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Chapterr 1
Introductionn and Outline

11

Introduction and Motivation

Corporatee governance deals with the way in which parties that are stakeholders of the firm
controll corporate decisions. These stakeholders include management, investors and
employees,, but also more indirectly related parties such as consumers and suppliers. In the
standardd neo-neoclassical economic theory, there is no scope for studying corporate
governancee issues. Firms are treated as organizations in which all decisions are completely
directedd towards profit-maximization. No agency problems or coordination problems exist.
Accordingg to this view, one can simply consider the firm as a single entity (i.e. as a
productionn function) and neglect the presence of the many different parties that are involved
inn producing and selling the output.
Thee modern economist's view about corporations is that they are in fact complex
organizationss that cannot be represented by a single entity.1 Managers, employees and
financierss each have their own objectives and these may be quite different from profit
maximization.. Moreover, they are likely to disagree about the decisions that they prefer the
companyy to make. Management may want to retain their positions even if they are not very
suitablee for the job. Even financiers might prefer the firm to deviate from firm value
maximization.. A bank that has a large amount of loans outstanding to a firm will be best of if
thiss firm would direct its decisions towards maximizing the probability that the loans are
repaid.. Similarly, maximizing shareholder value is not always identical to maximizing firm
valuee if the firm also has debt outstanding.
Thee existence of such conflicts of interests between different stakeholders implies that
corporatee decisions are not necessarily driven by profit maximization motives. In principal,
thesee conflicts can be perfectly resolved by writing contracts that dictate that the actions of all
thee stakeholders should be solely directed towards maximizing the total value of the firm.
Suchh comprehensive contracts, however, are prohibitively costly to write and to enforce. In
reall life, contracts are incomplete in the sense that there will be many corporate decisions
aboutt which contracts have little to say. To understand firm behavior we therefore need to
'' See Berleand Means (1932), Jensen and Meckling (1976), Garveyand Swan (1994), Hart (1995a) and Prowse
(1994)) for more elaborate discussions of the shortcomings of the neoclassical theory of the firm.
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studyy how and whether different stakeholders are able to exert control over these corporate
decisions.. This is precisely what corporate governance is all about.
Inn this dissertation, we present five distinct papers that contain original work on
corporatee governance. We thereby focus on governance issues that arise from external
financingfinancing by the firm. In large companies, the financiers of the firm (i.e. the debt holders and
shareholders)) are not also the ones that are running the firm on a daily basis. Because the
returnn on their investment will critically depend on the firm's policy, financiers will be
concernedd about the degree in which corporate decisions will reflect their interests and not
justt those of other stakeholders. Finance and corporate governance are therefore intimately
related.. Over the last fifteen years, the corporate finance literature has recognized this
interdependencyy and much of the corporate finance literature is now directed towards
studyingg how control over the company takes place. More recently, practitioners and policy
makerss have made considerable efforts as well to analyze corporate governance. In many
developedd countries, special corporate governance committees have been installed that report
onn current governance practices.
Thee objectives of all these efforts is to gather precise information about the differences
inn governance structures of firms, both within countries and between countries, and to
determinee the implications of such differences for corporate decisions. This dissertation tries
too contribute to this research. It consists of both empirical and theoretical work on the
intersectionn between corporate finance and corporate governance. In our empirical work, we
studyy the basic governance characteristics of Dutch firms that are listed on the local stock
market.. We also analyze whether differences in the governance structures across these firms
tendd to affect the decisions that are made within the firm. Our theoretical work concerns a
game-theoreticall model that compares the costs and benefits of different

governance

structuress and of an extensive survey of the relevant corporate finance literature.

22 Approach and Focus of Our Analysis
Thee main body of this dissertation consists of empirical work on corporate governance in the
Netherlands.. We collect data on the governance characteristics of Dutch firms and we look at
somee of the implications for corporate decisions. Our sample of firms consists of companies
thatt are listed on the Dutch stock exchange. For describing the governance characteristics, we
focuss on four different aspects of these companies. The first one relates to the way in which
thee shares of a company are distributed across shareholders. We will refer to this as the
ownershipp structure of the firm. Uncovering the ownership structure of the firm is important
forr several reasons. By determining how much of the shares of the firm are owned bv
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corporatee insiders, one can get an impression about the extent to which the wealth of
corporatee insiders is directly tied to the market value of the equity of the firm. If topexecutivess or independent directors (e.g. (supervisory) board members that are not also on the
managementt board of the company) own a significant fraction of the shares, their decisions
willl have a close impact on their wealth. Ownership by these insiders can therefore align the
interestss of corporate decision-makers with (other) shareholders.2 Another reason why the
ownershipp structure of the firm may be important for corporate decisions is that concentrated
ownershipp by outside shareholders might give these equity holders the incentives and the
abilityy to monitor and control the firm.3 A shareholder that only owns a minimal amount of
sharess has little to gain from such costly efforts. Both these observations suggest that the
ownershipp structure of the firm may affect corporate decisions.
Thee second aspect that we focus on when describing the governance characteristics of
companiess is the way in which control rights are formally allocated over different
stakeholders.. Dutch firms rely heavily on all kinds of takeover defenses. They frequently strip
thee votes from the shares or issue so called 'golden shares' to corporate insiders. These golden
sharess often carry the right to control the appointment of insiders or to veto major decisions.
Inn addition, some firms are legally required to adopt a special governance regime called the
'structuurregime',, which severely curbs the voting rights of shareholders. As a result of these
arrangements,, control over major decisions such as mergers or the appointment of
managementt and non-executive board members is transferred from (the general meeting of
the)) shareholders to corporate insiders. The firm thus formally dilutes the control rights of
shareholderss and this may influence corporate behavior.
Thee third aspect that we concentrate on is the internal control imposed by the
supervisoryy board.4 In practically all the firms that are listed on the Dutch stock exchange,
managementt and supervision are strictly separated through a two-tier board structure. The
powerr of these supervisory boards is potentially very large. The dilution of the control rights
off shareholders that we just referred to often results in a transfer of control rights from
shareholderss to the supervisory board.
Thee fourth aspect that will be central in our analysis concerns the different ways in
whichh banks or, more generally, financial conglomerates are involved with firms. In the
"" On the other hand, the corporate finance literature has identified various reasons why insider ownership might
intensifyy conflicts of interests between shareholders and corporate insiders. For example, risk aversion of
managerss that own a substantial amount of the shares may induce conservative corporate strategies. Also, insider
ownershipp may entrench management because it gives them voting power.
Withh outside shareholders we mean shareholders that are not members of the management or supervisory
board. .
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Netherlands,, banks/financial conglomerates are not only allowed to supply loans but they can
alsoo hold large equity stakes in the firm. In addition, as we will see, they are sometimes
representedd on the supervisory boards of listed firm. Such ties between firms and banks might
bee important for corporate decisions because they potentially lead to control by banks.
Thesee four aspects of the governance structures of companies are central in much of
thee global debate on corporate governance. The reason for this is that if we focus on these
fourr characteristics, we observe dramatic differences in the way financial systems are shaped.
Ownershipp of shares in most Continental European countries is far more concentrated than in
thee US and the U K / Compared to these last two countries, the control rights of shareholder
aree relatively weak in Continental Europe.6 We also observe substantial differences between
thee role of banks in the financial systems across countries. For example, the relative
importancee of bank loans versus bond financing varies dramatically from country to country.7
Thesee observations suggest that governance structures are rather heterogeneous across
countries.. To determine to what extent such differences translate into disparities in corporate
policyy or in firm performance is a complex and delicate task that can only be accomplished by
aa vast amount of research. The empirical work in this dissertation contributes to this quest.
Wee not only derive the governance characteristics of Dutch listed firms but also investigate
thee implications for corporate decisions and firm performance. We thereby focus on four
topics.. The first one concerns the incidence that management and supervisory board members
leavee the firm. Such departures can be informative about the accountability of these corporate
insiders,, especially if we relate them to corporate performance. If those that are responsible
forr corporate policy are also (held) accountable for the consequences, we expect that the
probabilityy of observing a turnover is decreasing in the performance of the company.
Accountabilityy will be of immediate relevance when studying turnovers in the
managementt board. These members are closely involved with corporate policy on a daily
basiss so that if a management board member leaves the firm after poor firm performance,
theree is probably a relation with the achievements of this manager. In this sense, turnovers of
supervisoryy

board

members

might

be less directly

interpretable

as

accountability.

Nevertheless,, if we find that poor corporate performance is accompanied by the departure of
supervisoryy board members, this suggests that there is a response within the board to the

Inn the corporate finance literature, the board of directors or the supervisory board is generally considered to be
aa corporate insider. Hence, control by these institutions is frequently referred to as 'internal control by the
board*. .
55
See for example Franks and Mayer (1990, 1997b). La Porta, Lopez-de-Silanes and Shleifer (1998) and Becht
(1997). .
66
See, La Porta. Lopez-de-Silanes, Shleifer and Vishnv (1997a, 1998) and Demiriuic-Kunt and Maksimovic
(1998). .
"" Mayer (1988). Gorton and Schmid (1996) and Thakor (1996).
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performancee of the company. The fact that such a response then leads to a departure of board
memberss suggests a certain degree of responsibility within the board. We therefore also
interprett this as a sign of accountability of the board.
Byy analyzing turnovers at the top-level of the company, we can also obtain more
knowledgee about the importance of the governance characteristics of firms. This brings us to
thee second topic that is central in our empirical research, which concerns the question of
whetherr or not there is evidence that (outside) investors exert control over Dutch firms. In this
respectt we investigate whether the presence of large shareholders is important for explaining
managementt and supervisory board turnover. As we already stated, if a shareholder owns a
significantt fraction of the shares she potentially has the incentives and ability to monitor and
controll the firm. If blockholders indeed monitor the firm, they may be responsible for
initiatingg changes in the composition of the management or supervisory board. Similarly, we
checkk whether banks tend to exert control over the composition of the management board. We
alsoo provide a more indirect test for the relevance of investor control in the Netherlands by
linkingg the performance of companies to both the presence of large shareholders and to the
tiess between firms and banks.
Thee third topic relates to assessing the consequences of block ownership by
managementt or supervisory board members. More specifically, the incentives to maximize
shareholderr value might be improved as the stakes of these corporate insiders increase. We
directlyy test for the relevance of this incentive effect by relating performance to insider
performance. .
Thee fourth topic that we concentrate on concerns the importance of the voting rights of
shareholderss for corporate governance in the Netherlands. We are particularly interested in
investigatingg whether control over votes by the firm and the existence of the special
governancee regime ('structuurregime') that we referred to earlier have implications for
corporatee decisions. By stripping the votes from their shares, many firms control a significant
fractionn of the votes of outside shareholders. Management might then become entrenched
becausee shareholders completely loose their formal control rights. We therefore analyze
whetherr management is less accountable to poor performance in these firms and whether
performancee is negatively affected by such a separation of voting rights and cash flow rights.
Similarr conjectures concerning a negative influence on corporate governance have been put
forwardd by opponents of the special governance regime. Firms that operate under this regime
havee to transfer most of the control rights from the shareholder meeting to the supervisory
board.. The rights of shareholders are then severely curbed. By examining the effect of the
governancee regime on management turnover, supervisory board turnover and corporate
performance,, we will be able to learn more about the relevance of these conjectures.

66
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Thiss dissertation also consists of two theory-oriented chapters. The first one is a
literaturee review that discusses some recent advances in the theory of corporate finance. It
therebyy highlights how research in corporate finance has evolved from capital structure theory
too corporate governance. The second one presents a model that describes different corporate
governancee constellations and that allows us to assess the optimality of alternative corporate
governancee systems. That chapter adds to recent insights of the theoretical literature that
intensivee monitoring and control over agents such as top-executives of companies might in
factt be inefficient in terms of firm value. In the next section, we provide a more detailed
descriptionn of all these chapters.

