels of economic development
and hence, adopted the name of “emerging marketsh fthe International Finance

Corporation, short IFC, of the World Bank. In 198he IFC emerging market index

included stocks of publicly traded companies fromencountries; the number however
continued to grow up to thirty-three in 2002. Howeuwhe Standard & Poor’s procured the
IFC indices and since the year 2000, they are ka®the S&P/IFC indices.

Emerging markets gained the investors’ interesfoi®e1980, little capital flowed into
these markets. The lack of financial products ardises available to foreign investors are
one big issue to be dealt with. The second prolidetime high market risk and volatility. In
1981, the private portfolio investment began towgio the emerging markets and so, in
the first half of the 1990s, the privatization aewbnomic liberalization proceeded. Due to
this, the securities in emerging countries enlarfpednvestors who developed a strong

interest starting investing in portfolio investment

The S&P/IFC is one of the most common indices bgeanf its broad set of countries.
Furthermore, the S&P/IFC categorizes an marketeasgbemerging when at least one of
the following criteria is met. The first criterig,ibeing in a low- or middle income country
which is defined by the World Bank. And when theumies’ investable market
capitalization is lower than its most recent GDIrogg domestic product), we do have
gained the second criteria for being an emergingketa
Additionally, Li & Hoyer-Ellefsen (2008) define aarket being “developed” as followed:
“...ifitis in a country where the GNP (gross nat#b product) per capita exceeds
the World Bank’s upper income threshold for at teagee consecutive years and
the investable market capitalization-to-GDP ratgothe top 25% of the emerging
market universe for three consecutive yeds"2).
Furthermore, there are five more dimensions to idenswhether a country is developed
or belonging to an emerging market. These chaiatitsr are market size, openness,
efficiency and transparency as well as liquidity.
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6.1 MARKET ORIENTED CHARACTERISTICS

Market size and the size of a country’s financial market ar® twportant factors in
relationship with a country’s economy. Althoughaqtitatively compared, there are less
emerging than developed markets, but both havenalasi market capitalization on
average. Numerical, the average GDP of the 22 dpedl countries is over $ 1 trillion,
about more than six times the average of the emgnmgiarket countries. Additionally, the
difference of these two groups are still higher panng their GNP. There, the average of
developed countries is about seven times higherttiet from the emerging markets.

The depth of financial markets keep apart the emegngmarkets from the frontier markets.
The market depth is defined as the ratio of matkeitalization to GDP, which in fact, is a
useful indicator of the level of development inesonomy’s financial market. On the one
hand, in developing countries, however, the valuth® average market capitalization was
as high as their GDP. On the other hand, the madg@talization of emerging markets is
about one-third of their GDP, where the market kaptstill higher than of a frontier
market. Summarized, market depth is the main distin between frontier and emerging
market countries.

Furthermore, there is another possibility to corepamerging and developed markets; by
the number of listed firms. Except for a few ladgveloped countries such as the U.S.,
Japan and the U.K., developed and emerging maheate about the same number of
listings. However, comparing the size of listednf&; emerging markets have a smaller

market capitalization than developed market ligihgve.

Market opennessand market activity can be examined using $i8&°/IFC Global Index
and thelnvestment IndexThe Global Index represents the market and irdutie most
actively traded firms in the market and captures thajority of the total market
capitalization of all listed stocks. So, firms imetGlobal Index are bigger and do trade
more actively, in general. Hence, those compantesegresent a majority of the market
capitalization and trading intensity in each market

Due to the fact, that not all markets are openfdoeign investors and that stakes for a
particular stock may be limited, the Investmentelndcaptures the global exposure of
companies in a market for foreign investors. Evaershows, that about 18 firms in
emerging markets are 100% open for foreign investbine other 15 companies are closed

or do have restrictions on foreign ownership. Adaag to Li and Hoyer-Ellefsen (2008),
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these restrictions includispecial classes of shares for foreign owners, tgman foreign
ownership, limits on ownership held by a singleefgn shareholder, company-imposed
limits that differ from national law, national lisi on aggregate foreign ownershifg. 4).
Furthermore, S&P/IFC implemented three additionddeda. The first criteria is that
stocks do have to have $ 50 million for a minimuhao investable market capitalization.
Then, over the last year, the stock must have dratldeast $ 20 million and finally, the
stock must have traded on at least half of thel lexehange trading days.

Finally, a market is ‘open’ with a high proportiof firms being in the Global Index and
passing the screen for the involvement in the hkalde Index. In contrast, ‘closed’

markets are exclusionary of foreign investors.

In general, stock markets indicate a countryarket efficiency by processing information
about individual companies, which derive from tregles of informed investors. To gain as
much information as possible from a stock marketfgciency and to understand the co-
movements more easily, the variation of stock refunas to be divided into a market-
related and firm-specific component.

The market-related component of stock return vianatontains market movements that
are common across most stocks. To understand theetwalated returns on variation, an
example will illustrate the results. If an anti-mess government is elected, the prices of
stocks will fall en masse. If the central bank,contrast, stimulates the economy by
reducing interest rates, the price of almost altlst will rise as one.

The firm-specific component of stock return vapati contains unique stock price
movements for a single company. An example willsttate this component of stock
return variation as follows: If a company is hittkva product liability lawsuit, it is highly
probable that the company’s share price will felbwever, little or almost nothing will
happen to the stock prices of other companies atheseconomy.

Richard Roll (1988) finds that market-related prmevements are often connected with
major news announcements, while firm-specific pritevements are a result of trades of
stock prices being pushed up and down by informedstors. Furthermore, firm-specific
information is more complete in developed stockkats than in emerging markets and so,
the absence of firm-specific price movements inrgimg markets are the consequence.

Now, | am going to probe the causes of this problemmore detail. In the US, Canada,

Ireland and actually all other developed econonstx;k prices move quite independently
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of each other. In emerging markets, however, itasthe case. There, stocks tend to fall
and rise en masse. Morck and Yeung (2002) getaddttom of it and they find that this
fact does not appear to be because of the basiessaf emerging economy stocks moving
together. Additionally, stock return co-movements aot explained either by economy
and market characteristics (size, diversificatiatc.) nor by direct measures of
fundamentals co-movement (earnings co-movemensgadimns). Stocks falling and rising
en masse are the matter of economies protectingtprproperty rights. Thusseconomies
that better protect private property rights havedt prices that move more independently”
(Morck & Yeung, 2002, Abstract).

The reasons for ups and downs are as followsvHstors expect a designated company to
do well, informed investors push the price up byibg its stock. Whereas, if investors
expect a company to perform poorly, informed ingespush the price down by selling or
shortening the company’s stock.

A falling share price lead to the following problenfl) expected lenders withhold capital,
(2) shareholders force the board of directors torove corporate governance, (3) the CEO
is resigned by the board, (4) the board demands steategies and (5) raiders launch
takeovers by accumulating the heavily discounteatkst These effects trigger many
mechanisms resulting in changes in the corporatergance.

A rising share price, however, entails confidentehie company’s corporate governance
by instilling confidence in the CEO and strategyl vy rewarding the CEO with stock

options that increase in value.

In this sense, share price movements affect thieata@tlocation. Tobin (1982) defines the
market as functionally efficienif share price movements effect economically effiti
capital allocation.

However, how can the difference between emergingketss and developed markets be
explained? Morck and Yeung (2002) find statementhsas the clustering tendency in
certain industries and the emerging economy beingaffected by a couple of firms too
superficial, because€large or diversified emerging economies do not dawmore
independent stock prices than small or undiverdi@merging economiesind in addition,
“firm fundamentals, such as earning ratios, are yorglightly more synchronous in

emerging economies than in developed ones [(Mdrck & Yeung, 2002, p. 2).
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Based on the stock price synchronicity that higbdyrelates with the measurement of
private property rights protection, Morck and Yey2602) find that economies have more
independent stock prices, when corruption is lowus, in economies where corrupt
practices (arbitrageurs and noise traders) hardigt,emore independent stock price

movements are in progress than in economies, wdograption is at the top of the agenda.

Figure 5 shows the behaviour of US stock prices the past decades. Additionally, in the
1930s, the US stock returns are pointed out agylbeghly synchronous, rising and falling
together. The synchronous stock movement is corbfgata stocks in emerging markets

nowadays.
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Figure 5: Comovement in US Stocks from 1926 to 2000. Souvterck, R., Yeung, B.,
2002, p. 25

Furthermore, in economies where investors do perforformation about individual

companies and the quality of their corporate gomece, firm-specific stock price

movements calibrate the capital allocation. In ecoies, however, where investors do not
provide information considering the companies’ gaslkstock prices move together

because of either economy-wide fundamentals ossioveentiments’(Morck & Yeung,

2002, p. 3). In both cases, the quality of captkdcation is compromised. In accordance
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with this, a higher quality of microeconomic capitdlocation decision is shown in
economies with more independent stock prices, whithw faster productivity growth.
Consequently, Morck and Yeung (2002) prove thagpahdent stock price movements are

an indicator for a functionally efficient stock rkat.

The market transparency is a big issue in emerging markets. It dependshow
transparent and competitive those markets are headability to gain information for
investors. Emerging markets are less transparemt tteveloped markets and so, two
indicators have been developed to pursue marketpgeaency — th®pacity Indexand the
Corruption Perception Index (CPI)

The Opacity Index is constructed to measure thesparency using dimensions for about
thirty-five countries. The Opacity Index, also knovas the ‘O-Factor’, which was
constructed by PricewaterhouseCoopers, is compos$eiive dimensions as follows:
corruption, legal, economics, accounting and reégwa of course. The ‘O-Factor’ is the
average of the index values on each dimension. Cheuption Perception Index,
however, provides an annual index by ‘Transpareim¢grnational’, to rank about 100
countries on the level of perceived corruption. Ti@st corruptive countries are settled in
emerging markets — 18 countries. The 13 lowestuption countries are in developed

nations.

In general, investors are concerned about a cdantmgrket liquidity . In other words,
they are concerned about the ease of capital mawereveloped markets allow more
trading and so, the ability to make large tradespacific stocks without provoking big
changes in stock prices. In contrast, emerging etsykhowever, vary in their liquidity
creating tools to measure those irregularities.

The first measurement tool are the turnover ratidgch are a percentage of the market. Li
and Hoyer-Ellefsen (2008) define turnover ratiosttes“ratio of value traded over one
month to the total market capitalizatiorfp. 9). In addition to this, a high turnover ratio
indicates a large number outstanding rates thaé waded. Thus, large turnover ratios
indicate a great liquidity and the larger and maeseloped countries achieve due to this
fact higher turnover ratios. Furthermore, the sddmol to measure market liquidity is the
dollar value of traded shares. Shortly, this mengive all the money entering and
leaving a market during a day some kind of valuge €asiest way to do so is the value of

money.
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Almost all Latin American countries belong to theefich civil law tradition. Guyana and
Cuba, however, are deemed to be the exemptionsar@ulgelongs to the English legal
origin and Cuba to the socialist civil law traditio

The market irBrazil is open, but with some restrictions for foreignastors. Since May
1991, foreign institutions are allowed to possgstau49% of voting common stock and
100% of nonvoting stocks. Furthermore, some cotpolianitations do apply and the
voting class of barks is not available. T@eilean market as well as th&eruvian market
are 100% open. Since February 1, 1991, the mankéobllombia is considered to be open
too. At last but not least, stocks\ienezuelaare considered to be 100% open.
Therefore, | am going to present you some chanatites of Latin American markets such

as Brazil, Chile, Columbia, Peru and Venezuela.

6.2 FIRM PERFORMANCE ORIENTED CHARACTERISTICS

In this section | am going to clarify the firm pemhance of an corporation and take into
consideration two groups of ownerships. The firsbup of owners is the family
ownership, the second are business groups.

Several authors believe that the costs of familywenships are the capability to attain
resources from other shareholders in the compailytanemploy incompetent family
members to positions in the firm. Others advochte family ownership because of its
remarkable benefits such as long-tem commitmemwastdship of the firm and the
monitoring function. Although recent studies examdinthe performance differences
between family and non-family firms of US firms amdidence was found that benefits
provided from family-owned companies outweigh thests, there are still conflicting
opinions of that group of ownership.

Business groups and their effects, however, angaversial topic too. A positive effect
is the diversification of the group’s activitiesatHead to the foundation of internal markets
when the existing markets are incomplete. Thiscefieads to numerous positive aspects
concerning business groups. In contrast, such annadation of strong companies do
have negative effects on minority shareholders @rdpanies, that do not belong to such

business groups.
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According to what one sees, there are two sidethefsame coin. Now, | am going to
clarify the firm performance of both family ownergland businesgroups more detailed.

6.2.1 Family ownership

Martinez, Stohr and Quiroga (2007, p. 87) defiriamily-controlled firm’ as a company
that falls into one of the following criteria:
“1. A firm whose ownership is clearly controlledlgeting over half the board
members) by a family, where family members pa#dtei@s members in the board
of directors and/or top management.
2. A firm whose ownership is clearly controllede@ing over half the board
members) by a group of two to four families, whaembers of these families are
also members of the board of directors.
3. A firm that is included in a specific businesmoup, as explicitly and
unambiguously classified by the Svand this group is clearly associated with a
business family.
4. A firm that is included in a specific businesoup, as explicitly and
unambiguously classified by the SVS, and this gisugbearly associated with an
entrepreneur or businessperson who does not hayaiaect descendants, but has
designated his or her family successors, and/or rtiegket has internalized a
continuity in time as an FCF through his or her doect descendants (i.e.,

siblings, cousins, nephews, nieces, or others)”.

In general, good family-owned company practicetediirom bad family-owned company

practices in the degree on how effective corpogamernance mechanisms actually limit
family opportunism. Chile is a very good example itovestigate the impact on

performance because of Chile’s remarkable laboyatmr examine the importance of

family influence in a setting with governance safegs that differ from those of the
United States and East-AsigMartinez et al., 2007, p. 83).

Some additional negative effects of family owneoshor family businesses are that family

members can pursue other goals than their minshiyeholders and so are detrimental to

% Superintendencia de Valores y Seguros (the Chiemurities and Exchange Commission; SVS) — a
Chilean governmental agency, which is in chargegulate public companies and the stock market.
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the economy. Furthermore, families could follovattgies to improve and participate firm
growth, technological innovation or even firm sumli instead of maximizing the
shareholder value or maximizing profits. Martinedzaé (2007) find that other studies
report that“family control leads to wealth expropriation in éhpresence of less than
transparent financial markets{p. 84). Another aspect of family-owned firms st they
favour to fill manager positions from the family wh leads to competitive disadvantages
compared to non-family corporations. At last but least, the opinion is widespread that
family ownership increases firm value when the fibens of the firm serve as either CEOs
or chairman of the family company. However, themfivalue decreases when the
descendents obtain one of the above positions.eTikestill a problem that family-owned
companies are facing: the trust issue. Stock mapkdicipants do not trust that family
firms will fairly share wealth with other sharehetd in the firm. This is a reason, why
such shareholders more heavily discount family '‘Brshares, although family share are
much more profitable. So, these companies ruledabyily owners are punished with
discounts in stock market prices for their ligudénd low market presence due to their
high ownership concentration.

As mentioned before, there are two sides of theesawm. There are positive effects about
family ownerships too, of course. There is evidemudicated by many scholars, that
family ownership leads to a higher firm performanddiis happens because of the
following findings. Owners of a family business thave high incentives to monitor
managers thus reducing agency problems and maxignizim value. Furthermore, the
difference between family ownership and non-farfiflys is that families do have longer
investment perspectives than other shareholdersanmdrvest long-term profits. Another
important aspect is that families invest more edfily with their hidden agenda to pass
the firm onto succeeding generations. However, hisret an effect of family-owned
companies on firm performance? Yes, there are ipestffects. Evidence shows that two
arguments against family ownership are destroyedt &f all, that family business have a
negative influence on firm performance and secahdi minority shareholders are

unfavourably affected by family ownership.
To answer the question “why do family-controllearfs that are listed on the stock market

perform better than non-family firms?”, we have uttarify the advantages and

disadvantages of such companies. Martinez et @D 7/2summarized that:

53



“Among these advantages or strengths we can ideatitloser monitoring, an
essential long-run perspective, higher unity oflgaamong shareholders, quicker
decision making, stronger culture that come fromif values [...]. On the other
side, some of those weaknesses or disadvantageeelated to the overlap of
family and business issues, lack of successionnplgn nepotism, resistance to
change and to professionalization, agency issuds [p. 85).

However, most of the above mentioned disadvantagdsweaknesses are the reason for

the lack of accountability, effectiveness and pseifenalization of management as well as

market pressure.

Now the question arises, why Chile is actually ayvgood example to investigate the
impact on performance. | mentioned Chile’s remaléaaboratory correctly, but it is not
the only reason. Chile enjoys many privileges irirLgAmerica. It's high diversity of
natural gases and important public policies thah atability are several reasons.
Furthermore, although Chile has a relatively sreathtnomy, it is a very trade-dependent
nation and more opened and developed than mostogedke countries, though being an
emerging market. The Chilean stock market is wellaloped and do attract al kinds of
investments. Hence, the trading volume of stocka gercentage of GDP is one of the
highest in Latin America. At last but not least,l€as a high mobility of capital flows in
and outside the country and the Chilean PrivatesiBanSystem is very successful and
recognized worldwide.

Due to this, it is worth to mention that family-oath companies dominate almost every
sector:“forestry; fishing; manufacturing of food and bewges; textile and apparel; metal
products, machinery, and equipment; retail tradestaurants and hotels; and transport
and storage”(Martinez et al., 2007, p. 89). On the other hdadhily businesses are lower

presented in water works and supply as well as aomications and basic metal industries.

Summarized, family-controlled firms do have a ketperformance than non-family
controlled firms. If family-controlled companies pmove their management skills and
governance bodies, start to feel the pressure okehaontrol and are accountable to
minority shareholders, they will overcome the migyoof their traditional weaknesses and

take advantage of their strengths to succeed
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6.2.2 Business groups

In Chile, business groups are defined by Secuaty No. 18,045 as:
“collection of legal entities which share ownershipdministration, or credit
responsibility ties of such a nature that theregound to believe that their
economic and financial behaviour is guided by comrrgerests, or that their
financial risks of debt and equity are interconreett
This means that two or more corporations are instmae business group if they have a
shared administration in the conglomerates and thggration in the financial sector as
well as a family-ownership-relationship. Furthermobusiness groups differ from loose
corporations by financial ties and a good sociaicstire.

As with family-owned corporations, business groujmshave some positive as well as
negative effects on performance too.

Effects are expected to be positive when the dssperof the business group’s activities
leads to internal markets. This mechanism make®upeficiencies in the operation of
typically less developed markets by improving edircy and the economic of scope.
There are three reasons facing that statement. dfigdl, business ties reduce transaction
costs by enabling coordinated actions. Secondrpbrate diversification facilitates the
transfer of resources to divisions with better appoities, in particular when common
knowledge about the organization exis{Silva, Majluf, and Paredes, 2005, p. 315). At
last but not least, there is a reason why busigesaps are large and diversified in
emerging markets. Many institutions actually do exist or just work poorly and so, it is
very difficult to implement new technologies, tmdnce cheap or to obtain high-toned
management knowledge. Those factors are the re&soncontributing a positive
performance in developing economies.