33

Outline of the Dissertation

Thee remainder of this dissertation consists of five more chapters. Chapter 2 provides the
literaturee survey while Chapter 3, 4 and 5 contain the empirical work on the governance of
Dutchh listed firms. The sixth chapter then presents the theoretical model that we just referred
to.. In all of these chapters, the focus is on the control aspects of corporate finance. We now
brieflyy outline each of these chapters.
ChapterChapter 2 is called "Why Finance Matters: From Capital Structure Theory to
Corporatee Governance". It provides an overview of the theoretical literature from the
perspectivee of the information and agency problems that are associated with corporate
financing.. The purpose of this chapter is twofold. First, it aims at highlighting how the
methodd of financing (i.e. the mixture of funding sources and the design of financial contracts)
matterss for the ability of firms to finance their activities. The second goal of this chapter is to
showw that corporate governance and corporate finance are intimately related.
Wee start that chapter with a discussion of the more traditional capital structure
literature,, which offers some basic insights in the debt-equity choice that a company faces.
Wee then move on to the more fundamental security design question as we derive the basic
characteristicss of optimal financial contracts under various assumptions. The final two
sectionss of Chapter 2 deal explicitly with control aspects of financing, which directs the
discussionn towards the governance aspects of corporate finance.
Inn Chapter 3 we provide a comprehensive overview of the Dutch system of corporate
governancee for firms that are listed on the local stock market. We focus on the four
governancee characteristics that we identified earlier: (1) the ownership structures of these
firms,firms, (2) the way in which the control rights of their shareholders are diluted, (3) the design
off internal control and (4) their ties with banks/financial conglomerates.
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Wee first analyze the precise nature of the separation of ownership (of shares) and
controll in The Netherlands. To this end, we construct the ownership structure of Dutch listed
firms.firms. The shareholders of these firms are required to disclose their holdings if these exceed
5%% of the shares of a firm. We collect these ownership data and classify the disclosing
shareholders.. This gives an indication of the degree in which ownership is concentrated and
shedss a light on the importance of insider ownership as well as the identity of the major
blockholders. .
Wee then address the dilution of shareholder control rights in The Netherlands. This
dilutionn arises from the adoption of takeover defenses by firms and from the particular
governancee laws in this country (in Dutch: 'structuurregime').
Afterr that, we take a close look at how internal control is designed through the board
off directors. Almost all firms that are listed in the Netherlands have a separate supervisory
board.. We investigate whether the performance of the company is important for the
probabilityy that supervisory board members leave the firm. Also, we check whether the
ownershipp structure of the firm and the allocation of control rights over different stakeholders
aree important in explaining supervisory board turnover.
Finally,, we concentrate on the role of banks in financing firms and their potential to
exertt control over firms. The Dutch financial regulators recently allowed the formation of
financiall conglomerates. As a consequence, most banks are engaged in investment banking,
offerr mutual funds and provide insurance services. These financial conglomerates are
importantt shareholders, supply bank loans and represent themselves on the supervisory board
off firms. We present data on these ties between financial conglomerates and listed firms to get
ann impression about the control potential of Dutch 'banks'.
ChapterChapter 4 is titled "Management Turnover and Corporate Performance in the
Netherlands".. It is often claimed that management in the Netherlands does not care
sufficientlyy about shareholder value and that the overall degree in which shareholder control
rightsrights are diluted is an indicator of that. Some even argue that management in the Netherlands
iss entrenched and that they largely control their own positions. To investigate these
conjectures,, we present a basic test that reveals to what extent management is (held)
accountablee to corporate performance. We analyze whether poor stock price performance and
poorr earnings performance increase the probability that the CEO or other members of the
managementt board leave the firm. If management would not be very concerned about
shareholderr value, we expect that poor share price performance only has a small or negligible
effectt on the probability that management board members retain their positions. Also, to
furtherr investigate whether the accountability of management to corporate performance
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suggestss managerial entrenchment, we compare our results with those found for countries
withh corporate governance systems that are considerably different from 'the 1 Dutch system.
Wee then examine whether the governance characteristics of individual firms affect the
relationn between performance and management turnover. If large shareholders are vital for
enforcingg turnovers in the Netherlands, the presence of blockholders will be important for the
probabilityy that top-executives leave the firm. We also search for evidence that banks exert
controll by enforcing that management board members leave the firm and analyze whether
corporatee control over votes reduces the accountability of management in terms of a lower
responsee of management turnover to poor performance.
Inn Chapter 5 ("Corporate Governance Mechanisms and Firm Performance in the
Netherlands"),, we use the governance data presented in Chapter 3 and examine whether
differencess in corporate performance can be explained by differences in the governance
structuree of companies. Using four different proxies for corporate performance, we exploit the
cross-sectionall variation in both the ownership structures of the firms and in the control rights
shareholders.. This helps to answer the questions whether the presence or identity of large
shareholderss matters for the performance of companies and whether the dilution of
shareholderr control rights has direct implications for the value of the firm.
ChapterChapter 6, which is titled "Monitoring, Shareholder Activism and the Correction of
Manageriall Failure", presents a theoretical model that focuses on the effectiveness of
monitoringg in correcting managerial failure. We explicitly recognize that control over large,
publiclyy owned companies is often best characterized by a framework where agents monitor
agentss on behalf of principals. This hierarchical setting not only arises because monitoring
takess place by designated parties such as independent board members or the supervisory
board,, but also because oversight by large shareholders is not identical to monitoring by
principals.. These shareholders are often corporations themselves and thus serve as agents of
theirr own shareholders.
Too capture this hierarchical nature of monitoring of management, we focus on the
behaviorr of a monitor whose task consists of detecting and correcting managerial failure and
whosee actions are driven by her reputation of being a capable monitor. We thereby
concentratee on the distance between the firm and monitor. One might expect that from the
perspectivee of firm value it would be optimal to ensure that monitoring takes place from a
minimall distance to the firm. Our analysis however shows that this is not necessarily the case.
Wee also investigate whether non-monitoring parties such as (small) shareholders are willing
too intervene in the firm to correct monitoring failures.
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Concluding Remarks

Thee main objective of this thesis is to obtain some fundamental insights in the governance
structuress of Dutch listed firms and to analyze whether differences in these structures tend to
affectt corporate decisions and performance. Investigating these issues is not only interesting
fromm an intellectual point of view. Corporate governance is about control over corporate
decisions,, and therefore about firm behavior. Deficiencies in the governance system may have
adversee consequences for the economy. If investors perceive that their interests are
insufficientlyy safeguarded by current arrangements, they will raise their required rate of return
whenn offering funds to the company. As a consequence, firms might be unable to make
investmentss that have positive value from an economic point of view. This thesis therefore
presentss a serious attempt to contribute to our knowledge about the efficiency of the Dutch
financiall system to allocate capital to the corporate sector.

Chapterr 2
Whyy Finance Matters: From Capital Structure Theory to
Corporatee Governance

11

Introduction

Academicc work in the area of corporate finance has increased considerably over the last three
decades.. By now, corporate finance has gained a distinctive position in the field of
economics.. The underlying question that the corporate finance literature focuses on is whether
orr not firms are confronted with serious impediments when they wish to obtain funds from
investors.. Modigliani and Miller (1958) provide one of the first rigorous contributions on this
issue.. They show that in a world with perfect financial markets, the financial policy of the
firmfirm is irrelevant. The firm cannot enhance its value or lower the total cost of capital through
itss financial decisions. The intuition behind this result is that with perfect capital markets,
investorss can undo or replicate any financial decision of the firm. The financial policy of the
firmfirm does not alter the investment opportunities of financiers. The total revenue of all
securitiess that the firm issues is therefore independent of the way the cash flow rights are
designed. .
Thee irrelevance of financial policy of the firm brings about a separation of real and
financialfinancial decisions within the firm and companies do not have to worry about financing their
activitiess at the right terms. Although the argument is pervasive, it does not fit very well with
reality.. Firms do seem to care a lot about how they finance themselves. The research that
followedd therefore aimed at assessing the robustness of this 'irrelevance result' by taking into
accountt market imperfections. The first step was to allow for the presence of taxes (corporate
ass well as personal)) and bankruptcy costs. This strand of the literature recognized that interest
paymentss and dividend payment are generally treated differently by the tax code and that
bankruptcyy is costly. Ultimately, this led to theories about the optimal capital structure of the
firm. firm.
Ass Myers (1984) concludes, this research has not provided us with insights that are
powerfull enough to explain corporate financing patterns. Bankruptcy costs appear to be too
Seee for example the contributions of Modigliani and Miller (1963). Miller (1977) DeAngelo and Masulis
(1980a.b)) and Haugen and Senbet (1978, 1988) for some early work. Berens and Cuny (1995) provide a more
recentt contribution to this literature.
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smalll to prevent firms from taking on large amounts of debt relative their equity, in order to
profitt from the associated tax benefits. Some authors even doubt the relevancy of these costs
forr capital structure choices because they can potentially be avoided through renegotiation
(seee Haugen and Senbet 1978, 1988).
Fromm the 1970s on, the consequences of asymmetric information and agency problems
becamee a topic of analysis. Most modern companies are to some extent financed by investors
whoo are not engaged in running the firm. Firms are therefore managed by agents that at most
holdd an equity stake in the firm. This separation of finance and management leads to potential
agencyy problems and informational frictions that may severely reduce the possibility of firms
too finance themselves at the correct terms or even to obtain any funding at all.
Inn this paper we review the theoretical corporate finance literature that takes the
separationn of finance and control as a starting point for analyzing the corporate financing
decision.. Following the modern developments of this literature, we take a broader perspective
onn corporate financing than merely considering the choice between debt and equity. When a
companyy seeks outside financing, it has to design and sell a financial contract that allocates
cashh flow rights and control rights over investors. In the presence of asymmetric information
aboutt the true value of these securities, the design problem primarily concerns the allocation
off cash flow rights. Outside investors do not care about the extent to which the securities that
theyy buy carry control rights that allow them to influence corporate policy. With agency
problems,, however, these control rights are crucial for their willingness to invest in the firm.
Investorss can use them to control corporate decisions and therefore to resolve conflicts of
interestss about them.
Thee literature has recognized these security design aspects of corporate financing and
hass become increasingly focussed on investigating the optimal design of cash flow rights and
controll rights when firms want to finance themselves. So, in stead of taking the set of
securitiess from which a company can choose to finance itself as given, the so called security
designn literature endogenizes financial contracts by deriving the optimal contract in a setting
wheree there is adverse selection or where there are agency problems. Endogenizing financial
contractss is useful because it may provide a strong economic rationale for the observation that
firmss rely mostly on debt and equity when they have to finance themselves. Also, due to
financiall innovation, the menu of financing choices has expanded greatly in the last 25 years.

99

We use the term "separation of finance and control' to indicate that we focus on any form of external financeSomee authors, for example Shleifer and Vishny (1997), cast their analysis in terms of "separation of ownership
andd control". However, in the literature, ownership is often associated with residual control rights, i.e. the right to
decidee in situations where contracts do not specify the precise decisions to be taken (see for example Grossman
andd Hart 1986 and Hart 1995). According to this view, the shareholders of the firm are the owners, while some
off the control rights are delegated to the board of directors.
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Endogenizingg the securities that a firm issues may enable us to explain the rapid pace in
financiall innovations.
Thiss change in focus has taken the corporate finance literature away from the
traditionall capital structure approach and our survey displays this development. The
organizationn of this chapter is as follows. In the next section, we will start of with the more
traditionall approach as we introduce the agency and information problems that a separation of
financee and control brings about. We then show that the capital structure of the firm or the
choicee for debt or equity influence the extent to which these agency and information problems
manifestt themselves. In Section 3, we move on to the so-called security design literature that
analyzess the basic characteristics of optimal financial contracts under asymmetric
information.. The focus in that section is on the design of cash flows rights because these are
essentiall for resolving adverse selection problems. In Section 4, we consider how the joint
allocationn of cash flow and control rights through financial contracts can be helpful in
overcomingg agency problems.
Thee analysis concerning the importance of control rights directs the attention towards
corporatee governance issues. Although financial contracts typically allocate control to
investorss and other parties, this does not mean that most corporate decisions will in fact be
directlyy governed through detailed specifications in these financial contracts. There will be
manyy corporate decisions about which contracts have little to say. This incomplete nature of
(financial)) contracts implies that there will be residual control rights that have to be allocated.
Thee corporate governance literature mainly looks at the arrangements that determine which
partyy effectively controls decisions that are not directly governed through contracts. In
Sectionn 5, we will relate corporate governance to the previous sections of this survey, thereby
stressingg the intimate relationship between corporate finance and corporate governance.
Thee amount of theoretical and empirical work in this area of corporate is considerable.
Wee will only focus on the theoretical contributions. Moreover, we narrow down the
discussionn somewhat further. We ignore the role of dividend policy under agency and
informationn problems. Allen and Michaely (1995) summarize a large proportion of the
relevantt literature. We also suppress an analysis of the literature that studies the importance of
financiall contracting from the perspective of corporate takeovers. Harris and Raviv (1992)
andd Allen and Winton (1995) provide recent surveys on this topic. Finally, we largely ignore
anyy special function of bank loans. We refer to Bhattacharya and Thakor (1993) and Ongena
andd Smith (1998) for an overview on this topic.
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Asymmetric

Information,

Agency

Problems

and

the

Capital

Structuree of the Firm
Att the heart of the relevance of information and agency problems for corporate finance is the
separationn of finance and control. We therefore start in Section 2.1 with a brief description of
thee nature of the separation of finance and control and the agency and information problems
thatt it brings about. We then move on to discuss how the capital structure of the firm and the
severityy of agency and information problems are intimately related. Section 2.2 analyzes how
thee capital structure of the firm (or the choice for debt or equity) can help to overcome the
hazardss of asymmetric information. We also show that the firm may be able to credibly signal
itss value by properly arranging its financing strategy. Section 2.3 addresses the relation
betweenn agency problems and the capital structure of the firm.

2.11

Separation of Finance and Control, Asymmetric Information and

Agencyy Problems
Separationn of finance and control occurs whenever a firm relies on funds that are supplied by
partiess that do not run the firm from day-to-day. Almost all companies are characterized by
somee degree of separation of finance and control. For small firms, the separation is probably
limited.. The entrepreneur/manager presumably holds a significant equity stake in the firm.
Butt even these firms tend to rely on some outside financing in the form of debt, which
introducess some degree of separation of finance and control. For large companies, the
separationn is often complete. Management typically provides a negligible part of the funds
thatt are needed but at the same time (potentially) controls many decisions that have to be
madee by the firm.
Thee separation between finance and control is valuable because firms can then be run
byy managers who are selected on the basis of their skills, instead of on the basis of their
wealth.. Moreover, it allows investors to diversify their funds across firms, which improves
riskk sharing and lowers the cost of capital. Such a separation, however, also creates potential
costss because it gives rise to information frictions and agency problems that reduce the
attractivenesss of outside financing.