However, there are negative effects on performémaeif business groups take advantage
to dispossess their minority shareholders at tts abefficiency. Minority shareholders,
for example, may use transfer pricdy exploiting relationships with other companies
they control, by transferring assets to themsebtesalues below the prevailing market
prices, by getting private loans using the firm&sets as collateral, or by paying special
dividends to themselvegShleifer & Vishny, 1997).
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Now | am going to discuss the performance whichfiscted by exactly two dimensions
related to corporate governance to understand tasks, procedures and importance in
Chile, an emerging market. The first dimensionhis bwnership-control structure of the
business group which is characterized by the ecanoights and voting rights of the
controlling shareholders. The second, are the ktiem of the firm within the business
group containing interlocking directors and famtigs of controlling shareholders in the
board of directors. These two dimensions are ingmoreffects on performance.
Theownership concentrationis measured as the part of the company that i®dvy the
board of directors. A high ownership concentratiath support the firm if it decreases the
incentives to take out private benefits for thetoahing shareholders. Additionally, the
firm will be supported too, if short-term proje@se not favoured over long-term projects
any more.
Furthermore, there is evidence that there is dgioeldetween the ownership concentration
and the market value that both are significant drusiness group’s performance. Now, it
is important to discuss tleeonomic rightsand voting rights. Economic rights are rights to
have at command cash flows and dividends of thepeoiyy whereas voting rightsefer
to the percentage of votes in the hands of theralting shareholder for the nomination of
board members{(Silva et al., 2005, p. 316).
Both are linked to the ownership structure, becanfs¢heir impacts. However, those
impacts on performance have different outcomesiffierdnt categories. There are three
categories of economic rights: low, medium and hijlva et al. (2005) find that:
“At low concentrations of economic rights value atien dominates value
expropriation., probably because monitoring by otekareholders is closer and
more effective. At medium concentrations, the odlintg shareholder are
progressively less monitored by the market, maldrgropriation more likely.
Finally, at high concentrations, the incentives tbe controlling shareholders to
extract private benefits decrease, because themelsblders largely bear the costs
of their actions themselvegp. 319).
Whenvoting rights of controlling shareholders are higher than thear®mic rights, it is
common that those shareholders do have incentivieské out or transfer value away from
the firm. This is a common procedure in businessigs. Furthermore, business groups are
able to maintain voting rights in a surplus of emmic rights by having cross-ownerships
and holding a number of different stocks, but dbgobuilding a pyramidal ownership

structure, for example. It is important to consitltex gap that arises between voting rights
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and economic rights. A large gap indicat&s higher risk of expropriation by the
controlling shareholders, and consequently, a lowadue of the firm against the industry”
(Silva et al., 2005, p. 316). Finally, voting rightlo have similar results considering a

business group’s performance, but are less solid.

To finalize the investigation on performance, | gaing to present you the last dimension
that has an impact on performanceceial ties represented by the interlocking directors
and family ties. There is evidence that includingrenfamily members and economic

rights into companies do have a positive impacperiormance. However, performance is
reduced when there are too many voting rights business group. Numerically, when

economic rights do not change and voting rightseiase up to 90 percent, performance
decreases with family ties. In turn, when votinghts do not change and economic rights
increase up to 67 percent, there is an even stropgstive impact on performance

considering family ties.

Summarized, the effects of business groups on fienfiormance depend not only on the
corporate governance, but on the firm consolidatam As mentioned before, there is a
relation between ownership concentration (econoamd voting rights) and social ties
(interlocking directors and family ties).

First of all, an increase in social ties do noté&v lead to an increase in performance
regarding on voting rights. Low voting rights indie an increase in performance because
of better coordination and thus monitoring functmnrelevant shareholders. Furthermore,
increasing economic rights strengthen these pesiimpacts because of reduced
expropriation incentives that are linked to thetsosf expropriation by the controlling
shareholders. Then, social ties decrease perfoenamen voting rights are high. The
reason is, that expropriation is then being favdure

Second, social ties do effect, as mentioned befdifesrent factors in a different way.
Family ties have a positive impact on the majoatyousiness groups, representing about
76 percent of the companies, in Chile. In contfastinterlocking directors, the opposite is
true. They do improve performance in only 26 peradrthe cases. Furthermore, family
ties in general do enhance efficiency in firms bgiag to business groups, because of
better communication, trust and coordination. Nbekgss, some Chilean boards of
directors seem to exist to fulfil legal requirengerdnly, instead of managing their

companies efficiently.
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7 CORPORATE GOVERNANCE IN EMERGING MARKETS

To understand the close link between the restnstiof corporate governance and the
entity of emerging markets, some important factaage to be mentioned. However, the
following question occurs: Do pressures of capitarkets will improve the governance of
corporations and will those changes promote theldpment of capital markets? We have
to recognize that this chain of reactions do mattera couple of important factors, as
mentioned above. So, what does matter? Legal nelgal families, political structures and
history are several of those factors. With thesechanisms” it is possible to measure the
effectiveness of the function of legal rules and thnctionality of capital markets by
comparing the efficiency of corporate governancenrerging markets. We should keep in
mind, that legal rules arghe product of and dependent on political actio@ordan and
Lubrano, 2007, p. 3). Additionally, it is still di¢ult to analyze the consequences of the
intensity of the activity on how capital markets wasll as financial systems grow and

develop!

In the previous section we have discussed somdgmsbemerging markets are facing and
so, researchers do ask in these globalizing timhes)e or another corporate governance
system — when implemented - possess the “mechdhtsnggin a competitive advantage
compared to the ‘old’ governance system in emergiragkets. Or, can one system be
transplanted into the other? The answer is, tleatthnner of transplantation is significant.
An important predictor of effectiveness is the axte which a foreign legal system has
been introduced. An important factor is, howeviee, promotion of international standards
in both capital markets and corporate governance&hwis an important indicator of
convergence of legal rules. International standardsed themselves in the past and so,
“gauging the effectiveness of convergence to tlstaerdards becomes a more complex
matter” (Jordan and Lubrano, 2007, p. 3).

Before presenting you the answers to the questirgt could work?’, | have to mention
following: When adopting foreign standards in aneeging country, we have to take into
account the target country’'s legal system. Finallpm going to present you several
general observations from Jordan and Lubrano (20B@) can be made about the
importance of private and public legal rules torpote the development of capital markets

and enhance the governance processes of corp@ation
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7.1 PRIVATE AND PUBLIC LEGAL RULES

At first Jordan and Lubrana (2007, p. 25) find that “Private legal rules are importafit
Over the past several years, the debate aboutethdation of capital markets and the
corporate governance find their origin in the Anglmerican law. So, this debate is more
an Anglo-American one. Particularly in the USA, enttactual governance mechanism
arises because of the development of fairly stahzed private legal rules that balances
and protects future market participants while pdong an exit from contracts by
undesirable courts.

In the Latin American case, however, three impdraspects are faced considering the
contractual governance mechanisms. At first, pevagal rules, also known as contracts,
are important anyways — protecting economic interasd rights. Then, contracts generate
market-tested solutions and finally, private legales can migrate back to the private

sector in search of a more effective form of impbemation.

Then, they realized thaDifferent legal traditions have different balances terms of the
effectiveness of private or public legal ruleg¢Jordan and Lubrana, 2007, p. 25). Even in
the Anglo-American governance mechanism, there sigeificant differences in the
tradition, namely the English tradition and the Amoa&n. History shows that because of the
American Revolution, the American common law hasatgr affinities with continental
European tradition than with English common law.

In English common law, the importance of judiciatian dominates statutory/written law
ex ante public legal rules). Furthermore, the EBfilgommon law has an aversion to law as
legislation (ex ante public legal rules). In sonaseas, however, there are no judge-made
rules (public legal rules) at all. Furthermore, Emg has parliamentary conventions and
no written constitution. Those parliamentary coriaTs are practices and principles being
developed on a consensual basis for ages.

The American common law has no aversion using ligs (ex ante public legal rules).
Therefore, the American law’s proclivities are damiwith continental European legal
traditions. This is the reason why the US have armf commercial codes such as a
bankruptcy or federal code for example.

The continental European tradition is the basis toe legal systems of the non-

Commonwealth world (English common law). A chargste of the continental European
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law tradition is the importance of written law (amrte public legal rules) and the hierarchy
of law (constitution, code, statute, regulation).

Furthermore, Jordan and Lubrana, 2007 find thatpfedictor of effectiveness of any
particular governance mechanism may be its formigate, public, or semi-public legal
rule) and the legal tradition in which it operatés(p. 26). It is important to understand
that the same government mechanism may take ditffésems and that the form in which
it will be implemented and most efficient will betérmined by the legal system in which
it operates.

Additionally, Jordan and Lubrana (2007) indicatattthere are three examples of the most
popular corporate governance mechanisms that dralbe to be transplanted to another
legal system because of being an appropriate féml@. Voluntary Codes of corporate
governance are the first malfunctioning mechanisms. Flexipjliresponsiveness and
sensitivity to industry-specific concerns as wells considerations are some important
factors why voluntary codes are favoured. Furtheenthe aversions to written law (ex
ante public legal rules) are forcing British goemne systems to favour voluntary codes of
corporate governance. The reason why those codasofcde transplanted into most
foreign governance systems is the result from theuccessful attempt to implement a
voluntary code into an continental European corgogovernance system which cannot
recognize the concept used in the target countng. Second malfunctioning mechanisms
are thevoluntary codes and institutional marketswhere the capital markets of the target
country ironically have an uncommon effect on goaece systems. Furthermore, the
international capital market has been so domineteke last decades by Anglo-American
law and practices that the spillover into local $aand practices was unavoidable. As you
might imagine, some of those spillovers were ir@iie as well as inefficient because of
incompatible underlying legal systems or contragravisions in the civil or commercial
code. However, one problem is faced as being devias long as there is little interest in
international capital markets, there will be sifiterest to introduce a domestically
malfunctioning, but internationally recognized conmgte governance system! At last but
not least,cumulative voting and class actionsre the last of the most popular corporate
governance mechanisms that are not able to bepteanted to another legal system.
Cumulative voting and class action mechanisms viet®@duced only because of the
popularity of voluntary codes. Both are originatedm the US to enhance minority

shareholder representation on boards and to promatgagement accountability. Both
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mechanisms were implemented for public investorbeé@ble to influence the corporate
governance of firms. Again, both mechanisms sighelinterest on international capital

markets and so, the American debate on corporatergance started.

Further on, another observation can be made abeuinportance of private and public
legal rules to promote the development of capitatkets and enhance the governance
processes of corporations. Jordan and Lubrana }200F that ‘Public policymakers
should anticipate, and encourage, private and quasiblic legal rules that complement
and reinforce public legal rules of corporate govemce (p. 31). They indicate that the
relationship between private legal rules and pulelgal rules are linked together. There is
evidence, that when effort is being put to imprgexernance systems of corporations in
emerging markets, there are simultaneously invastiin the public and private sector
spheres. The Brazilian Institute of Corporate Goaace, for example, developed a
voluntary code of best practices and an activenitigi program for companies and
corporate directors to be able to deal with themyng activity at the public legislative

level successfully.

“The optimal content and mix of mechanisms in any rket will depend on a variety of
factors. Some of the most effective mechanisms rbayfound in these intermediate
forms-semi- or quasi-public legal rules- enforceabby private mearis (Jordan and
Lubrana, 2007, p. 33). There are four key marketratteristics for emerging markets to
be able to implement a foreign corporate governayséem. The first one is thielative
adequacy of existing practicesThis means that before implementing a new goverma
system, emerging markets should be investigatduere are, for example, too many non-
voting shares, uncertain rules for protecting miigoshareholders or if there is poor
guality of audits or even conflicting managers, ldsaas well as investors and regulators.
Then, there should be a focus on thember, size, and industry of public issuers
Hereby, financial markets should question if th&atrenship and atmosphere between
controlling shareholders and corporate executige®® calm or too aggressive towards
traditions, political views and co-operation. Fertimore, thenumber, size and nature of
principal investor groups — institutional, pension and international — sklocnsider the
quality of investors being governed. Additionallgpntortions appertaining to the
investors’ incentives of interest such as profiximazing should be questioned too.

Finally, resources of the enforcement mechanisnssich as courts, regulators and existing
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alternative dispute resolutions should be consttidfiereby, the following question arises:
What enforcement agents are able to notice alrgedformed contracts, are able to
observe standards and regulations? Answering testoepn will help to understand key

market characteristics of emerging markets.

Now, | will present you shortly some key charatics of Latin America that are relevant
to the problems this market is facing. The owngrstiucture of Latin America is similar
to other countries in other markets in continekialope and East Asia, for example. Those
countries, as well as Latin America, have a highitggconcentration and very complex
business group structures in several forms — pyleneross-shareholding, rings etc. Those
structures allowcontrolling shareholders to leverage their votipgwer though business
group affiliation and to deviate from the one-sharee-vote rule”(Gutierrez & Pombo,
2009, p. 115). Additionally, there are three meddras that imply deviation from this
statement. At first, the publishing of non-votintages, then the dual shares and at last, the
dividend-preferred share. However, the issuanaduaf shares are forbidden by corporate
law in most Latin American countries. Other cowsdrisuch as Chile for example, restrict
cross-shareholdings arfitmpose a cap on the issue of preferred stockstinedato shares
outstanding”(Gutierrez & Pombo, 2009, p. 115).

The corporate governance faces many problems apdnepts but also proponents in
emerging markets. Due to scandals in Chile, Mergavell as Brazil and Argentine, also
in emerging markets reforms are on the to-do-stdan and Lubrano (2007) described
the problems of some investors in Brazilian andeftgme companies thatvere forced to
accept low-ball offers from controlling shareholdewho had decided to delist the
companies”(p. 9). Hence, the majority of Brazilian shareleo&lfelt themselves treated
unfairly because of being excluded of transactionshich holding the majority of voting
shares sold control of the company.

We already know that capital market participantshdee private initiatives in the area of
corporate governance that are often simultanedofiywing the amendment of the legal
framework. So, problems occur for those companies,have proven track records in the
market or have dominant positions in the equityexes. Additionally, the following
question arises with justification: Why do such @amies have to disclose additional

information to shareholders or to allow outsidantocheir boards?
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During the debates over reforms, many corporatioristin America were never thinking
of public security markets as a source for capitalcontrast, many of those companies
started to sell control to larger national as vesllinternational competitors and thus were
indifferent to the prices at which their securitiesre traded.

So, in the end, the executives and legislaturalet atin American countries approved a
mild version of the proposed reforms. Chile’s raefers were the most successful.
However, even in Chilémajority shareholders were permitted to suspenglegation of
the law’s mandatory tender-offer provision for targears” (Jordan & Lubrano, 2007, p.
10). In Mexico, however, reforms do not anticipdbe desired triumph‘Mexico’s
legislation (probably unwisely) delegated authorityr setting the parameters of the
mandatory tender-offer rule to the banking and siéies regulator, which has so far

proven unable to issue the required regulatigddrdan & Lubrano, 2007, p. 10).

These circumstances lead to impacts in the long-tmd short-term. The promoters of
reforms in corporate governance in emerging marketted to mandate greater
transparency, to provide shareholders securitidg@neinforce judicial enforcement, with

an positive effect on capital market developmeriter& are some important long-term
effects such as the access to new capital, gamemgofferings, security prices as well as
liquidity and an improvement in corporate performanin the short-run, it is still difficult

to conclude whether those changes do have a positiort-term impact or not. However,
reforms succeeded in focusing on directors, masagerd companies as well as
institutional investors. The public was informedoab the urgent changes in corporate

governance, especially in emerging markets.

In the next sections, | am going to engross thaghts of corporate ownership and control
in Latin America and present some reasons for la évgnership and control concentration
In most emerging markets, especially in Brazil. Aiddally, | am going to indicate the

effects of the relationship between the corporateghance structure and market valuation

and present you the problems when ownership anatavill be separated.

63



8 CORPORATE GOVERNANCE IN BRAZIL

Brazil's first Corporation law was adopted in 19@d the government started to run the
stock exchanges. The tasks of brokers were fudfitig civil servants who were allowed to
trade shares on the exchanges and some governmestegulated the brokerage fees and
the number of brokers in each area.

In 1964, after the military coup, some financidelializations started. Twelve years later,
in 1976, the first law to regulate markets and sgcwofferings was adopted by the new
government. In the very same year, the Braziliacusges commission - Comissao de
Valores Mobiliarios, short CVM — and a new CorpamatLaw were founded. The latter
established separate rules for public and closelg borporations. Due to these reforms,
private stock exchanges and broker-dealers emesgddthe old servant brokers were
eliminated.

The Brazilian government started to encourage tbeksmarket development during the
1970s and 1980s by granting tax incentives to fimhéch went public and to investors
who purchased shares in public companies. Furthermmension funds and insurance
companies were required to invest a minimum of rttessets in shares of public
companies. During the 1980s, almost 600 publicld kempanies arose. However, most
of these companies went public to gain the advastad taxation and not because of the
interest of trading their shares actively or havpodplic shareholders.

By the end of the 1980s, most of the companiesvileat public because of tax incentives
returned to private ownership. At the same time,gbvernment privatized a large number
of state-owned companies. Furthermore, in the 18@0s, share trading with shares of
privatized companies was common and many Brazd@anpanies cross-listed on the New
York Stock Exchange (NYSE). Hence, the majorityratling moved to the NYSE and the
number of public firms decreased.

In the meantime, in the 1980s, the Sao Paulo SEackange, Bovespa, was designated to
be the share trading market, after the Rio de dar®iock Exchange collapsed. The
remaining exchanges proceeded to Bovespa in 2000995, the Instituto Brasileiro de
Governanca Corporativa, the Brazilian Institute @orporate Governance or IBCG, was
founded and released an initial Code on the Bemttiees of Corporate Governance in
1999. Santana (2007) determines that three newmdistegments were launched by

Bovespa in 2000 — level 1, level 2 and Novo Mercdélarthermore, he finds that these
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listings contain stronger requirements than foegular Bovespa listing. Additionally, in
2002, CVM issued its own Recommendations on Cotpd&mvernance, which, however,
are recommendations only and do not follow‘tmemply or explain” regime, in contrast

to a number of other countriegBlack, de Carvalho & Gorga, 2008, p. 4).

The listing levels, more precisely the Bovespa @naiss-listings, are analyzed in the next

section.

8.1 LISTING LEVELS

Gorga (2006) examines the regulations in the Beazifinancial markets and finds that

they are heavily regulated.

However, Brazil's image of having a poor corporgg@vernance was the reason for
Bovespato create listing levels with strict corporate gmance requirements. Black, de
Carvalho and Gorga (2008) find tHdthe higher levels provided investors with a regdil
understood signal of their corporate governancetp@s (p. 7). The Bovespa listing
levels became successful and now include the ‘e@g@ovespa, Level 1, Level 2 and
Novo Mercado.
It is important to realize that both common shamed nonvoting preferred shares are
issued by many Brazilian companies. These shaeesi@auilar considering their economic
rights to nonvoting common shares.
A Novo Mercado listing requires the following feeds:
“the firm issue only voting common shares; haveiaimum free float (shares not
controlled by the controlling shareholder) of 25%rovide financial statements
which comply with U.S. GAAP or IAS; provide fulkeaut rights to minority
shareholders in a transfer of control; and agreatticonflicts with shareholders
will be resolved by arbitration’(Black, de Carvalho & Gorga, 2008, p. 7).
A level 2 listing is similar to Novo Mercado withhd difference, that companies are
allowed to issue preferred shares. The level ingisthowever, focuses on improved
disclosures and is almost an ordinary listing. lkemnore, new listings have to be at least
on a level 1 listing or higher. Foreign companiksywever, that want to cross-list on

Bovespa, are the only exception.
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Four years ago, in 2006, Bovespa Mais was foungeBidvespa, with the intend to help
smaller companies with lower listing requiremeihtst Novo Mercado.