Seee Fama and Jensen (19S3) for a more elaborate view on the nature of the separation of finance and control
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2.1.11 Asymmetric Information about the Value of the Firm
Thee situation that a firm is financed by some investors who are not involved in day to day
decisionss of the firm creates an informational advantage of management over these investors.
Firmss are complex organizations and managers are likely to have more precise information
aboutt the firm's actions, performance and positions in different product markets. The superior
knowledgee about the performance and prospects of the firm that managers have implies that
theyy will also possess more precise information about the value of existing or newly issued
securitiess than investors do. Whenever the firm wishes to obtain additional funding, it has to
selll securities to investors who are aware that they are at an informational disadvantage
concerningg the value of the securities they are buying.
Suchh an unequal distribution of information gives rise to the classical 'lemons'
problemm and it is generally known that markets may not perform very well under these
circumstancess (Akerlof 1970). To see this, consider a situation where there is asymmetric
informationn about the prospects of investment projects and where the firm needs new capital
too finance this project. The project is economically beneficial in the sense that the true net
presentt value, i.e. the net present value in absence of the asymmetric information, is positive.
Assumee that there is no information asymmetry about the future cash flows of the existing
assetss of a firm. If the project is relatively good compared to the market's assessment, the firm
willl have to issue securities (for example, debt or equity) that will be sold below their true
value.. The current security holders will therefore be subsidizing the new ones. If this subsidy
iss larger than the (true) net present value of the project, it is in the interests of the current
securityy holders not to undertake the project. From the perspective of the firm, new capital is
thenn too costly. On the other hand, if the project is of less quality than the market's
assessment,, the new security holders are subsidizing the old ones. In the latter case, projects
thatt are economically inefficient might be undertaken. In both scenarios, the capital market
functionss sub-optimal in financing corporate activities.

2.1.22 Agency Problems
Anotherr drawback of the separation of finance and control is that it introduces agency
problems,, i.e. conflicts of interest between investors and those in control. Management is
delegatedd the decision power to act on behalf of the investors. At the same time, the
objectivess of management do not naturally coincide with those of investors. Management may
preferr the firm to grow beyond the optimal size, merely because they obtain prestige from
runningg a larger firm. Similarly, re-structuring the firm or replacing officers is often a painful
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matterr and management may choose to delay such decisions. Similarly, management may
choosee to stay on their jobs even if there are better candidates out there. These observations
pointt at a rigidity that is rooted in managerial concerns about their careers and reputations.
Conflictss of interests may also arise between different security holders. Creditors and
shareholderss might disagree about the policy of the firm because they do not necessarily
benefitt equally from corporate decisions. If the firm is leveraged (e.g. if it has debt
outstanding),, more risk, ceteris paribus, might benefit shareholders at the expense of creditors.
Similarly,, continuation of the firm may be preferred by shareholders but not by creditors.
Thee source of all of these agency problems is the fact that under a separation of
financee and control and/or a separation between different classes of security holders,
corporatee decisions have a potentially different impact on the involved parties. In general
terms,, a decline in the value of the securities of investors of one dollar does not necessarily
makee management one dollar worse of as well. These conflicts of interest that arise from
externa]] financing will be anticipated by investors at the time that they supply capital.
Eventuallyy then, they will adjust the price at which they are willing to participate in the firm
accordinglyy and firms will be confronted with these agency costs when they turn to the capital
market.. The presence of agency problems therefore reduces the attractiveness of external
financingg and this undermines the efficiency of financial markets in allocating resources from
investorss to firms.

2.1.33 Concluding Remarks
Inn this subsection, we have argued that a separation of finance and management creates
informationall frictions and agency problems. In large firms, this separation is almost complete
because.. Why do we see so many firms run by managers that provide only a small fraction of
thee funds that the firm requires?1 The reason is that there are mechanisms at work that reduce
thee costs of this separation to levels where the benefits of separation probably dominate the
costs,, even at high degrees of separation. In the rest of this chapter, we show that the financial
policyy of the firm offers such a mechanism.
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Asymmetric Information and the Debt-Equity Choice

2.2.11 Pecking Order Theory
Iff information about the prospects and quality of the firm is equally distributed among
managementt and outsiders, there will be no disagreement about the true value of securities.
Thee firm can finance itself at the correct cost of capital, which is determined using all the
informationn that is available. In case of asymmetric information, investors have to provide
capitall based on a notion of the perceived "average quality" of the securities. This implies that
thee value of these securities might differ from their 'true' value, i.e. they might be mispriced.
Thee pecking order theory stresses that this degree of mispricing will depend on the method of
financingg by the firm, suggesting that firms will prefer certain methods for financing to
others. .
Too see how such a pecking order arises, consider a firm whose current value, i.e. the
valuee of the assets-in-place, is privately known to management. The financial market does not
knoww what the precise quality of the firm is. The firm has a positive net present value (NPV)
projectt in which it can invest. The financial market knows the value of this project, so there is
noo information asymmetry with respect to this investment opportunity. Assume that the firm
needss to rely in external financing to realize the project, and that project financing is
impossiblee because the cash flows of the investment opportunity cannot be distinguished from
thee cash flows generated by the assets-in-place.
Myerss and Majluf (1984) show that in such a setting, the financial policy of the firm
becomess an important factor for whether or not the positive NPV project will be undertaken.
Assumee that the firm decides to issue equity to finance the project, and that the market prices
thee shares on the basis of the average quality of all firms in the economy. If the value of the
assets-in-placee is high relative to the value that the market assigns to them, the firm receives
tooo little for its newly issued shares. Over time, as the cash flows are realized, the information
asymmetryy will be resolved and the value of shares will adjust towards its true value. The new
shareholderss will benefit from this. Therefore, at the time of the equity issue, the old
shareholderss are in fact subsidizing the new shareholders, which creates a wealth transfer
fromm existing shareholders to new shareholders. Myers and Majluf show that if the transfer of
wealthh from old shareholders to new shareholders is larger than the value of the stake the old
shareholderss obtain in the project, it is not in their interest to undertake the investment. If

1
'' We will implicitly assume in this sub-section that there are no moral hazard agency problems between
differentt parties.
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managementt acts in the interest of existing shareholders, the project requires a minimal
positivee NPV that is large enough to compensate current shareholders.
Thee above implies that when having to rely on equity finance, firms that are
undervaluedd by the market may be reluctant to issue shares. The opposite applies to firms that
aree overvalued. For those firms, it is then in the interest of existing shareholders to issue
shares,, even if the proceeds can only be used to finance negative NPV projects. But rational
investorss will anticipate these incentives whenever the firm offers shares to them. Knowing
thatt at least some undervalued firms will avoid equity financing and that overvalued firms
preferr issuing shares at too high prices, investor will adjust their expectations regarding the
qualityy of the issuing firm. Issuing equity then becomes a negative signal. The bottom line
thenn is that the functioning of the equity market as a source for external finance may be
seriouslyy hampered by an adverse selection problem.
Myerss and Majluf argue that the firm is better of it issues debt in stead of equity. To
seee this, note that the origin of the asymmetric information problem is the sensitivity of the
issuedd securities to the quality of the assets-implace. In general, the less the value of the
issuedd securities depends on the characteristics of the firm, the less relevant the asymmetric
informationn is to the value of the security. The preference for debt then follows immediately
becausee equity is a residual claim that receives payments after debt has been honored.
Butt even the value of debt will probably depend on the characteristics of the firm.
Therefore,, the adverse consequences of asymmetric information may still be present when the
firmfirm relies on debt financing, so that a potentially undervalued firm will still perceive that
externall financing is (too) costly. An alternative would be to direct the financial policy of the
firmfirm towards internal financing in order to avoid the need to rely on external financing. This
cann be done by retaining profits or by holding readily saleable real assets or securities. Note
thatt the adverse selection problem is then completely avoided.
Thee above implies that there may be a pecking order for the method of financing.
Firmss will first try to rely on internal financing, avoiding the financial market as much as
possible.. Whenever external financing is necessary, they will issue the safest securities first.
Hencee the pecking order of securities runs from safe debt to risky debt and finally, as a last
resort,, equity. Note that this will also hold for firms whose securities are initially overvalued.
Theirr incentive to issue equity is tempered by the rationality of investors. Anticipating that
mostlyy overvalued firms prefer to issue equity, they will adjust the prices at which they are
willingg to invest. It may be better for these firms to rely on debt financing because this allows
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themm to mimic undervalued firms and to issue overvalued debt. The pecking order theory
thereforee suggests that most firms will prefer debt financing to equity financing.

2.2.22 Signaling through the Financial Policy
Thee analysis above suggests that firms that are potentially undervalued by the market can
benefitt from communicating their intrinsic value. This is called signaling. In the approach
outlinedd above, there was no explicit role for signaling through the financial policy, although
equityy issues were considered as bad news by investors. However, in a slightly enriched
setting,, signaling through the financial policy of the firm may be possible. The problem with
signalingg is that poor quality firms will try to mimic high quality ones, which torments
signalingg possibilities. In some settings, though, it may be possible to avoid such mimicking.
Rosss (1977) and Leland and Pyle (1977) present some early work on the usefulness of
financiall contracts for signaling the value of the firm. In both contributions, the shareholders
off undervalued firms are interested in communicating the true distribution of the firm's cash
flows.. In Ross (1977), this is done through the amount of debt in the capital structure in
combinationn with an appropriate incentive schedule for the management, which has to set the
debtt level. Management is punished in case of default, for example through a loss of
reputationn on the labor market, but is rewarded for higher firm value. This allows firms of
goodd quality (who anticipate a lower probability of punishment) to take on higher debt levels
andd to signal their cash flow distributions. In Leland and Pyle (1977), signaling is done
throughh the willingness of management to obtain a stake in the firm. The better the prospects
off the firm, the less reluctant the manager will be to invest his wealth in the shares of the firm.
Thee debt level has an auxiliary role and is used to influence the risk and return characteristics
off the stake of manager.
Brennann and Kraus (1987) allow firms to signal their types through more complex
financingg strategies. For example, firms of high quality may buy back debt at a price higher
thann the market value while at the same time issuing enough equity to finance the buy back
andd their investments. For firms of low quality this may be unattractive since it involves a
largerr transfer towards bondholders than it does so for high quality firms. More specifically,
thee transfer to bondholders for those firms may exceed the gains from selling overpriced
equity.. Hence undervalued firms may be able to separate themselves this way from the poor
qualityy firms.
122
There is quite some evidence that the pecking order theory has empirical content. Firms rely heavily on
internall finance and appear to be reluctant to issue equity (see for example Mayer 1988). Announcements of
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Thee results of Brennan and Kraus contrast strongly with the pecking order theory that
wass presented in the previous subsection. The reason for this rejection of the pecking order is
thatt Brennan and Kraus allow the firm to construct a mix of financing methods, in stead of
restrictingg the firm to choose from either debt or equity, as is done in Myers and Majluf. Noe
(1988)) also presents an analysis that suggests that the pecking order theory follows from the
specificc setting that Myers and Majluf consider. Noe allows for the existence of more than
twoo types of firms. His analysis shows that some firm types may choose to issue equity, while
otherss may prefer debt. More specifically, Noe shows that if there are three types of firms,
mediocree firms might be able to signal their quality by issuing equity, while the other two
typess of firms prefer to issue debt.
Too see why this might hold, assume that the market indeed believes that only
mediocree firms issue equity. Consider the incentives of the highest quality firm, who now
financess itself in a pool of firms of high and low quality. Because the value of debt is not so
sensitivee to the true value of the firm, the underpricing of the debt is rather limited. The
alternativee for this firm would be to issue equity. Its shares will then be sold at a price based
onn a mediocre firm. Noe shows that the underpricing of the debt may in fact be smaller for the
highh quality firm than the underpricing that it will suffer by issuing equity. Hence, it may be
optimall for these high quality firms to issue debt. In turn, the lowest quality firm might also
preferr to issue debt in stead of equity. In both cases the firm would be able to issue securities
att a price that is above its true value. The subsidy on its debt may be larger than the subsidy it
wouldd receive by issuing equity against the conditions of a mediocre firm. The reason is that
byy issuing debt, it pools with firms of a higher quality than if it would issue equity.
Finally,, the mediocre firm might be content with issuing equity at the true value. This
willl be the case if issuing debt would lead to underpricing. Noe shows that it is not unlikely
thatt these conditions all hold simultaneously. His analysis therefore shows that the pecking
orderr is not robust to extending the setting towards a framework where there are more than
twoo firm types.

2.2.33 Conclusion
Inn this subsection we argued that asymmetric information between investors and corporate
insiderr may seriously undermine the viability of external financing. As a reaction to this,
firmsfirms may prefer to direct their financial policy towards internal financing. If these are
insufficient,, the firm will have to turn to the capital market and the financing method can be
equityy issues are generally accompanied by negative abnormal returns. See Harris and Raviv (1991) for an
overvieww of the relevant empirical literature.
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ann important tool to control adverse selection problems. We also saw that it may be possible
thatt a potentially undervalue firm is able to signal its quality by cleverly designing its
financiall policy.