Cross-listing are another way to provide Brazilian compariissignal their intend to
maintain a higher level of disclosure and otherpmmate governance practicegBlack,
de Carvalho & Gorga, 2008, p. 7).

8.2 EMPIRICAL EVIDENCE

Black, de Carvalho and Gorga (2008) provide anrestte survey of Brazilian corporate

governance in 2005. Overall, they received 116 i@spfrom privately controlled

companies, government-controlled companies andidiakies of foreign companies,

respectively88, 17 and 11 replies.

In their sample of 116 companies, 9 have crossdisheir shares, most of them with the

intend to gain nonvoting preferred shares. Onlp@ganies are listed on Bovespa Level 2

and 2 firms are listed on Novo Mercado.

Furthermore, Black, de Carvalho and Gorga (2008) provide a short overview of cross-

listing and Bovespa listing as follows:
“From 1995-2003, there were only six initial publafferings by Brazilian firms
[...]. The number of IPOs then soared to 7 in 2004n 2005, 26 in 2006, and 64
in 2007. Of these 106 IPOs, 75 were on Novo Mercafmn Level 2, 8 on Level
1, and 8 (all cross-listed firms) had a regulartilng. [...]. In addition, 16 older
firms have upgraded their governance to meet theelL@ or Novo Mercado
requirements. Only 4 of the newly public firms weness-listed in the U.S. on level
2 or 3 (all level 2 listings on the NYSE).. AnotB8rof these firms have cross-listed
in the U.S. on level 4 (Rule 144A) and 2 firms haess-listed on level 1”
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9 CORPORATE OWNERSHIP AND CONTROL IN BRAZIL

In the 1980s, corporate governance models were iegdnto evaluate their effectiveness
in the valuation and dividend policy of corporasoim emerging markets. In Brazil, for
example, important factors have stimulated effaids consider a better corporate
governance system. Such factors are the openingetarocess, privatizations and new
foreign investors, especially foreign institutions.

Most studies focused on the corporate ownership camdrol structure. The ownership
structure contains the cash flow rights, whereascitntrol structure contains the voting
rights. There is evidence that the ownership sfinecin combination with the country legal

protection, is one of the most important determisah corporate governance.

Such as in Brazil, corporate ownership and congdlighly concentrated in Colombia.
Most of the business groups and conglomerates renygadctarted their corporations as
family businesses and became corporate groups later

Additionally, it is worth to mention that there gamr facts regarding corporate ownership
and control which are important to understand.tiafsll, corporate ownership is highly
concentrated The top four largest shareholders in Colombiacaue that they hold more
than“51 percent of a firm’s cash flow rights [...]. Und@me-vote-one-share rule this
provides a private control to the largest shareleokl (Gutierrez & Pombo, 2007, p. 10).
Consequently, the largest voting blocks of affdthtcompanies belong to the same
business groups. Then, it is essential to know thahership concentration has
increased On average, more than 80 percent of cash flowtsigvere held by the four
largest shareholders in about 45 percent of théuatexd companies in 2002. By way of
comparison, this number was about 32 percent ir6.198e third fact indicates lw
separation ratio within the largest voting blockwhich was recognized éthe top-four
voting blocks and at ultimate owner level&utierrez & Pombo, 2007, p. 11). Finally,

investment corporations play a central role as comblling shareholders.

Now, | am going to investigate the ownership andtid structure more detailed and

present you some problems, when ownership andatomtt be separated.

67



9.1 OWNERSHIP STRUCTURE VS. CONTROL STRUCTURE

The ownership structure in combination with thecash flow rights is an important
corporate governance mechanism in emerging mableetzuse it influences the efficiency
of the market for corporate control directly. Howevan agency problem may occur
between managers and shareholders because mamagemave not in mind to maximize
shareholder’s value in the first place. The aggroplem will be discussed in section 9.3.
Furthermore, the ownership has two main categertee identity of the large owner and
the concentration of ownership. Due to this, thare owners such as institutional
investors, government, family and foreigners ofosporation according to the point of
origin of capital.

We already know that the corporate governance de leffects on the market liquidity,
firm value and the organization of markets as wasllorganizations in a context of weak
shareholder protection. Furthermore, the ownerstrigctures provide a large environment
to do research in a regional setting such as iml&erica. So, it is important to keep in
mind, that in markets with a weak protection fornority shareholders, but a large
ownership concentratiofimarket participants impose a discount on the vabfidirms in
which the voting rights of dominant shareholderseex the cash-flow rights{Cueto,
2008, p. 2). Additionally, the dominant sharehaddeclose collaboration assume
managerial functions, but instead, the firm’s mamagnt is monitored by them.
Furthermore, the ownership concentration of puplield companies is widely dispersed
among investors. This circumstance is not commamuntries in which families, business
groups and/or governments control most of the plyblraded firms. Compared to the
USA, controlling shareholders govern many firms,tso it is a common phenomena.
However, due to the concentrated ownership stractunew conflict of interest is arising.
This problem of interest arises between minoritgreholders and dominant shareholders.
Cueto (2008) notices exactly, that this conflistcharacterized as the potential for asset
diversion from the firms to dominant shareholdeeslucing overall shareholder’s value”
(p. 2).

Additionally, the gap between voting and cash floghts is created and intensified by
three mechanisms. The first is the aggregatiorotihyg rights by business groups, then the
use of multiple class shares and finally, the #ectirownership through pyramidal

structures. In the latter mechanism, top compaaies equipped with disproportional
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voting rights over cash flows generated firms atlthse. To bring up the asset diversion, it
is included from the base up.

The control structure in combination with theroting rights do investigate, to whom the
company finally belongs. Gutierrez and Pombo (20f)ne voting rights a%he total
votes that a shareholder is entitled to on the $asi direct investment in a firm and
indirect ownership”(p. 115.

Important is a direct correspondence between vaigigs and cash flow rights for each
shareholder. To obtain this result, shareholdecsrding to the level of voting rights have
to be aggregated. Furthermore, the aggregatiortirigy rights may stabilize the position
of dominant shareholders. Cueto (2008) assfgmy treasury stocks’ voting rights and
cash-flow rights to dominant shareholderg¢p. 7). Another important statement from
Cueto (2008) is thdtcash-flow rights of voting shareholders are dildtewith respect to
the simple percentage of voting shares, as cash-ftights of other non-voting
shareholders are taking into accoun(p. 7). A wider discrepancy of voting rights and
cash flow rights would be the consequence of nbéaing voting and non-voting shares

across members of a business group.

9.2 DIRECT STRUCTURE OF OWNERSHIP AND CONTROL VSIDIRECT
STRUCTURE OF OWNERSHIP AND CONTROL

To study the link between the ownership and corgtalcture more detailed, we have to
analyze two forms of shareholding composition; divect and indirect ownership. Direct
shareholders are those who own shares in the comisatf and indirect shareholders are
stockholders who actually own the company.

9.2.1 Shareholder composition

The direct structure of ownership and control considering the shareholder composition
indicates, that about 90 percent of companies ewziBhave one shareholder that owns
more than 50 percent of the voting capital. Toipirt another way, this single shareholder

owns on average about 76 percent of the votingtalagdihis situation demonstrates that
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when one single shareholder does not possess fbetgnaf votes, the largest shareholder
have a respectable amount of them. Carvalhal-de3ihd Leal (2003) find théthe
largest, the 3 largest and the 5 largest sharehsld®ave, respectively, 72%, 85% and
87% of the voting capital{p. 7) - indicating a high concentration of theing capital.
Furthermore, there is a noticeable difference betwie percentage of voting and total
capital held by large shareholders. In Brazil, éaslpareholders use the issuance of non-
voting shares to gain control of the company witheaving to possess 50 percent of the
total capital. Additionally, an investor that is thie same moment a single shareholder,
holds on average 76 percent of the voted, but Blgercent of the total capital.

“In Brazil companies are allowed to issue sharethaiit voting rights in an amount up to
two-thirds of the total capital’(Carvalhal-da-Silva and Leal, 2003, p. 7). Howeuke
New Law of Corporations (Law 10303) changed the imarm amount of non-voting
shares, which is obligatory to non-public companieg indent to go public after October
2001 and for new corporations. The maximum amoéinba-voting shares changed from
two-third to 50 percent. This mechanism allows cames to issue shares without giving

up control. Furthermore, it is also a way to sefgaoavnership from control.

The indirect structure of ownership and control considering the shareholder
composition indicates the indirect interest of shafders. The difference between the
direct and the indirect structure of ownership atwhtrol considering the major
shareholder holding more than 50 percent of thengotapital is, that the indirect
ownership is more diluted. The following exampl@wk the difference numerically. The
average majority shareholder owns about 76 penfertting capital and 54 percent of the
total capital in the direct form of ownership andntol. Indirectly, the majority

shareholder owns 69 percent of the voting capitel40 percent of the total capital.

9.2.2 Market valuation and dividend payout

The market valuation and dividend payout considgtiredirect structure of ownership

and control is measured according to the identity of the ailmg shareholder.

Foreigners, the government and families as welinatutional investors class among

controlling shareholders.
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The direct structure of ownership and control iatkcthat a higher concentration of voting
rights is associated with a lower firm valuatiorudXo this, there is evidence that there is a
negative relationship between control concentraiod market valuation. Furthermore,
evidence shows that companies controlled by themuorent are undervalued when being

compared to family controlled corporations.

The market valuation and dividend payout considerihe indirect structure of
ownership and control states that the higher the concentration of cash fights, the
higher is the firm valuation. Furthermore, evidesb®ews that the higher the voting/total

capital ratio is, the lower is the firm valuation.