2.33

Agency Problems and the Capital Structure of the Firm

2.3.11 Introduction
Inn the previous subsection, we have abstracted from any conflicts of interests between parties
suchh as investors and management. We implicitly assumed that management never takes a
decisionn that is harmful for any of the current investors of the firm when it has to finance
itselff under asymmetric information. Earlier in this chapter we argued that a separation of
financee and control not only gives rise to information asymmetries about the value of the firm,
butt also to agency problems. The finance literature has recognized that the capital structure of
thee firm and the existence of agency problems are interrelated. The relative amounts of debt
andd equity of the firm can both cause and ameliorate agency problems. In this section, we will
focuss on these relations between agency problems and the capital structure of the firm.
Thee capital structure literature has considered two classes of agency problems. The
firstfirst one concerns the conflicts that arise when management acts only on behalf of the
shareholderss while the firm also has debt outstanding. In that case, the agency problem is
betweenn management/shareholders who control the firm (the agents) and the creditors who
partiallyy financed the firm (the principals). In Section 2.3.2, wre will concentrate on these
conflictss between creditors and shareholders as we focus on the so-called risk shifting
problemm and the debt overhang problem. We then turn to the second class of agency problems
thatt the finance literature has recognized, namely those between management and investors.
Wee discuss the role of the capital structure of the firm in controlling incentive problems of
management,, in particular with respect to the investments projects that management initiates.
Thee literature that we discuss in this subsection primarily concentrates on the role of
thee cash flow rights that are associated with debt and equity. That is, we focus on how the
differentt pay off characteristics of debt and equity affect corporate decisions under agency
problems.. Such a traditional capital structure approach abstracts from the control aspects that
aree associated with debt and equity. These control aspects of financing are bypassed by the
(implicit)) assumption that control always resides with either shareholders or management. In
sectionn 4 of this chapter, we will discuss some contributions of the finance literature that
explicitlyy focus on the relevance of control issues in the presence of agency problems.
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2.3.22 Conflicts between Shareholders and Creditors: Risk Shifting
Whenn a firm issues both debt and equity, each category of investors will hold different rights
onn the cash flows of the company. The cash flows that accrue to creditors are limited by the
facee value of the loans and the required interest repayments. As long as their debt is fully
repaid,, they do not profit from higher cash flows that the firm generates. In essence, equity
holderss are entitled to all the cash flows that are not paid out to creditors. Moreover, they are
generallyy protected by limited liability, implying that shareholders are not required to repay
thee creditors fully if the firm has insufficient cash flows to repay all its debt. With such
diversee pay-off patterns, these parties are likely to have different preferences over corporate
policy.. In principle, any action that increases the value of equity is preferred by the
shareholders,, even if it lowers the value of the debt outstanding.
Onee way in which such a wealth transfer may take place is through an increase in the
riskk of corporate activities. Loosely speaking, an increase in risk will make both good and bad
performancee more likely. As residual claimants, the shareholders fully benefit from higher
cashh flows realizations, i.e. from good performance, if these are sufficient to repay the debt. If
badd performance implies default on the debt, the shareholders do not suffer from an increase
inn the probability of poor performance because the cash flows of the firm accrue to the
creditorss anyway. This asymmetry implies that shareholders are more likely to benefit from
increasess in risk than creditors. Shareholders therefore have an incentive to increase the risk to
aa level that will negatively affect total firm value but which will in fact increase the value of
thee equity. The creditors will suffer from such practices in terms of a lower value of their
claims.. In anticipation of these wealth transfers, they will adjust their required repayments
whenn they supply loans to the firm. This lowers total firm value before the risk shifting takes
placee so that the shareholders themselves pay the price for their adverse incentives. The
higherr the debt level, the more likely it is that shareholders find it profitable to increase the
riskk of the activities of the company, so the higher these costs to shareholders. Jensen and
Mecklingg (1975) where among the first to point at these potential costs of debt financing.
Byy virtue of this risk-shifting problem, which is also referred to as the asset
substitutionn problem, shareholders might prefer the firm not to rely on too much debt in its
capitall structure. In addition, when the firm wants to issue debt, shareholders would like to
committ not to engage in risk shifting. One way to do so would be to write a contract that
specifiess the degree of riskiness of corporate activities or the precise projects which firms are
allowed.. Creditors could then go to court whenever the firm dishonors this contract. Smith
andd Warner (1979) show that bonds generally do not include covenants with such extensive
restrictionss on the firm's production and investment policy. In other words, debt contracts are
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generallyy incomplete with respect to the risk that companies are allowed to take on. There
mayy be good reasons for this. Information problems may make such contracts prohibitively
costlyy to design and enforce. Moreover, it may induce future inefficient behavior by
constrainingg the possibilities to manage the firm.
Theree are however other contractual mechanisms through which risk shifting
incentivess of shareholders can be reduced. Green (1984) shows that these incentives are less
pronouncedd when the firm adds warrants to the debt. Warrants are similar to options but they
leadd to the issuance of new equity when they are exercised. If warrants are exercised, the
currentt shareholders no longer hold a 100% stake in the firm and they will have to share the
cashh flows of the company with these new shareholders. Moreover, these new shareholders
willl be able to buy these shares below market prices. Current shareholders therefore lose if
warrantss are exercised because their stake in the firm will be diluted by the issuance of new
sharess that are sold below market prices. Green shows that the convex payoff schedule of
shareholderss that provides the incentives to engage in risk shifting can be broken down this
way.. An increase the share price after risk shifting will induce that the warrants will be
exercised,, thus invoking the costs associated with the conversion of the warrants.
Forr similar reasons, convertible bonds, i.e. bonds that may be converted into shares at
aa predetermined exercise price, can attenuate risk shifting incentives as well (Barnea, Haugen
andd Senbet 1985). Shareholders can also commit to restrict risk-taking by issuing callable
debtt or by shortening the maturity of debt {Barnea, Haugen and Senbet 1980). These features
createe a situation where shareholders themselves benefit if the risk of corporate activities is
nott increased over time. A call provision allows the firm to buy back debt at a discount if risk
shiftingg does not occur. Also, by issuing short-term debt in stead of long-term debt, the firm
willl have to refinance at unfavorable terms if it engages in risk shifting because the interest
ratess will reflect the new characteristics of the company.
Boot,, Greenbaum and Thakor (1993) show that a loan commitment can reduce asset
substitutionn incentives as well. Loan commitments cap the maximum future interest paid by
thee firm and this effectively lowers the claim of debt on total cash flows. The attenuation of
thee risk shifting incentives then follows because the higher the debt claim, the stronger these
incentives. .
AA natural solution to the risk-shifting problem is provided by the additional presence
off an agency problem between management and shareholders. So far we have assumed that
shareholderss are fully in control of the firm, or, equivalently, that management acts solely in
thee interest of shareholders. Williams (1987) and Hirshleifer and Thakor (1991) show that this
assumptionn is crucial for the severity of the asset substitution problem. When management
obtainss private benefits from being in control, they are more concerned about bankruptcy than
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shareholderss are. Williams stresses that bankruptcy destroys possibilities for management to
consumee perks. Hirshleifer and Thakor point at the adverse consequences of bankruptcy for
thee prospects of the manager on the managerial labor market. Both these effects may therefore
reducee risk-shifting incentives. 13

2.3.33 Conflicts between Shareholders and Creditors: Debt Overhang
Thee conclusion from the above is that firms might like to avoid a large amount of debt in their
capitall structure. The higher the debt ratio, the more beneficial risk shifting can be. If
shareholderss cannot commit to abstain from such practices, creditors will only be willing to
supplyy capital if they are sufficiently compensated for inefficiencies in the level of the risk of
corporatee activities. Shareholders will then in fact pay themselves for the potential of asset
substitutionn and they will want to limit the amount of debt that the firm issues.
Theree is yet another reason why conflicts of interests between shareholders and
creditorss may make firms shy from taking on debt. This is the so-called debt overhang
problem,, which was first addressed by Myers (1977). The debt overhang problem arises when
thee firm wishes to obtain additional funding. Assume that the firm has debt outstanding and
thatt the firm has an investment opportunity with a positive NPV. Consider what happens if
thee firm finances the investment with new equity. The debt holders are then better of as a
consequencee of the investment: the firm adds a positive NPV project to its operations and the
debtt holders do not supply any new funds to finance these. The value of the debt of the firm
willl therefore go up.
Partt of the NPV will thus accrue to the creditors and this increase in the value of the
debtt is in fact a transfer of wealth from the current shareholders to creditors. The current
shareholderss will only agree with the investment if the NPV of the project is high enough to
compensatee them for this transfer. As a consequence, if firms finance their investments with
equity,, not all the positive NPV projects will be carried out. Only those that have a
sufficientlyy high NPV will increase the value of the equity of the current shareholders. The
higherr the amount of debt in the capital structure, the larger the transfer is and the more severe
thiss distortion will be.
Att first sight, it seems that firms can easily bypass this problem by financing the
projectt with debt in stead of equity. However, similar considerations can arise in that case as
well.. For example, it may be that existing debt contracts only allow the firm to issue junior

Diamondd (1989) points at another non-contractual mechanism to reduce risk shifting incentives. By engaging
inn asset substitution, firms may ruin their reputation on the credit market. This leads to higher future costs for
debtt financing and therefore provides an incentive for shareholders to limit the riskiness of the firm's cash flows.
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debt,, i.e. debt that will be paid off after the current creditors are repaid. Existing debt will then
againn increase in value when the investment is undertaken. Thus, shareholders will still lose a
partt of the NPV to the current creditors and perhaps even more than that.
Onlyy if the firm can issue debt of equal or higher seniority, the shareholders will
benefitt from all positive NPV projects. Existing debt contracts may prohibit this. New debt of
equall or higher seniority may effectively expropriate the existing creditors. To see this,
assumee that the firm is in financial difficulty and that it is worth just enough to pay off the
currentt creditors so that equity is worth only little. Issuing senior debt may be easy, because
thesee claims are likely to be repaid. The firm may use these funds to gamble for resurrection
withh a risky but negative NPV project. If the gamble fails, equity holders are not really worse
offf because their equity wasn't worth much anyway. If it succeeds, shareholder may benefit
considerablyy from the increase in the value of equity. The current creditors however suffer
becausee they are now only paid of after the new creditors are fully repaid. If the gamble fails,
theirr claims are worth less than before the gamble. If the gamble succeeds, they don't gain
becausee they would have been paid of anyway. Anticipating this, creditors may wish to
protectt themselves through debt covenants that include clauses that forbid the firm to issue
seniorr debt.
Observee that these problems can be perfectly circumvented if all financiers, i.e. all the
creditorss and shareholders, could come together to work out a deal that divides the gains form
thee investment opportunity.14 Such a process is costly however, especially if ownership of
debtt and equity is dispersed. The crucial insight of Myers (1977) is therefore that debt in the
capitall structure can lead to future financing problems even if all parties agree that the firm
hass profitable investment opportunities show up. Debt thus potentially distorts investment
decisions.. The more debt the firm has in its capital structure, the more severe the underinvestmentt problem is. The situation where the amount of existing debt seriously affects the
investmentt policy of the firm this way is called 'debt overhang'.

2.3.44 Managerial Incentive Problems, Insider Ownership and Capital
Structure e
Sectionn 2.3.2 and 2.3.3 discussed how the capital structure of the firm affects the extent to
whichh conflicts of interests arise between different security holders. The assumption
maintainedd through most of the analysis was that management acts in the interest of
shareholders.. At the end of Section 2.3.3, we suggested that if management does not perfectly
Forr example, wealth transfers through expropriation can be avoided if each individual investor funds the
projectt pro rata her current capital contribution to the firm.
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actt in the interest of the shareholders, the conflicts between shareholders and creditors might
bee less immediate. Agency problems between management and investors can then help to
overcomee the hazards of having different classes of security holders.
Thiss observation does not imply that agency problems between management and
investorss may not be costly. In a seminal contribution, Jensen and Meckling (1976) were the
firstfirst to explicitly recognize these costs in a model that was designed to capture the agency
problemss that are associated with external financing. Their analysis revealed that the capital
structuree of the firm might be an important tool to control these agency costs.
Followingg Jensen and Meckling (1976), consider an entrepreneur who initially
completelyy finances the firm herself. More specifically, the entrepreneur holds all the equity
off the firm and the firm has no debt outstanding. Without any other claim holders, the
entrepreneur'ss wealth will change dollar for dollar with the value of the firm. Assume now
thatt the entrepreneur needs additional financing. One way to obtain additional funds is to sell
aa fraction of the shares, say a. Note that as a consequence, a drop in firm value of one now
onlyy represents a drop in personal wealth of (1-a). This may lead to more on the job
consumptionn in terms of perks (business trips, office equipment, etc.) or lower levels of effort
thatt is exerted by the entrepreneur. In short, selling of shares is bad for the incentives of the
entrepreneurr to maximize firm value, and therefore results in agency costs.1:i
Thesee agency costs can largely be avoided if the entrepreneur issues debt and retains
alll the equity of the firm. The entrepreneur then remains the sole claimant to the cash flows
thatt are left after the creditors are paid of. This provides him with the incentives to maximize
thee value of the shares of the firm. If the firm is in a state where the debt can be fully repaid,
thee wealth of the entrepreneur will again change dollar for dollar with the value of the firm.
Notee however that we are now in a situation that closely resembles the settings that we
consideredd while discussing the risk shifting problem and the debt overhang problem. The
shareholderss and managers of the firm are one and the same and the conflicts of interests
betweenn the shareholders/entrepreneur and creditors might become relevant. The analysis in
Jensenn and Meckling therefore not only provides a rationale for the use of debt, which was
missingg in Sections 2.3.2 and 2.3.3, it also provides the ingredients for an optimal debt ratio
thatt trades-off these cost and benefits of debt financing.