9.2.3 Effects of ownership and control on the miaviduation

Thedirect structure of ownership and control considering the market value indicate that
“companies wit a foreign or institutional contratig shareholder tend to present a higher
valuation, when compared to family-owned companidse government-owned firms

tend to have the lowest valuationCarvalhal-da-Silva and Leal, 2003, p. 11). An
explanation can be that governance is more complgeovernment-owned companies and
so, the control rights are in the government’s Isafithese control rights are dissociated
from the cash flow rights, because of the ownerslfithe company that belongs to the

citizens.

The indirect structure of ownership and control considering the market value are the
same as in the direct structure.

9.2.4 Effects of ownership and control on the diadi payout

The effects of thedirect ownership and control on the dividend payout state, that
companies with a high concentration of voting rightave a low payout, where as firms

with a high concentration of cash flow rights havéigh payout. Furthermore, evidence
shows that corporations do have a low payout wiegraration between voting and cash
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flow rights is high. Consequently, family-ownednfis do have a lower payout when
compared to government-owned corporation, that liedighest payout.

Theindirect ownership and control do have the same effects on the dividend payotit suc

as the direct structure.

9.3 SEPARATION OF OWNERSHIP AND CONTROL

Researchers have the problem now, when tryinggaraée the ownership and control, if it
will be realizable in the first place and if it Wikad to significant improvements of the
corporate governance in the second place.
Berle and Means (1932) made remarkable progredfeim survey of the differences
between ownership and control by estimating thearsgjon of ownership and control
among the 200 largest American corporations. Thgyéd out that:
“Since direction over the activities of a corpomati is exercised through the board
of directors, we may say for practical purposed g@ntrol lies in the hands of the
individual or group who have the actual power t¢éesethe board of directors (or
its majority), either by mobilizing the legal rigtd choose them — ‘controlling’ a
majority of the votes directly or through some legavice — or by exerting

pressure which influences their choio@erle and Means, 1932, p. 69).

To be able to measure the different separationdeveting rights have to be measured
under the portfolio view. The portfolio view is leason the concept of a shareholder’s
integrated direct as well as indirect ownershipocemtration, while the direct ownership is
related to cash flows. Considering the controlcttre issue, the former provides indirect
votes and the latter direct votes. Hence, differsgyiaration levels can be defined and
concentration ratios are measurable. Gutierrez Bothbo (2007) applied such an
measurement to 108 stock trading firms and find tha separation levels are low. This
result implies that firm control is practised thgbudirect ownership and so, corporate
structure follows a strong owner management dwactHence,"owners command and

control boards and appoint CEOgGutierrez & Pombo, 2007, p. 17). Furthermoreythe
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find that the concentration of voting is much sgenin sectors such as construction,
manufacturing and health as well as personal ssvic

Gutierrez and Pombo (2007) have very interestinigesmce concerning the separation
ratios as follows.

Controlling shareholders have about 32 percenash ¢low rights and about 34 percent of
voting rights. In 1996, ultimate owners were reprged with 68 percent in corporations
compared to 2002, the ultimate owners represemtaédraarkable increased to 86 percent.
This happened because widely held companies decrdhsir participation as ultimate
owners. Furthermore, in Colombia, investment cormgsado have an important role as
controlling shareholders as well as for the whalsiless group, where families are the
owners of investment firms and trust fund contrackswever, regulations prohibit banks
to have direct shares in real sector companiessandanks are participating through
subsidiary firms as trust funds, investment bankd msurance companies. Hence, less

than 9 percent of the controlling owners are regmmeesd by financial institutions.

Summarized, the separation of cash flow rights dong rights ratios are low and the
separation decreases slightly. This is a strondegme that corporate control is privately-
owned. Furthermoréthe composition of ultimate owners shows that staeent firms play

a strategic role as a controlling shareholdeahd that family ties are the main source of
ultimate owners (Gutierrez & Pombo, 2007, p. 40)diNonally, it is important to point
out that the cash flow rights are positively refatgith a firm’s better valuation and
performance. Further on, the separation betweeowmership and control structure has a
negative effect on a company’s performance ancdatai.

As discussed before, modern corporations worldvpidssess high degrees of ownership
concentration and a strong separation between fash rights and control rights.
However, exactly this composition faces big issaescerning the agency problem, the
entrenchment effect and the tunnelling effect whiam going to discuss now.

Theagency problemarises because concerns are now related to tbegédivce of interest
between large shareholders and minority sharemmltfethe UK and USA, ownership was
atomized across small shareholders andssoindividual’s total votes were derived from
direct investment in a company’s equiyautierrez & Pombo, 2009, p. 117). Due to this,
the typical agency problem arises because of thk & direct monitoring between
managers and shareholders. This situation implies an enormous internal power and

discretion is being enjoyed by directives and ekees. Therefore, if there would be a
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direct monitoring that main shareholders use onagament, the separation of ownership
and control, or cash flow and voting rights, woulldve no effect on a corporation’s

performance.

The entrenchment effectarises, when firm value at first rises with insid&mership, also
called the alignment effect, and then declines. dédine of the corporate value is called
the entrenchment effect.

In the USA, the average of inside ownership is about 13,@guegrand there is evidence,
that blockholders do not have an independent eftectthe value of a corporation.
Furthermore, institutional ownership reinforces #uwantages and all conjugated positive
effects of insider ownership on corporate value.

In East-Asia “firm value increases with the cash flow ownershyp the largest
shareholder, consistent with a positive incentiiéeat” (Cueto, 2008, p. 11). The
entrenchment effect in this case is, however, wdwntrol rights surpass cash flow rights
for the dominant shareholder. This happens when Vialue falls. There is evidence that
indicates that the value discount is responsihig¢he separation of ownership and control,
and not mechanisms such as dual-cross share amsd-lootiding or even pyramidal
structures.

In emerging markets research on the entrenchment effect was dondResearchers find
support for the entrenchment effect and concludé“the costs of the private benefits of
control are capitalized into share prices in emaggimarkets” (Cueto, 2008, p. 11).
Furthermore, firm value is lower as a result of twst intensive agency problem. This
means, that if managers expect lower cash flowsy twould tend to increase the
difference between their voting and cash flow rsghih Chile for example, pyramids are
often used to separate ownership and control ofloomerates. Furthermore, controllers of
conglomerates hold more shares than necessargserpe control. In addition, they find
that “board members are exclusively within firms asstaiato their economic groups”
(Cueto, 2008, p. 12).

The entrenchmentandtunnelling effect are a consequence of low separation effects and
thus limited. The reasons for the limited separatffects are the minimizing agency
problems of control delegation and the separatatios which reinforce the ultimate

owners to control managers directly.

The results from the separation of ownership amdrobare presented in Figure 6.
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Figure 6: Ownership and control. Source: Gutierrez, L., lbmBo, C., 2009, p. 118

75



10 BOARD OF DIRECTORS IN EMERGING MARKETS — CASE STUDY
BRAZIL

Brazil wanted to become more competitive with theerdng of new markets and the
privatization of its companies in the 1990s andtlse,corporate governance was forced to
basic changes. Hence, the structure and composititre board of directors is one of the

central issues of many scientific studies in thgporate governance.

These days, the Brazilian stock market is one eflahgest among the emerging markets
and even the Brazilian economy has made it toghdargest in the world, although being
an emerging market. Furthermore, institutional fordign investors become more active
and understood, that partnerships and busines®ragrds were a good strategy to be
successful. From experience we have learned‘tf@timportance of a governance system
that promotes healthy and transparent relationshggaong controlling shareholders,
managers, outside shareholders, and creditors 8 avident” (Leal & De Oliveira, 2002,

p. 21).

Before focusing on the board of directors in entggginarkets in Brazil more detailed, |
am going to present you some Brazilian market ateristics. We already know that the
Brazilian market made it to the ten largest inwweld, despite an equity market which is
not liquid and active. More companies prefer gomiyate over going public and those
companies that decide to go public, cut cornersutlin bond issuance and not stock
issuance. Additionally, such an important econoffaictor like trade migrated abroad,
especially to the USA.

Furthermore, very high interest rates are resptasdr the raising costs of new equity
capital and dislodging investors from the equityke&ato the local treasury paper market.
Unsurprisingly, there several problems with thanany equity market in Brazil that are
not going to be disposed so easily: (1) The digmmaty allocation process favours
institutional investors and tax avoidance, (2) ¢hés a tax avoidance and lack of
transparency in the Brazilian credit market, (3 ®razilian judiciary is inefficient, (4)
there is a weak investor protection, (5) some leggles related to corporation law are

becoming too complex and intricate, (6) there isdence of minority shareholder

76



expropriation and (7) the different ownership dtnoes result in different agency

problems.

After this apercu | am going to discuss the stmgctaf board of directors and focus on the
ownership concentration subsequently. Afterwardsnlgoing to illustrate the necessity of
control and board of directors and, thus indicdte heed of board independence,

monitoring and external directors.

10.1 THE STRUCTURE OF BOARD OF DIRECTORS

At first, | am going to classify the four groups directors belonging to the board of
directors with appliance of the model used by Laadl Oliveira (2002, p. 101), whose
distinguishing criteria followed the model applieg Bhagat and Black (2000):
“1. director responding the control group: individbwho holds a seat either on
the board or in the management of companies behgntp the control group, or
who is a member of the family holding the contoolmember of the government
that holds or is part of the control;
2. “internal” director: professional who takes paifboth on board and in the
management of the company at the same time;
3. “affiliate” director: professional who has onef the following characteristics:
former employee of the controlling company or groeimployee of beneficiary of
the pension foundation sponsored by the same compapresentative elected by
employees; former member of the government or pabimpany which is part of
or holds the control; or managing director or ditec of the controlled company or
its affiliates;
4. “other” directors: professionals with no apparelinks with the company or its

controlling shareholders”

The board composition ratio of 142 Brazilian comparthat were surveyed by Leal and
Oliveira (2000) illustrate that 49 percent of totlilectors are controlling directors. 10, 20
and 21 percent of total directors representinglibard belong to internal, affiliate and

other directors, respectively.
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Furthermore, Brazilian corporate law stipulatesiaimum of three members in the board.
However, the average board size is 6.8 membersoud0of 142 surveyed Brazilian
companies have a board of directors with fewer thanembers; and 18 out of those 30

have controlling shareholders.

Additionally, the relationship between companies atockholders is satisfactory and
conflicts between minority shareholders and cohitgl shareholders hinder the board
from acting effective.

“According to IBGC (1998), 48.7 percent of the canigs have their directors chosen by
shareholders, 17.9 percent by their CEO, and onlyeient by an independent group”

(Leal & De Oliveira, 2002, p. 23). Furthermore, gilders are represented in 51.2
percent of the boards, suppliers in 14 percent,iastitutions in 11.6 percent. However,

the directors that were selected by shareholdersnastly not allowed to be independent,
while controlling shareholders control the boardliméctors.

In Brazil, the corporate law authorize that theichan and CEO jobs can be performed by
the same person. Numerically, about 41 percenhertthe CEO is the chairman of the
board while 72 percent of the companies have th® G a member of the board.

Frequently, the board of directors operate onlyadsisers. About 81 percent of the

corporations do not have regulations detailingrtte and duties of directors.

10.1.1 Board size

In a company’'s corporate governance, the boardimctrs is an important aspect.
Considering that, the composition differs in evegmpany, also in an emerging market
such as Brazil. At least three board members ayeined by the Brazilian corporate law
(Law 6404/76, arts. 138 82, 140). Closely held canips, however, are not required to
have a board of directors. Both the Brazilian tsti for Corporate Governance (IBGC)
and the Brazilian securities commission (CVM) recoend 5-9 members in a board.
Furthermore, the CVM Recommendations on Corporatee@ance require companies to
have at least 5 board members when listed on Bavespel 2 or Novo Mercado. In

practice, however, boards tend to be smaller.
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Table 1 indicates the breakdown of the size oftibard of directors in Brazil. Over two-
thirds of the firms that responded have boardsi@ctbrs with between 3 and 7 board

members. Only five Brazilian companies and so 6¥%ehmore than 11 directors.

No. of Directors No. of firms percentage cumulative
percentage

3 14 16% 16%

4 3 3% 19%

5 19 22% 41%

6 11 13% 53%

7 15 17% 70%

8 6 7% 77%

9 4 5% 2%

10 4 5% 86%

11 7 8% 94%

12-15 4 5% 96%

22 1 1% 100%

mean (median) 6.8 (6)

Table 1: Size of the Board of Directors: Black, B. S., dev@tho, A. G., Gorga, E., 2008,
p. 10

10.1.2 Board independence

In many countries companies have to report whetmedirectors are non-independent or
independent. Firms can choose between reportirggitifiormation publicly or in a way
their status can be inferred. However, not so iazBr It is pretty easy to find out from
annual reports which board members are also comptitgrs. One way to do so is to
compare the director’s last names, but it is notoenising method.

Furthermore, many countries require public compange have a minimum number of
independent directors. These requirements areddfateugh a ‘comply or explain’ code of
corporate governance. This means that companies egher choose to adopt the
recommendations or explain why not. An exampletha ‘comply or explain’ code of
corporate governance is the U.K. Combined Code ofp&ate Governance. Brazil,
however, does not have legal requirements for bmalebendence. Furthermore, Brazilian

corporate law states that only one-third of boashbers may be company officers, to be
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specific, Law 6404/76, art. 143, 8§ 1. Black et(2D08) refer to ‘executive directors’ and
‘non-executive directors’. Persons who are botleaors and officers belong to the first
category, other directors to the latter categoriacB et al. (2008) find thatin many
Brazilian companies, some or all of the non-exeeutlirectors represent the controlling
family or group” (p. 11). Furthermore, they indicate that firms mbhave 20% of
independent directors, when companies want tosbedlion Bovespa Level 2 or the Novo
Mercado. In other words, a board of directors sthidwdve either one or two independent

directors, depending on the board size.

Brazilian companies compared to international stassl have few independent directors.
Over a third of the companies do not have indepandieectors at all. Another 18% have
only one independent director. A majority of indegent directors in Brazilian companies
are represented with 10%. However, Black et al080ind that“The tendency for

Brazilian firms have either no or few independentctors is not limited to smaller firms”
(p. 12).

10.1.3 Representatives of controlling shareholdet minority shareholder

Brazilian companies issue both non-voting prefesbdres and voting common shares.
The majority of the latter are held by a contralishareholder or group that are
represented in almost all Brazilian companies. &rssareholders and groups choose the
majority of the board members. Black et al. (208&e that under legal rule, preferred
shareholders or minority common shareholders hdwe right to elect their own
representative or representatives to the board.

Among companies with at least oimelependent director, 42% of firms with preferred
shares have a representative of the preferredistidess in the board. Further 42% have a
representative of the minority common shareholdarsd another 63% have a
representative of one or both groups of minoritgreholders.

Among companies with no independent directors, 4i®e one or more independent

directors representing minority shareholders.
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Now | am going to focus omon-independent directors There are 3 or more non-
independent directors represented in the majofigrazilian companies. Due to the legal
requirement that officers can not exceed one-thfrthe overall board, most companies
have only one or two officers or former officers their board of directors; a few have

none. In total, only 26% have three or more dinecio this category.

Furthermore, Black et al. (2008) determine tHatmost directors are not independent,
[...], and only a minority can be officers, it maksense that a fair number will be non-
officer representatives of the controlling family group” (p. 15). So, about 76% of the
sample of Brazilian companies have at least onk patson; 66% have two or more such

directors and on average there are three suchrpersthe board of directors.

10.2 OWNERSHIP CONCENTRATION

One of the main focuses on studies consideringocatp governance and the board of
directors is the identification of causes and cquoeseces of stock ownership

concentration. One of the basic conclusions dedéls tive differences in the degree of the
shareholder’s protection. However, there were digancies considering the ownership
concentration, the market size, liquidity, dividegmalicies, etc.

| am going to investigate the ownership concerdratn emerging markets, particularly in

Brazil.

In general, the degree of protection varies to dharacteristics of legal frameworks in
different countries. Hence, the concentration otlstownership is negatively related to the
protection of the shareholder’s rights. This metiias countries with a better protection, do
have a better spread of corporate ownership. Funibre, countries with a legal tradition
system coming from the French civil legislation¢lsas Brazil, indicate a higher degree of
ownership concentration. Additionally, countries ttwia less efficient protection
mechanism for shareholders are corporations uraeihyf or state control. In these family-
owned and state-owned firms, there is not a sigmifi separation of ownership and

management.
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Furthermore, there are different rights that candbaved from stock ownership. These
rights can be classified into two uniquely defirngdes. The control rights belong to the
first type. Control rights imply the possibility appointing the corporation’s manager. The
second type, however, is the right to participatéhe distribution of dividends. Both rights
are secured for controlling shareholders in coastriwith a high shareholding
concentration only. According to legal requiremerdgther shareholders do have some
rights too. They do have the right to dividends attter gains paid by their company.
These types of rights operate through three meshemi‘establishing differentiated
voting rights to several stock classes or typesating pyramidal shareholding structures,
and reciprocal participation among companieSaito & Dutra, 2006, p. 99). The ‘private
benefits of control’ is one of the results from dbemechanisms, through which the two
rights are operating. Saito and Dutra (2006) deflme ‘private benefits of control’ as
“benefits appropriated by the controlling sharehetdthat are not distributed to other
shareholders”(p. 99). In other words, this is an incentive ésd circulation of voting

rights in countries where minority shareholderogihpw protection.

Furthermore, there is evidence for the rise of e of benefits by the controlling
shareholders. There is evidence that premiums paceby acquirers of controlling stock.
Additionally, those premiums were in relation te ttmarket value of shares before sale. It
is interesting to see that such extra premium®ctthe idea that benefits from control

stock ownership outweigh the benefits from divécations of their investment portfolio.

Due to the ownership concentration and the evidémcexpropriation, there is a necessity
of control and the board of directors which | aningoto present in the next section after

presenting you some board actions.

10.3 THE NECESSITY OF CONTROL AND BOARD OF DIRECTSR

However, what specific actions do board of directoave to accomplish and why is there
a necessity to control them?
Black et al. (2008) show that about 23% of boardlioéctors had to replace the CEO.

Replacing, however, can have two meanings. Thg frslismissal for poor performance
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and second, a normal replacement when the CE@satir becomes ill. Similarly, about
25% of companies had to replace or were asked ptage one or more officers.
Furthermore, in 8% of the firms the board askednalependent director to resign or did
not propose re-election of an independent dired&bnast but not least, no independent
director had to resign because of a conflict wihohcy. Table 2 shows some more actions
of the board.

'\_ -
Within the last 5 vears, has Yes |% Yes] .u '.:" Total
. missing

the board replaced the CEO 20 23% 68 88
the board replaced (or asked the CEO to replace) one or .

more other officers 22 25% 66 88
the board asked an independent directors to resign, or did not 4 9% 48 52
propose reelection of an independent director ° -
an independent director resigned because of a dispute

over policy 0 0% 52 52

Table 2: Actions of the Board: Black, B. S., de Carvalho@\, Gorga, E., 2008, p. 21

Now | am going to show you why there is a necessigontrol and board of directors.
Monitoring, external directors and board indeperdeare the catchwords to decrease the
possibility of expropriation by controlling shardtlers of company values. It is not that
easy to monitor the manager’s activities. Mechagigme required to be implementid
restrain the creation of rules that benefit exchedy controlling shareholders, so shares
can be priced by the market in an equitable W®&aitro & Dutra, 2006, p. 100). However,
Brazil does not depend on external control mecinasiisn which senior managers have to
deal with the pressure of stock market values hadisk of hostile market acquisitions. In
Brazil, the only alternative for the internal canitis the board of directorsBoard exist in

all publicly held companies, with deliberative ftinos, and constituted by professionals
elected by their own shareholderg§Saitro & Dutra, 2006, p. 100). The role of boaifd
directors is to supervise directors, to accountkeand papers and to activities related to

the company.