Thee finance literature frequently phrases the agency problems in terms of a potential lack of effort by the
agent.. One should not take this too literally in terms of how hard the manager works. 'Effort' is a metaphor of
thee many ways in which the choices of management can differ in the degree in which they are sub-optimal from
thee perspective of the shareholders.
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2.3.55 Conflicts between Management and Shareholders: The Overinvestmentt Problem
Thee approach in Jensen and Meckling is most relevant to what is often referred to as
entrepreneuriall firms. In those firms, management can hold a significant fraction of the shares
withoutt investing a huge amount of wealth. In very large firms, this would be impossible. The
ideaa that debt can be used to facilitate insider ownership seems less relevant for these firms.
Still,, debt might be valuable in controlling agency problems between management and
shareholderss in such firms because it can control the incentives of management to engage in
empiree building. The agency problem of empire building relates to the preference of
managementt to run larger rather than smaller firms. There may be several reasons why
managementt may have such preferences. For example, running a large firm may offer the
managerr more prestige. Alternatively, the manager may wish to initiate pet projects or may be
ablee to divert more resources from the firm the larger the size of it. Also, overconfidence
aboutt their abilities to create value might induce them to engage extensively in mergers and
acquisitionss at unfavorable terms.
Alll these actions can be interpreted as a tendency of management to over-invest
financialfinancial resources. How can the capital structure of the firm affect the acuteness of such
agencyy problems? Jensen (1986) argues that it will be useful to have debt in the capital
structuree of the firm. Debt forces the firm to pay out cash and this lowers the amount of funds
thatt are directly available to management. The firm then needs to fund projects directly in the
market.. This will improve disciplining because the market will be reluctant to supply the firm
withh capital if it suspects that management is over-investing.
Stulzz (1998) has stressed that enforcing the firm to turn to finance itself through the
markett however is not costless because it violates the pecking order theory. The repayment of
debtt reduces the opportunities to internally finance good investment opportunities. The firm
mayy therefore suffer from the adverse consequences of asymmetric information in the capital
markett valuable projects. Moreover, debt financing may also lead to the debt overhang
problemm that we just discussed. These costs and benefits of debt suggest that there might be
ann optimal amount of debt in the capital structure that balances them.
Hartt and Moore (1995) also stress the importance of senior debt in reducing the
possibilitiess of management to over-investment. They assume that it is impossible for the firm
too unbundle the returns of the investment from the cash flows that are generated by the assetsin-place.. This allows management to finance investments by borrowing against the future
returnss of the assets in place. If these assets are sufficiently valuable, management might be
ablee to obtain financing to fund negative XPV projects. The existence of senior debt reduces
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thiss possibility because it effectively mortgages the assets-in-place. The optimal financial
structuree of the firm may therefore include senior debt to reduce over-investment. However,
seniorr debt in the capital structure can also be costly because the seniority aggravates the debt
overhangg problem. The expected returns for new junior claim holders are lower if there is
seniorr debt in place. If the firm finances itself excessively with senior debt, it might be unable
too finance viable projects. The analysis in Hart and Moore (1995) therefore suggests that there
willl exist an optimal amount of senior debt in the capital structure of the firm.

2.44

Conclusions

Inn this section, we have discussed some key insights from the literature that focuses on the
relevancee of corporate financing under asymmetric information and agency problems.
Becausee of asymmetric information about the value of the firm, companies may prefer to
financee their activities internally. If their internal funds are insufficient, they might prefer debt
too equity because the value of the former is less affected by the information asymmetry. These
observationss suggest that there is a pecking order of corporate financing. However, we also
saww that if firms are able to communicate their value to the capital market through signaling,
thiss pecking order might be broken down.
Thee preference for debt over equity that is suggested by the pecking order theory is
furtherr weakened if we recognize the existence of conflicts of interests between creditors and
shareholders.. The more that firms rely on debt financing, the stronger the incentives of
shareholderss to increase the risk of corporate activities at the expense of the creditors.
Moreover,, new investors might be unwilling to supply fresh capital if the firm is already
financedfinanced heavily with debt. Both these aspects of debt financing will be costly for
shareholders,, who would therefore like to avoid that the firm will issue too much debt.
Whenn considering conflicts of interests between financiers and management, debt
financingg may again have some favorable consequences for firm value. It allows management
too own a larger fraction of the shares for a given level of their wealth. This is good for their
incentives.. Also, because debt requires repayments, it forces management to pay out cash,
whichh reduces their possibilities to make inefficient investments. Debt may therefore
disciplinee management in their investment policy.
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Design of Securities under Asymmetric Information

3.11

The Security Design Approach to Corporate Finance
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Thee literature that we discussed in the previous section was mainly concerned about the
choicee between debt and equity that firms can make when they need to finance themselves.
Thee different pay-off characteristics of these two securities then imply that one if preferred
overr the other. This approach fails to capture two important aspects of corporate financing
thatt are highly relevant when studying the consequences of asymmetric information or agency
problemss for corporate financing. First of all, firms are in principle free to design and sell any
typee of security they want. They are not necessarily required to issue either debt or equity (or
convertiblee debt for that matter). If we allow firms to design their own securities, will debt
andd equity indeed be the securities that firm will want to issue when they are faced with
asymmetricc information and agency problems? If not, how do optimal securities look like?
Thesee observations about the design of securities bring us to a second important aspect
off corporate financing that has been neglected so far in the analysis. If a firm issues a security,
itt in fact sells a financial contract that specifies the rights of the investors that buy this
contract.. Part of these rights concern the extent to which the investor is entitled to the cash
flowss of the company. However, securities also allocate control rights over investors. For
example,, in many countries, shareholders are allowed to appoint and dismiss management or
too obstruct major investment decisions. Creditors rarely have such rights but are generally
allowedd to seize the assets of the firm if repayment requirements are not met. In the previous
section,, these control aspects of corporate financing were largely ignored.
Thee so-called security design approach explicitly recognizes that corporate financing
involvess the design of a financial contract that specifies the cash flow rights and the control
rightss of the investor that acquires this contract. In this section as well as in the next, we will
discusss some key insights from the security design literature. In Section 4, we concentrate on
thee relevance of security design under agency problems. Because agency problems are rooted
inn conflicts of interests about corporate decisions, control rights play an important role in that
section.. In this section, we focus on the security design problem when there is asymmetric
informationn about the value of the firm. The security design problem then primarily concerns
thee design of cash flow rights. The reason for this is that the literature that focuses on the
consequencess of asymmetric information generally assumes that the true value of the firm is
independentt of the decisions that are taken by the firm. Hence, the cash flow characteristics of
thee firm are exogenous and corporate policy is only relevant with respect to the financing
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decision.. The control rights of the securities that the firm then issues are unimportant because
theree are no other decisions to make.
Thee security design approach doesn't always completely endogenize the securities that
aree optimal for the firm to issue. If the setting in which the security design problem is
analyzedd is rich, deriving the optimal security can be too complex. The security design
problemm is then restricted to the design of specific contractual features, taking the basic
characteristicss of the security as given. In the contributions that we will discuss in this section,
bothh approaches will appear.
Wee start of with a somewhat brief discussion of the design of securities in settings that
closelyy resemble the framework used by Myers and Majluf. The focus will mostly be on the
designn of debt contracts, in stead of on completely endogenizing the optimal securities. The
literaturee that we discuss there is primarily concerned with explaining features such as the
maturityy and seniority structure of debt financing. In Section 3.3, we study the design of
securitiess in a framework where outside investors can become informed about the quality of
thee firm. The information of these investors will be reflected in the prices of the securities of
thee firm and this brings in a role for the transmission of information through the price process.
Ass we will see, the design of the securities will influence the degree to which such a
transmissionn takes place. In the last part of this section, we will discuss the so-called costly
statee verification literature. The distinctive feature of the work in this area is that the
informationn asymmetry about the quality of the firm arises ex post, i.e. after the cash flows
havee been realized. Investors cannot costlessly verify cash flows. The design of the financial
contractt will determine the severity of this verification problem."'

3.22

Optimal Debt Contracts under Asymmetric Information

Onee of the key observations of section 2.2 was that a firm that is potentially undervalued by
thee market might prefer to issue debt in stead of equity. This result was derived in a setting we
restrictedd the firm's choice to debt or equity. The question that arises then is whether debt, or
aa debt-like contract, is the optimal security for a potentially undervalued firm if we allow the
firmfirm to design its own security. Nachman and Noe (1994) provide some support for this. Their
analysiss almost completely endogenizes the optimal securities. They show that if the design of
securitiess is restricted to those securities for which the pay off to investors is not decreasing in
thee performance/cash flows of the firm, debt-like contracts are indeed optimal.
Mostt contributions of the security design literature in this area are less directed
towardss deriving the optimal securities in a setting where the firm has complete freedom to
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designn its securities. Assuming that firms will prefer to issue debt-like securities, the focus is
mostlyy on the characteristics of optimal debt contracts in a dynamic setting, especially with to
thee maturity structure and the seniority structure of debt.
Thee relevance of the maturity structure of debt can be seen as follow. Consider a
borrowerr whose debt will be underpriced by the market due to asymmetric information about
thee distribution of the cash flows. Assume that the asymmetric information is not so much
aboutt the short-term cash flows of the firm but more about its long-term cash flows. In
addition,, assume that this borrower expects that in the future the market will receive more
precisee information about the quality of the firms. As lenders receive this information over
time,, they will use it to update their expectations about future cash flows. The firm will then
preferr to issue short-term debt. The reason is that when the short-term debt has to be
refinanced,, a high quality firm expects to be able to refinance at terms that are more close to
theirr true characteristics. If the firm would only issue long-term debt, refinancing would not
takee place. Hence, by matching the maturity of the debt with the arrival of information, the
firmfirm expects to be able to issue new debt at better conditions.
Thiss idea is worked out in a more general framework in Diamond (1991, 1993). He
usess a framework where there are two types of firms. Good firms are worth financing while
badd firms invest lender's money in negative NPV projects. At some intermediate date, before
thee cash flows of the firm is realized, a signal becomes public which is informative about the
qualityy of the firm. This signal does not perfectly reveal the type of the firm. At the initial date
off financing, the market assigns a credit rating to each firm. This credit rating can be
interpretedd as the probability that the firm is good. When the signal is received, the credit
ratingg of the firm is updated. The likelihood of a favorite signal is higher for a good firm and
forr firms with high initial credit ratings.
Borrowerss can issue long-term and short-term debt. Long-term debt matures at the
datee at which the cash flows are realized, while short-term debt has to be repaid at the
intermediatee date when the signal is received. Because there is no cash flows at the
intermediatee date, short-term debt needs to be refinance by rolling it over. When the firm
issuess short-term debt, lenders decide whether to liquidate the firm or to roll over the debt.
Liquidationn is preferred by the short-term creditors if they have sufficient reason to believe
thatt the firm is of bad quality. They are then better of with the cash flows that result from the
liquidationn than to wait and hope that the firms if actually of good quality. Because the signal
aboutt firm type is imperfect, good firms are not assured of getting refinanced and they run the
riskrisk of being erroneously liquidated.
166

See Allen and Gale (1988, 1994) for a more comprehensive discussion of the security design literature.
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Diamondd (1991) shows that good firms will generally prefer to take on as much shorttermm debt as possible. However, because of the possibility that their credit ratings are
(erroneously)) adjusted downwards, only those firms with sufficiently high initial credit ratings
willl be willing to finance themselves with short-term debt.1* Shortening the maturity of debt
iss therefore not a panacea for adverse selection problems. Diamond (1993) extends this
frameworkk to show that when firms choose a mix of short-term and long-term debt, it is
optimall to make short-term debt senior. The seniority reduces the incentives of the shortdebtorr to liquidate the firm. The seniority therefore allows undervalued firms to increase their
reliancee on future financing when there is more precise information about their true quality.
Bothh the maturity and seniority structure then affect the extent to which potentially
undervaluedd firms can issue debt at their true value and reduce the asymmetric information
problem. .
Goswami,, Noe and Rebello (1995) provide a similar model, but they assume that cash
flowss are realized both at the intermediate date and at the final date. Liquidation is not
possiblee in their model and there are no signals about the quality of the firm. The design of
debtt contracts is aimed at incorporating two features that we are by now quite familiar with.
Thee first one is the matching of the maturity of debt with the date at which the information
asymmetryy will be reduced. The second one concerns role of the riskiness of the debt. The
lowerr the riskiness of the securities that a potentially undervalued firm issues, the less the
mispricing.. Goswami et al (1995) show that if the information asymmetry is relatively large
forr short-term cash flows, it is optimal for high quality firms to issue only short-term debt.
Withoutt long-term debt, short-term debt has two advantages for high quality firms. First of
all,, by avoiding long-term debt, the firm maximizes the amount it has to refinance at the
intermediatee date. Second, in absence of long-term debt, the firm effectively pledges the longtermm cash flows to the short-term debt. This reduces the riskiness of the short-term debt, and
hencee the mispricing.
Wheneverr the information asymmetry primarily concerns long-term cash flows, good
firmsfirms wish to issue long-term debt. There is then little to gain from refinancing short-term
debtt because investors will not have much additional information. Pledging the short-term
cashh flows through a dividend covenant can then reduce the risk of the long-term debt. This
workss because there is little information asymmetry about these cash flows.