In the USA for example, there is a need of extedmactors who are independent from

management and step in with a vast majority, bexatisisagreements that occur between
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the shareholders and senior managers. Hence, floetsnaf executive directors in boards
would take over the controlling function and setliferences.

In countries such as Brazil, however, conflicts egaein the relationship between
controlling shareholders and minority sharehold@iserefore, an independent board of
directors would depend on the controlling sharetidldand not on the influence of

executive directors.
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11 CONCLUSION

For hundreds of years, research is done on thertamme of board of directors across
boundaries in different organizational forms facthg agency problem that exist between
company’s owners, its shareholders and managementadays, many areas of corporate
governance are still unsolved. Scholars and expectsasionally, investigate the role of
board of directors and how to improve them to beffisient as possible while considering

the shareholders’ profit maximizing orientation.

| have analyzed four groups of directors — thedess, outsiders, institutional portfolio
holders and independent directors. However, thedbocamposition and board size differs
from country and corporate governance system andffdet performance whether the
corporation is estimating an equilibrium or nondéguum situation. Unfortunately,

insufficient findings on this topic circulate amoadarge number of scientific studies and

so, more research has to be done to consider trd’b@fficiency very carefully.

In the late 1990s, board reforms started to flbtubgcause of scandals of well-known
corporations and takeover-activities. The incregasmmpetition, the firm performance and
the shareholder protection as well as many othetorfa called for changes. However,
studies provide evidence of the inefficiency of tobaeforms considering the board’'s
multiple functions such as strategy setting, mamegg monitoring, crisis management
and regulatory compliance. Furthermore, reforms enakistakes such as short-term
rebuilding confidence of investors or calming dosirareholders’ anger to next elections.
So, reforms are rumoured to have one-size-fite@llsequences that tend to trace instead
of causing changes in boards and are caused dmarket forces and regulations. The
consequences of board reforms are obvious: (1)roks were implemented in large listed
industrialized jurisdictions, but also in small amdn-listed companies in emerging
markets with the consequence of being an inflexitdstly one-size-fits-all product’, (2)
too detailedregulatory implications result in trade-offs and {Bterest groups started to
avoid reforms that would significantly endangertipeivate benefits.

Furthermore, reformers have to consider the cotpayavernance system when trying to
improve corporate governance issues. The strongrniational competition among

corporations originating from the ‘Anglo-Saxon’ porate governance systems lead to
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reformers wanting companies to adopt parts of Amgfo-Saxon-system’ that, however, is
not converging to all corporate governance systatral. It is worth to mention that the
‘Anglo-Saxon-system’ has the best shareholder ptioi® compared to other systems.
Again, scholars and experts do not know if ther@ @®rporate governance system that will
be flexible enough to converge easily. Howeverwdrld-wide competition increases,
companies and organizations will result in impletimen the ‘best-practice’ corporate

governance, which is the ‘Anglo-Saxon’ system.

About thirty countries are in transition to highlevels of economic development and
hence, adopted the name of “emerging markets”. &merging markets gained the
investor’s interest, though indicating a high manksk and volatility as well as the lack of
financial products and services available to fareiyestors.

Latin America do exhibit interesting corporate gmance systems and a high ownership
and control concentration, especially in Brazil aswl is my choice of representing
emerging markets.

To be able to understand the consequences thatasaten of ownership and control are
facing, | had to measure the importance of the osimp and control structure by
comparing voting rights with cash flow rights. Tlagter represent the ownership structure
which influences the efficiency of the market farmorate control directly, while voting
rights represent the control structure which inigesé to whom the company finally
belongs. There is strong evidence that corporatéralos privately owned because of the
low cash flow rights to voting rights ratios ane tflightly decreasing separation. Though
the separation is being encouraged because oftehidee protection and so on, the result
is remarkable. Evidence indicates that the semardietween the ownership and control
structure has a negative effect on a company’sopegnce as well as valuation and

engender the agency problem, entrenchment andllmgneffect, additionally.

Another important aspect are the effects of thetrposvalent Latin American ownership
structures on firm performance, in particular fansifructures and business groups.
Evidence shows that family-controlled firms do haveetter performance than non-family
controlled firms. Furthermore, if family-controlledompanies would improve their
governance bodies, management skills and starat® about market control, they will
overcome the majority of their traditional weakressand take advantage of their strengths

to succeed.
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The effect of business groups on performance deparitle corporate governance and the
firm consolidation and the relationship between exship concentration - economic and

voting rights - and social ties - interlocking diters and family ties.

The emerging markets have enough sources to réasearboard of directors. Leal and
Oliveira (2002) find four groups of directors befjomg to the board of directors: (1)
director responding the control group, (2) interdaméctors, (3) affiliate directors and (4)
other directors. In their study of 142 Braziliamygmanies, 49 percent of total directors are
controlling directors. 10, 20 and 21 percent odltalirectors representing the board belong
to internal, affiliate and other directors, respasdy. Furthermore, Brazilian corporate law
stipulates a minimum of three members in the bodmvever, the average board size is
6.8 members. 30 out of 142 surveyed Brazilian congsahave a board of directors with
fewer than 5 members; and 18 out of those 30 hantalling shareholders. These results
indicate that because of the ownership concentratimwed above, there is evidence for
expropriation and a necessity of control and therthof directors.

At last but not least, there are possibilities ¢aluce the expropriation by controlling
shareholders of company values. These possibiligies reinforcing the monitoring
function, implementing external directors and reining board independence.

In the end, my diploma thesis has shown that tiestill more research to be done on
every aspect considering board of directors, pagity in emerging markets. This is a
rather new topic, so we have to watch how corpogateernance will develop and how

board reforms will affect the board of directors tasnew developments. Scholars and
experts differ in opinion. This may be a reasort thay focus on different aspects and aim
at different results considering board of directdheir tasks and it's development. They
have to realize that when in Rome, do as the Rordansit is impossible to standardize
corporate governance systems worldwide. The ondgipdity is to adapt parts of different

systems that can be implemented, otherwise theengysitem will break down.
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V. APPENDIX

(1) Abstract

Das Interesse an Corporate Governance, im Sperigde Aufsichtsrate, stieg im Laufe
der letzten Jahrzehnte rasant an. Im Mittelpunkelevi Diskussionen steht eine
zielgerichtete und verantwortungsvolle Unternehrfigmsing, die aufgrund von
steigenden Unternehmensibernahmen angestrebt doleyé wird. Einige Grinde fir
das ankampfen des Privatsektors gegen Misstrauen Zweifel sind milliardenhohe
Defizite amerikanischer Investmentbanken in derrefa2007 und 2008, Bilanzskandale
in internationalen Unternehmen sowie die Prasenm waberdurchschnittlichen
Managementgehaltern. Aufgrund dessen werden besonde boérsennotierten
Unternehmen immer hohere Anforderungen an transpar&nternehmensaktivitaten
gestellt. Weiters wird ein Hauptaugenmerk auf dewBhrung von Aktionarsinteressen
gelegt. Vor allem in Schwellenlandern wie jene in Latein éamka, in denen die
Rechtssysteme tendenziell unterentwickelt und ddroAarsschutz schwach sind, ist der
Bedarf einer erfolgreichen Corporate Governancéh8tudien indizieren, dass eine durch
Aufsichtsrate erfolgreich gelenkte Corporate Gomaoe zu Wirtschaftswachstum und

Stabilitat am Finanzmarkt fihren.

Trotz des hohen Marktrisikos, dem Mangel an Finaodypkten und unzureichenden
Informationen fir ausléndische Investoren, gewindienSchwellenlander immer mehr an
Interesse. Im Rahmen meiner Diplomarbeit behanthedie theoretischen Ansétze der
Aufsichtsrate und analysiere anschlielRend derewiBkiting in Brasilien. Brasilien ist ein
Beweis dafir, dass auch in einem Schwellenlancemé&m schwachen Rechtssystem, ein
hoher Aktionarsschutz und hohe Transparenzauflagé&echterhalten werden kdnnen, die

dem internationalen Wettbewerb durchaus standhalten

49 Prozent aller Direktoren gehéren den ControllBigareholdern an. 10, 20 und 21
Prozent aller reprasentierenden Aufsichtsrate, gehfgweils den internen, externen und
anderen Direktoren an. Uberdies setzt das braisiihe Unternehmensgesetz vor, dass
mindestens drei Mitglieder dem Aufsichtsrat angehoDie durchschnittliche Gro3e des
Aufsichtsrates besteht aus 6.8 Mitgliedern. 30 wvosgesamt 142 begutachteten
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brasilianischen  Unternehmen weisen eine Anzahl vomeniger als 5
Aufsichtsratsmitgliedern auf, und 18 aus den 14RehaControlling Shareholders. Diese
Resultate veranschaulichen das Problem der Zwasigenhg und beweisen, dass

Aufsichtsrate und Kontrollfunktionen im brasiliadien Markt von Néten sind.

Entwicklungen der Unternehmenspolitik missen belatesic werden, um zu erforschen,
inwieweit Reformen die neuen Entwicklungen der Aalftsrate beeinflussen. Zuerst
jedoch missten Experten realisieren, dass die hittenenspolitik den drtlichen
Gepflogenheiten angepasst werden muss, da eineweitelt Standardisierung der
Unternehmenspolitik zu keiner LOsung fuhrt und dganze System mit einem

Zusammenbruch droht.
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