Diamondd thus implicitly assumes that short-term debt has the contractual feature that the creditor has the right
too liquidate the firm if their debt is not fully repaid.
Thiss also holds for bad firms with high initial credit ratings. Otherwise they reveal their quality and won't be
ablee to finance themselves at all.
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Security Design and the Production of Information

Inn all the previous work that we reviewed, the investors had equal information about the value
off the firm among themselves. Boot and Thakor (1993b) consider a model where through
costlyy information production, some of these investors can become perfectly informed about
thee quality of the firm. Recent insights from the market microstructure literature suggest that
partt of the information that these privately informed investors have will be reflected in the
pricess of the securities. To see how this works, consider what happens to the demand of
securitiess if some investors are informed about the true value of securities. These informed
investorss would only demand a security if they have favorable information about its true
value.. In other words, the demand for a security will depend on the whether or not the
informedd investors are in the market. A potentially overvalued firm can expect a low demand
forr its securities because informed investors will not acquire them. The opposite will apply for
aa potentially undervalued firm.
Thee demand for a security is therefore informative about the quality of the issuing
firm.firm. In a competitive market, the prices of securities will reflect this. The presence of
informedd investors on the capital market therefore drives prices towards their true value,
reducingg the adverse consequences of asymmetric information for a potentially undervalued
firm.firm. The higher the fraction of informed investors, the more informative demand is about
whetherr or not these informed investors are in the market and the less the prices of securities
willl deviate from their true values. Note that this implies that (part of the) private information
aboutt the firm will be transmitted to all investors through the prices of securities.
Boott and Thakor (1993b) show that by cleverly designing its securities, a potentially
undervaluedd firm can exploit this mechanism. Their analysis provides results that contrast
stronglyy with the pecking order theory. They consider a firm that wants to sell securities and
whosee quality can be of two types: high or low quality. Obtaining precise knowledge about
thee type of the firm involves the production of information, which is costly for investors.
Besidess these investors that decide to produce information, there exists another group of
investors,, the so-called liquidity traders. These liquidity traders are not informed about the
valuee of the firm and they trade for exogenous reasons. The exact amount of their demand is
unknownn to all participants.
199

These liquidity traders are crucial for the existence of a market in this setting. If their demand was perfectly
predictable,, one could always infer the presence of informed traders from total demand. Prices would then
completelyy reflect the information of these informed investors. If information production is costly, no investor
willl decide to become informed because there is nothing to gain from being informed. This argument shows that
withh costly information, market prices can never reflect all information that is relevant to the value of securities
(Grossmann and Stiglitz 1980).
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Pricess for securities are set by market makers. These market makers are uninformed
aboutt the true quality of the firm. They can only observe the total demand for a security,
whichh is the sum of the demand from liquidity traders and the demand from informed
investors.. As we argued earlier, the demand for a security is informative about the probability
thatt informed investors are in the market. The higher the total demand, the more likely that
thesee informed investors are in the market and the higher the market maker can set the price
off the security.
Investorss are only willing to become informed if they expect to recover the costs they
incurr when producing the information. This limits the maximum number of investors who
willl decide to produce information. If too many investors decide to become informed, the
demandd will be very informative about whether or not the informed traders are in the market.
Thee prices of securities will then be too close to their true values and informed investors
expectt to lose from acquiring information. In equilibrium, the number of informed investors
willl be such that these expect to be exactly compensated for the information production costs
thatt they incur.
Boott and Thakor (1993b) show that the design of the securities determines the
willingnesss of investors to incur the costs to become informed. More precisely, the number of
investorss that decide to become informed will depend on the securities that the firm issues. To
seee this, assume that a high quality firm issues a single security that entitles the investor to all
thee cash flows of the firm. The pay-off of this security will of course be affected by the
qualityy of the firm. However, even if the firm is of low quality, the value of this security is
willl still be positive. In other words, the true value of this security contains of two
components:: an information insensitive component and an information sensitive component.
Informedd investors only have an informational advantage over other investors with respect to
thee information sensitive component of the single security. By issuing a single security, the
firmfirm forces informed investors to invest their wealth in both components. Part of the wealth of
thee informed investor is thus invested in the information insensitive component.
Considerr now what happens if the firm splits this security according to these separate
components.. Informed investors can now choose to invest all their wealth in a security whose
valuee only depends on their own information. If the number of investors that decide to
becomee informed would remain constant, the return on information production would go up
afterr the split. With information production now being more profitable, the number of
investorss will not remain constant, but it will increase. Ultimately, prices will reflect this
increasee in the number of investors that produce information about the firm so that the high
qualityy firm expects to gain by splitting its securities in the proposed way.
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AA high quality firm can thus stimulate investors to produce information about its
qualityy by issuing securities that are maximally sensitive to the information that the investors
cann produce. Low quality firms, however, also need to split their cash flow rights in
informationn sensitive and insensitive securities. Although this split lowers their expected
revenue,, they have to follow high quality firms to prevent revealing their identity to the
market. .
Notee that allowing the market to engage in information acquisition yields conclusions
thatt contrast with the pecking order for external finance. According to the pecking order
theory,, a potentially undervalued firm prefers debt to equity because the value of debt is less
sensitivee to the quality of the firm. In the analysis above, these firms would prefer to issue
informationn sensitive securities such as equity.

3.44

Ex Post Information Asymmetry: Costly State Verification

Thee literature that we have considered so far concentrated on the existence of asymmetric
informationn about the value of the firm when the company wants to finance itself. In the socalledd costly verification literature, asymmetric information is not present at the time of
financing.. The focus there is on the consequences of information problems that arise after the
firmfirm has generated cash flows. The costly state verification literature recognizes that despite
thee presence of parties such as accountants, corporate insiders will generally have some
freedomm in announcing the cash flows of firm. Outsiders will have less precise information
aboutt the exact profits that are made by the firm. The unequal distribution of information over
corporatee insiders and outsiders thus results in an ex post information asymmetry about the
valuee of the firm.
Thee costly state verification literature assumes that corporate insiders can consume
cashh flows that are not paid out to investors. This creates a potential agency problem. By
underreportingg cash flows, entrepreneurs can potentially reduce the amount that they have to
repayy to the investors. Anticipating this, investors can spend verification costs and check
whetherr the cash flow realization reported by the insiders is truthful. The cash flows of the
firmfirm are therefore still contractible and a financial contract can allocate cash flow rights to the
investors.. The costly state verification literature analyzes how the optimal financial contracts
lookk like in such an environment. Will they closely resemble existing securities such as debt
orr equity?
Wee start with a digression on the optimal securities in a setting where the only goal of
thee entrepreneur is to minimize the expected verification costs of outside investors. We then
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extendd this framework by analyzing the costly state verification problem in more general
settings. .

3.4.11 Costly State Verification and Optimal Securities: Basic Framework
Considerr a risk neutral entrepreneur who seeks outside financing to start up a company. When
investorss supply funds, there is no asymmetric information about the distribution of the future
cashh flows of the firm. Once the firm has operated, the entrepreneur can costlessly observe the
cashh flows that it has generated. Investors however will have to incur costs to observe the
statuss of the firm.
Repaymentt to the investors will be done according to a financial contract (e.g. a
security)) that specifies the following sequence of events. After the firm has generated the cash
flows,, the entrepreneur reports a cash flow realization to investors. For each cash flow that the
entrepreneurr can potentially report, the contract specifies whether or not the investors verify
thiss report. Once verified, the investors are repaid according to what the contract specifies.
Notee that in that case, both the reported cash flow and the true cash flow of the firm can be
'used'' by the contract. If the cash flows are not verified, the amount paid out to the investors
iss again determined by the contract in place, but it will now only be based on the cash flow
reportedd by the entrepreneur.
Assumee that all parties are risk neutral and that the entrepreneur will obtain funds
fromm one single investor. The optimal contract will then have the following two properties.
First,, because of global risk neutrality, the security design problem is concerned with finding
thee financial contract that raises enough funds to start up the firm and that minimizes the
expectedd verification costs. This holds because the entrepreneur only cares about minimizing
thee expected repayment to the investor. The only way the entrepreneur can influence this
repaymentt is through the verification costs that the investor expects to make. Minimizing
thesee costs is therefore optimal. Second, from the revelation principle (see Myerson 1977) we
knoww that if we are able to find an incentive compatible contract, no other contract can
improvee on this contract (neglecting the verification costs that it brings about). In other words,
thee contract we are looking for is a contract that induces truthful reports from the entrepreneur
andd that minimizes the verification costs of outsiders. How does the optimal contract look
like,, then?
Considerr the following contract (see Townsend 1979 and Gale and Hellwig 1985).
Wheneverr the reported cash flow is below some level F, the investors verify and are paid out
thee total cash flow of the firm. If the entrepreneur reports a cash flow higher than F, the
investorss refrain from verifying and they are paid out cash flow F. Also, let the contract set
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thee value for F such that investors exactly realize their required expected return from the
contract,, which reflects their expected verification costs.
Itt is easy to see that this contract satisfies the incentive compatibility requirement. The
repaymentt requirement is never decreasing in the reported cash flows. The entrepreneur is
thereforee never better of if he over-reports the cash flows. Moreover, consider the benefits of
underreportingg when the cash flow realization is below F. A truthful report then yields a zero
pay-offf to the entrepreneur. Reporting a lower cash flow will result in an identical pay-off.
Also,, if the cash flow is larger than F, the contract implies that the entrepreneur can never
gainn from underreporting as well. If he reports a cash flow that is below F, the entrepreneur
willl be worse of while an underreport that does not trigger verification leaves the repayment
too the investors unaffected. Hence, we derived that the entrepreneur can never gain from an
untruthfull report and that the proposed contract is incentive compatible.
Thesee incentive compatibility features fails to explain why the optimal contract
specifiess that the entrepreneur pays out all the cash flows if investors verify. The reason is
thatt paying out all the cash flows after verification minimizes the expected verification costs.
Too see this, assume that the entrepreneur is entitled to a part of the cash flows after
verification.. To ensure participation of the investors, F would have to be raised. Such an
increasee in F results in higher expected verification costs because the probability that cash
flowss are sufficient to pay out F decreases. Consequently, the entrepreneur is better of if all
thee cash flows of the firm are paid out to the investors if these verify the cash flows.
Thee optimal contract thus specifies a required repayment to the investors that is
independentt of the performance of the firm. Whenever this repayment is met, investors will
havee no rights to 'verify' the actions of the firm. However, in case of default, investors can
inspectt the firm and they are entitled to the cash flows of the firm. This security strongly
resembless debt. The costly state verification model therefore provides a rationale for the use
off debt. The fixed repayment requirement provides an efficient solution to agency problems
thatt occur if outsider cannot costlessly observe the cash flows of the company.

3.4.22 Costly State Verification and Security Design: Extensions
Thee analysis above is directed towards finding a contract that minimizes expected verification
costs.. This seems quite natural because rational investors will anticipate these costs and they
willl adjust the required rate of returns to be compensated for them. It is worthwhile to see
whetherr optimal contracts will still look like debt contracts if we extend the analysis to an
environmentt where minimizing the verification costs is not the sole objective of the
entrepreneur.. For example, assume that the entrepreneur is risk averse. The contract that we
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specifiedd above entitles the entrepreneur to the residual cash flows. The entrepreneur can thus
bee considered as the sole shareholder of the company. Under risk aversion, this pay off
patternn might not be very attractive to the entrepreneur. He might be willing to increase the
verificationn costs if this sufficiently improves risk sharing.
Wintonn (1995) shows that risk-sharing considerations need not break down the debtlikee character of the optimal contract. It will still be optimal to have a left tailed verification
interval.. To accommodate risk sharing, the optimal contract will specify that the entrepreneur
willl receive some of the cash flows in case of verification. The optimality of debt-like
securitiess is therefore not driven by the risk neutrality that we imposed in Section 3.3.1.
Wintonn also analyzes the consequences of having to rely on multiple investors to
financefinance the firm. If these cannot perfectly coordinate their verification activities, the presence
off multiple investors implies that there is a potential duplication of verification. The
entrepreneurr then does best to issue debt-like contracts that specify an absolute priority rule
byy which claims are honored. If the firm does not have enough cash to repay all the investors,
thee most senior claim holders do not have to verify as long as their claims are fully honored.
Priorityy rules therefore limit the duplication when the entrepreneur defaults.20
Severall authors have analyzed whether debt-like contracts are still optimal if we allow
forr a stochastic verification of the cash flows. In the basic framework that we just discussed,
wee required that contracts specified that verification takes place deterministically: if the
reportedd cash flow is below F, verification occurs with probability one. Mookherjee and Png
(1989)) and Krasa and Villamil (1994) show that the entrepreneur can lower the expected
verificationn costs by specifying in the contract that verification will only take place with a
certainn probability. If the verification probability is high enough, it will preserve the
incentivess of the entrepreneur to report truthfully. At the same time, verification costs will be
lowerr because the investors will verify less frequently.
Stochasticc verification is especially beneficial if the entrepreneur can be punished for
falsee reports or rewarded for truthful reports. These types of contracts are less easy
interpretablee as debt contracts than the optimal contract derived Section 3.4.1. Such contracts
nott only specify the probability of verification but also punishments and rewards. Boyd and
Smithh (1994) present empirical evidence that the benefits from such complicated contracts
mayy be small compared to standard debt contracts. They argue that the implementation costs
aree probably much higher than the reduction in the verification costs that these contracts can

Anotherr contribution worth mentioning is Chang (1990). who shows that debt contracts may still be optimal in
aa multi-period setting. A crucial assumption in his analysis is that the cash flows of the firm are independent over
time.. Default in the first period triggers verification but has no consequences for the cash flows of the second
period.. This line of reasoning seems at odds with the notion that default on debt leads to renegotiation or
bankruptcy. bankruptcy.
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establish,, suggesting that the optimally of debt-like contracts does not critically depend on
thee deterministic verification that was imposed.

3.55

Conclusions

Thee contributions that we discussed in this section focused on the question of how to design
thee cash flow rights of securities when there is asymmetric information about the value of the
firm.. We showed how firms whose claims are potentially undervalued can optimally design
thee debt contracts. This provided a rationale for the use of dividend and seniority clauses in
debtt contract. Also, it revealed that the maturity structure of debt can be important in
attenuatingg adverse selection problems.
Thee contribution in Section 3.3 seriously questioned the pecking order theory that we
discussedd in Section 2 of this chapter. If information production allows investors to become
informedd about the quality of the firm, a potentially undervalued firm is in fact better of by
issuingg claims whose value is the most sensitive to the private information of the firm.
Accordingg to the pecking order theory, the firm prefers debt in stead of equity because the
valuee of the debt will be less sensitive to the private information that the firm has.
Finally,, we provided a rationale for the use of debt in situations where corporate
insiderss privately observe the cash flows of the firm. If these insiders can withhold the cash
flowss that are not paid out to investors, they have an incentive to underreport these cash
flows.. Debt-like securities are then efficient solutions for minimizing verification costs that
thee investors expect to make.

44

The Design of Securities and Control over the Company

4.11

Introduction

Thee problems of asymmetric information and verifiability that we treated in Section 3 were
castt in a framework where there is no need or scope for investors to directly influence the
behaviorr of the firm. Within the asymmetric information setting, investors are solely worried
aboutt financing at the right terms, but not about the operational decisions made by
management.. With costly state verification (i.e. with ex post information asymmetry about the
valuee of the firm), the total cash flow of the firm is exogenous and cannot be influenced by
eitherr management or investors. As a result, there were no conflicts of interest between
managementt and investors concerning the real decisions that have to be made within the firm.
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Thee analysis in Section 3 therefore neglected any direct relation between the design of the
financiall contracts and control over corporate decisions.
Inn real life, shareholders do have formal control rights that allow them to interfere
withh management. Their shares generally carry voting rights and in most developed countries
theyy can use these at the annual meeting to block proposals of management about major
decisionss (such as mergers and acquisitions) or to remove management. Creditors can often
seizee assets or liquidate the firm when their loans are not fully repaid. Their right to do so is
explicitlyy written down in the debt contract. These control rights are not innocuous. When
theree are conflicts of interests between management and investors, the control rights of the
latterr potentially gives them the power to influence corporate decisions. Because the conflict
off interest between managers and investors is about these decisions, control by investors can
amelioratee agency problems. Control rights therefore affect the willingness of investors to
providee funds. In fact, as we will see in this section, they can be vital for the feasibility of
outsidee financing.
Thee relevance of the control rights of securities raises the question of how to allocate
themm over securities. In this section we will provide an overview of some key contributions in
thee literature that explicitly focus on the design of the control rights of securities. We first
presentt some important insights from the literature that addresses the design of control rights
whenn the cash flows of the firm are not verifiable for investors. The lack of verifiability
impliess that control over assets is required to force repayment to investors. This literature
solelyy focuses on how control rights can help to induce corporate insiders to repay investors.
Manageriall decision making about corporate policy is largely absent because the only
decisionn that these insiders have to make is about the repayment of investors. In section 4.3,
wee turn to studies where management and investors disagree about the real decisions that the
firmm should take."

"" A significant amount of the security design literature that focuses on control aspects of financial contracts is
devotedd to analyzing the design of securities in the anticipation of future corporate control contests. The aim of
thosee contributions is to study how the outcomes of takeover battles are affected by the allocation of voting
rightss over shares. Within this context, the literature tries to provide a rationale for the prevalence of the oneshare-one-votee rule. The major contributions in this field are Grossman and Hart (1988) and Hams and Raviv
(1988,, 1989). These studies generally find that the one-share-one-vote rule has the advantage that bidders whose
privatee benefits of control are high refrain from taking over the firm unless they are able to do well in managing
thee firm. Under one-share-one-vote, the cash flow rights attached to their votes punishes them for taking over if
theirr incentives to do so are mainly because of high private benefits of control. As we have done throughout this
chapter,, we will ignore the literature on takeovers in the remainder of this section.
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Non-verifiability of Cash Flows and Liquidation Rights of Investors

Inn the previous section, we discussed the costly state verification literature. The starting point
theree was that corporate insiders can underreport the cash flows of the firm. The cash flows of
thee company could be verified which in turn implied that financial contracts could be written
thatt explicitly stated how much of the cash flows of the firm should be paid out to investors.
Thee approach that we discuss in this part of this section assumes that the cash flows of the
companyy cannot be verified. The cash flows of the company are therefore not (directly)
contractible.. Hence, contrary to the costly state verification literature, the manager is now
assumedd to be able to steal the cash flows of the firm. The lack of verifiability implies that
suchh a diversion of cash flows cannot be proven in court. A less fraudulent interpretation of
thee non-verifiability assumption is to think of a situation where management can use cash
flowss to consume perks on the job and where courts cannot judge whether these expenditures
weree necessary for properly running the firm.
Thee lack of verifiability of cash flows does not mean that financial contracts cannot be
usedd to enforce payouts. Payments to investors will still be verifiable by courts.22 A financial
contractt can thus specify a repayment requirement and whether or not the company met this
requirementt can be verified by courts. Moreover, contracts can dictate that if the company
defaultss on the repayment requirement, control over the firm's assets will be allocated to the
investors.. These can then seize the assets of the firm. Note that in that case, corporate insiders
willl still have the opportunity to divert the cash flows.23
Togetherr these observations suggest that financial contracts can be used to support
externall financing. By foreclosing the assets, investors will be able to obtain a return on their
investments.. Whether or not the company is able to finance the firm might then depend on the
liquidationn value of the assets. Following Hart (1995b), consider a situation where an
entrepreneurr who seeks financing to acquire assets that are productive within the firm for only
one-period.. Outside the firm, the assets will still have some value so that the liquidation value
iss positive at the end of the first period. Observe that in this setting, the entrepreneur will
neverr pay out any of the cash flows that the firm generates. The threat to seize the assets will
nott enforce the entrepreneur to make repayments because they are no longer productive
withinn the firm. Whether or not the investors are willing to fund the project then directly
dependss on the expected liquidation value of the assets. If this value is lower than the required
returnn of the investors, the entrepreneur will be unable to fund the project.
"" More precisely, this holds if the legal system is not so impaired that courts cannot enforce contracts. In some
countries,, law enforcement is indeed so poor that this is in fact not the case (Shleifer and Vishny 1997).
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Inn such a setting, the financing problem is not very interesting. For that, we need to
considerr a multi-period framework. Several authors have analyzed the security design aspects
inn such a setting. Their analyses revealed that corporate insiders might in fact 'voluntarily'
makee repayments to the investors in order to avoid that these take control over the assets of
thee firm. In addition, the entrepreneur might be best of by creating different classes of
investorss or even by issuing a security that does not carry liquidation rights. In the next three
subsections,, we will illustrate these points.

4.2.11 Liquidation Rights and Voluntary Repayment by the Entrepreneur
Too understand why the entrepreneur might voluntarily repay investors, consider a setting
wheree an entrepreneur can acquire assets that are productive for two periods. The liquidation
valuee of these assets is zero after the final period but is positive at the intermediate date.
Liquidationn at that date however is inefficient because the expected cash flows from the assets
willl be higher than the liquidation value. Observe that investors will only be able to receive a
repaymentt at the intermediate date. Assume that at the beginning of the first period, the
expectedd liquidation value and the expected cash flows for the intermediate date are both
positive. .
Supposee that the entrepreneur finances the assets with a short-term security that (i)
specifiess a fixed repayment requirement and (ii) carries the right to liquidate the assets if the
firmm defaults upon this requirement. If at the intermediate date the cash flows are higher than
thee repayment requirement, the entrepreneur can repay the investors to avoid that the assets
aree liquidated. Because liquidation is inefficient, the entrepreneur will be better of by
honoringg the contract. If the cash flows are insufficient to repay the investors, the
entrepreneurr will then be best of if he pays out all the cash flows and let the investors to
recoupp the short fall by liquidating a fraction of the assets.
Thee contract that we specified above looks very much like a debt contract. These
frequentlyy specify a constant repayment requirement combined with the (control) right to
foreclosee the assets of the firm if default takes place. This threat to liquidate assets can
enforcee the entrepreneur to voluntarily make repayments, even if she could steal the cash
flowss without being punished for that. Hart and Moore (1998) show that such a contract is
indeedd the optimal one in this setting.'

233

Stated differently, corporate insiders can divert the cash flows before the investors take control over the firm,
whichh will then solely consist of the assets.
244
See Hart and Moore (1989, 1994) for some additional work on the optimahty of contracts in similar settings
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4.2.22 Liquidation Rights, Short-term Creditors and Long-term Creditors
Inn the analysis presented above, liquidation rights were crucial for the willingness of the
investorss to fund the firm because they can be used as a threat to enforce payouts. However,
thee right to liquidate assets may also distort the incentives of the entrepreneur to repay the
investors.. Berglöf and Von Thadden (1994) explore this issue. Their model includes three
periods.. All uncertainty is resolved when the cash flow of the first period is realized. Cash
flowss are observable but they are non-verifiable. The liquidation values at the end of the first
twoo periods are positive. Berglöf and Von Thadden assume that liquidation at any
intermediatee date is inefficient because the cash flows that the assets can generate are always
higherr than the liquidation value.
Inn this setting, the entrepreneur may have the incentive to default on the repayment
requirementt even if the cash flows that were generated were high enough to make the
repaymentt after the first period. In other words, the entrepreneur may strategically default on
thee repayment requirement. The reason is that investors might harm themselves when they
liquidatee (a fraction of) the assets after the first period. The assets are worth more within the
firmfirm than their liquidation value. Liquidation thus lowers the future cash flows of the firm by
moree than the proceeds that it generates. The net effect of a liquidation of assets after the first
periodd therefore is that it essentially lowers the capacity of the entrepreneur to make
repaymentss to the investors. This undermines the credibility of the liquidation threat that is
requiredd to enforce the entrepreneur to pay out cash flows. By threatening not to repay when
cashh flows are high enough, the entrepreneur can ask for a concession of the investors, which
theyy are happy to give because it avoids them having to liquidate assets. The possibility of
strategicc default thus lowers the expected returns to investors. As a result, the entrepreneur
mayy not be able to fund the firm.
Berglöff and Von Thadden show that by creating different classes of investors in an
appropriatee way, the incentive for the firm to strategically default is reduced. Essentially, the
entrepreneurr should focus on creating an investor class that, opposed to other classes of
investors,, mainly holds short-term liquidation rights without long-term cash flow rights.
Thesee investors will be less reluctant to liquidate after one period because they hold no claim
onn the cash flows that are generated in the second period. In stead of renegotiating with the
entrepreneurr if default occurs, they will simply liquidate some of the assets. The optimal
securitiess that the firm can issue are therefore short-term debt and long-term debt, which
shouldd be held by different investors.
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4.2.33 Non-verifiability and Outside Equity
Thee contributions that we just discussed all point at the usefulness of contracts that specify
liquidationn rights. It seems therefore that there is no place for outside equity because shares
typicallyy don't specify the rights to liquidate if some repayment requirement is not met. With
non-verifiablee cash flows, it seems that there is not much room for outside equity. Fluck
(1998)) argues that this is not necessarily the case. The reason is that shareholders generally
havee the right to dismiss management. Being replaced is costly for management because it
preventss them from diverting cash flows in the future. If shareholders will decide to dismiss
managementt when the firm makes insufficient dividend payments, it will be in the interest of
managementt itself to pay-out cash. The dismissal threat can thus be used to enforce insiders to
makee dividend payments even if shareholders cannot get their hands on corporate cash flows
directly.. ' 5
Thiss observation does not imply that equity dominates debt in terms of efficiency. It
mayy still be that debt is the optimal security to issue. Fluck however shows that whenever the
liquidationn value of the assets of the firm is too low to fund the firm with debt, equity
financingfinancing may still be possible. The dismissal rights attached to equity may thus weaken the
relationshipp between the liquidation value of the firm and the ability of the firm to finance
itself.. This suggests that equity financing may even be more viable than debt financing in this
setting. .

4.33

The Design of Securities and the Real Decisions of the Firm

Wee now turn to some insights from the financial contracting literature that deals explicitly
withh the allocation of control in situations where agency problems arise with respect to the
operationall decisions of the firm. The control rights associated with securities then allow
investorss to interfere with the firm and to re-direct corporate policy. Note that this approach
deviatess from the one we just discussed because investors in Section 4.2 only worried about
thee incentive of corporate insiders to consume cash flows in stead of paying them out. There
wass no disagreement about how the firm should be managed.
Wee subdivide the analysis into two parts. The first class of models that we discuss
assumess that management is reluctant to liquidate assets or to reorganize the firm out of free

AA crucial feature that is needed for this to work is that equity is of infinite life. Otherwise, management won't
makee any dividend payments when the equity 'matures'. By backward induction then, the argument will fall
apart.. One of the basic characteristics of equity, however, is that is indeed of infinite life.
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will.. The second class of models that we concentrate on deals with the incentives of
managementt to inefficiently invest the cash flows of the firm.

4.3.11 Design of Securities and Intervention in the Policy of the Firm
Thee models that we consider in this section assume that in some states of the world,
interventionn in the current corporate policy is optimal from the perspective if firm value.
Corporatee insiders are presumed to dislike such reorganizations, implying that they need to be
inducedd to initiate them. One way in which investors might achieve this would be to write a
contractt that dictates the reorganization decision. Contracts like that typically fail to exist.
Theyy would have to specify exactly what corporate insiders should do in each of the
numerouss states in which the firm might be. Such comprehensive contracts are prohibitively
costlyy to write and enforce in a complex world. Even a contract that merely specifies that
managementt should change corporate policy whenever this is optimal for the value of the firm
iss unlikely to be very powerful. It will be very hard to prove in court that management has
violatedd such a contract.
Thee upshot of these observations is that contracts will be incomplete in the sense that
theyy will not be able to directly enforce intervention. An alternative way to secure
interventionn would be to transfer the control over the firm from corporate insiders to investors
inn some states of the world. The analysis presented by Aghion and Bolton (1992) was one of
thee first contributions that explicitly recognized the virtues of such control transfers when
contractss are incomplete. Aghion and Bolton consider an entrepreneur who seeks funding for
aa project. In some states of the world, the payoffs of the project can be improved by
interveningg in it. The entrepreneur however dislikes changing the current project. If the
entrepreneurr would always be in control of the firm, investors would have to compensate or
'bribe'' the entrepreneur to induce intervention. These bribes will be reflected in the terms at
whichh the investors are willing to supply capital. It may even be that the expected return
wouldd be too low for the investors because of this.
Aghionn and Bolton show that in that case, the entrepreneur may still be able to finance
thee project. What is needed for this is a publicly observable and verifiable signal that is
informativee about whether or not intervention is optimal for the value of the project. The
entrepreneurr can then design a contract that allocates control to investors if intervention is
optimal.. This allows the investors to change the project without having to bribe the
entrepreneur.. Although intervention is not in the interest of the entrepreneur, without this
transferr he will be unable to finance the project in the first place. Hence, it will be optimal for
himm to contractually allow control transfers.
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Observee that such a contract has some debt-like features. In the states of the world in
whichh intervention is beneficial, performance of the company is probably poor. Control over
thee company's assets is then shifted from the entrepreneur to the investors, just like debt
contractss frequently specify. This resemblance is only vague, though. In the model of Aghion
andd Bolton, control transfers from entrepreneur to the outside investor are not triggered by
defaultss on repayment obligations. The important insight of the analysis, however, is that it
describess a situation where the entrepreneur might not be able to finance her project without
creatingg the possibility of a transfer of control over the firm.
Dewatripontt and Tirole (1994) develop a model that uses a similar framework but they
addd an effort problem to their analysis. This implies that there is a double agency problem.
Thesee agency problems are not independent of each other. The higher managerial effort, the
betterr the performance of the company and the less likely that intervention will be beneficial.
Thee threat of intervention can therefore act as an incentive device for managerial effort.
Becausee of this incentive effect, it may be optimal to have an overly aggressive intervention
policy.. In other words, firm value might be higher if in the future, intervention will take place
inn situations where this is not optimal for firm value at that time. Obviously, in an all equity
firm,firm, it will be impossible to accomplish this.
Dewatripontt and Tirole show that by properly designing the cash flow rights and the
controll rights of securities, this overly aggressive intervention policy can indeed be
implemented.. By issuing a security that looks like short-term debt, the firm can create a class
off investors who are eager to liquidate assets of the firm. These short-term creditors should be
allocatedd control over the company if the intermediate cash flows of the firm are insufficient
too fully repay their claims. Even if liquidation would not be optimal from the perspective of
totall firm value, these investors might be willing to intervene. If they can be fully repaid this
way,, they can only lose if they forego such interference.
Notee that this implies that liquidation might take place when this is inefficient for firm
value.. As a consequence, the firm shouldn't issue too much short-term debt and there will be
ann optimal amount of short-term debt. Moreover, to avoid that inefficient intervention will
takee place too often, the residual claimants, i.e. the shareholders, should be in control of the
firmfirm whenever short-term creditors are fully repaid. The optimal design of cash flow rights
andd control rights therefore closely resembles those of debt and equity.
Berkovitchh and Israel (1996) consider a situation where the intervention concerns the
replacementt of inadequate management. Managerial ability is unknown ex ante to all agents,
includingg management itself. The cash flows of the firm are a function of both the effort that
managementt supplies and their ability. The effort that management is willing to exert is
increasingg in the anticipated probability that they will be rehired another period. The threat of
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replacementt therefore negatively affects the incentives of management. At an intermediate
date,, managerial ability becomes public and the investor in control can decide whether or not
too replace management.
Firstt consider what would happen in an all-equity firm. Whenever the ability of
managementt is below average, it would be in the interest of the shareholders to replace
currentt management. This replacement policy will be optimal at the intermediate date but may
bee inefficient ex ante, i.e. at the initial date. The reason is that it ignores the effect that it has
onn the incentives of management. If effort is important for the value of the firm, the optimal
replacementt rule will promise management that it will be retained as long as their ability is
nott too far below average. For an all equity firm, it is impossible to commit to such a promise.
Exx post, i.e. when managerial ability becomes known, this policy will be against the interests
off the shareholders. In an all equity firm, the shareholders may thus be too aggressive in
replacingg management.
Berkovitchh and Israel show that a less aggressive replacement rule can be
implementedd by creating a class of investors that hold a senior fixed claim on the firm's cash
flows.. Control over the decision to replace management should then be allocated to these
creditors.. The creditors will retain management that is of below average ability, as long as
theirr ability is not too low. By virtue of their fixed claim, creditors have little to gain from an
improvementt in managerial ability. At the same time, they run the risk of being confronted
withh a poor management if they replace them. Their cash flow rights therefore make them
moree lenient towards management.
Thee theory of Berkovitch and Israel suggests that creditors will generally control the
appointmentt of management. This seems to contrast with observed practices that management
iss appointed and dismissed by the shareholder meeting. However, Berkovitch and Israel argue
thatt creditors frequently influence the dismissal decision through debt covenants and board
representation.. Moreover, their model indicates that if managerial ability is relatively
importantt for firm value, aggressive control over management may be optimal. In that case,
thee aggressive replacement rule can be implemented by allocating control to the shareholders.

4.3.22 The Design of Securities and the Investment Policy of the Firm
Zenderr (1991) provides a model in which it takes two investors to finance a project because
nonee of the investors is wealthy enough. There are two periods in his model. At each point in
time,, only one of these investors can be in control of the company. The investor in control
willl be thus be managing the firm. At the beginning of each period, the investor in control
willl have to make a decision. At the initial date, effort has to be supplied. Exerting effort is
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costlyy for the investors in control but it positively affects the cash flows of the firm. At the
intermediatee date, the firm generates cash flows and the investor that is in control at that point
inn time will have to decide whether these cash flows will be invested or paid out. Zender
assumess that this decision is non-contractible. Contracts are thus incomplete in the sense that
thee investment decision cannot be controlled by contract that dictates what the investment
shouldd be in each state of the world.
Considerr again an all equity firm where each of the investors holds a fraction of the
shares.. Assume that one of these investors, i.e. the entrepreneur, wil! remain in control of the
firmfirm in both periods. The investment decision of the entrepreneur will then be undistorted
becausee any inefficiency in the investment decision will be costly for the entrepreneur in
termss of a lower value of the equity. From the perspective of the investment decision,
financingfinancing with equity is therefore good. From the perspective of the initial effort decision, it is
not.. The entrepreneur only holds a fraction of the shares and does not fully benefit from the
effortt that she exerts.
Ann alternative would be to issue debt to the investor who is not in control and to let
thee entrepreneur hold all the equity. This has the advantage that the entrepreneur will be less
reluctantt to supply effort. The improvement in the incentives at the initial date however will
comee at a cost of a distortion in the investment decision. The entrepreneur may decide to
investt the funds while this is only in his own interests, thereby harming the other investor. In
particular,, when the firm is in a bad state, the entrepreneur will find it worthwhile to gamble
forr resurrection.
Thiss distortion in the investment policy can be reduced if the creditor would be able to
controll the investment decisions in situations where the incentives of the entrepreneur to
expropriatee the creditor are relatively high. Such a shift in control can be achieved
contractually.. What is needed for this is a verifiable (and thus contractible) signal about the
prospectss of the investment opportunities of the firm. If the signal implies that investment
opportunitiess are poor, control can than be shifted towards the creditor. Zender shows that in
thiss setting, the optimal contract in this setting indeed allocates the cash flow rights and
controll rights in the manner that we just proposed.
Zenderr thus rationalized why shareholders are generally in control of the firm when
thee prospects of the firm are good. In those states of the world, they will have the proper
incentivess when making investment decisions because debt repayment is not endangered.
However,, when the conditions of the firm are poor, corporate decisions are crucial for the
valuee of debt and equityholders have an incentive to expropriate the creditors. The value of
debtt than closely resembles a residual claim. It is therefore optimal to shift control to the
creditorss in those circumstances.
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Thee analysis in Zender (1991) abstracts from agency problems between shareholders
andd managers. Such agency problems are indeed less acute in firms that are closely held.
Changg (1993) addresses the problem of identifying the appropriate mechanisms by which
equityy holders enforce payouts without directly controlling the firm. He thus focuses on
widelyy held firms. In his model, managers know the optimal pay out level but would like to
retainn funds to overinvest these. To influence the payout policy of management, shareholders
cann set the compensation of the manager as an increasing function of the pay out made to
thesee equity holders. Asymmetric information concerning the optimal pay out level and
manageriall risk aversion however limit the possibilities of investors to enforce first-best
operationn of the firm through such compensation contracts.
Changg (1993) shows that this solution can be improved upon by cleverly designing the
securitiess that are issued to investors. He argues that a security that specifies a non-contingent
repaymentt requirement is particularly useful in this setting because at it has an informational
role.. If the repayment requirement is not too high, default suggests that business conditions
aree poor.26 The optimal financial structure of the firm therefore incorporates two securities.
Thee first one is a debt contract that triggers bankruptcy in case pay out falls in a left-tailed
interval.. This contract specifies that control is transferred from management to the creditors,
whoo can then decide on the investment policy. The second security is a residual claim.
Becausee management is always in control and prefers to invest rather than to pay out cash
flowss to these residual claimants, a compensation scheme is needed to induce repayment of
thesee investors if there is no default.

4.44

Concluding Remarks

Inn this section we have reviewed some important contributions on the design securities when
theree are conflicts between investors and corporate insiders. In the first part of this section, we
concentratedd on the literature that assumes that corporate insiders can divert the cash flows
becausee these are not verifiable. In such a setting, the right to foreclose the assets of the firm
presentss a threat that might enforce the entrepreneur to pay back investors. The optimal
contractss in this setting therefore not only specified a (fixed) repayment requirement but also
thatt control over the assets will be allocated to the investors if the firm defaults. These
contractss therefore look very much like debt contracts.
Wee then focused on the importance of control rights if cash flows of the firm are
verifiablee but where there are conflicts about the real decisions of the firm. We observed that
inn practice, contracts do not directly resolve these conflicts by simply dictating the actions
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thatt corporate insiders should take. Contracts are incomplete in this sense. However, by
cleverlyy designing the control rights of investors and corporate insiders, these conflicts could
bee partially resolved. An important role in this respect was the possibility to transfer control
overr the company from one party to the other.

55
The Intimate Relationship between Corporate Finance and Corporate
Governance e
Ourr analysis so far has taken us from a framework that concentrated on the capital structure of
thee firm (and which largely neglected control considerations), to situations where we focussed
onn the power of securities to reduce conflicts of interests through the proper design of control
rights.rights. These control rights were important because contracts are generally incomplete in the
sensee that they cannot directly resolve agency problems by dictating the decisions that the
agentt should make. In Section 4, we saw that in such an environment, the adverse
consequencess of the conflicts between investors and corporate can be reduced by optimally
designingg the control rights of securities.
Thee analysis in Section 4 therefore directly points at the relationship between control
overr corporate decisions and corporate finance. Despite this explicit attention, the approach in
thatt section is still somewhat unsatisfactory with respect to this relationship. The reason is
thatt while stressing the power of control rights to resolve agency problems, we have been
silentt about the limits of such contractual solutions. These limits naturally arise in an
incompletee contracting environment because a contractual allocation of control rights doesn't
meann that corporate decisions are now suddenly directly governed through these contracts.
Too see this, consider the over-investment problem that we discussed in Section 2. The
assumptionn we maintained throughout the analysis was that shareholders were unable to block
investmentt proposals by management. Realizing that financial contracts can allocate control
rightss to overcome agency problems, one may argue that the analysis implicitly neglects the
possibilityy of allowing shareholders to control the investment policy of the firm. In fact, in
mostt countries, shareholders do have right to block major investment decisions by voting
againstt these decisions on the shareholder meeting.
Itt is not very conceivable, however, that one can simply solve the over-investment
problemm by allocating control rights to shareholders. Shareholders may not have accurate
informationn about whether or not the proposed investments are value destroying. Moreover, if
thee ownership of shares if very dispersed, the effect of an inefficient investment policy on

AA similar argument can be found in Hams and Raviv (1990).
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eachh individual shareholder's wealth is limited. If obtaining precise information about the
qualityy of the investment decisions of management is costly, a small shareholder might easily
expectt to lose from his efforts to prevent inefficient investments. These observations suggest
thatt the scope for effective control by shareholders over the investment policy of the firm
mightt be rather limited.
So,, although financial contracts can formally allocate control rights over investors,
thiss does not imply that these contracts are very forceful in directing the decisions that are to
bee taken by the firm. Therefore, the adverse consequences of the incompleteness of contracts
cannott be easily 'bypassed' through a contractual allocation of control rights; the decision
powerr will be in the hands of those parties that are able to exercise effective control. The
incompletee nature of contracts thus requires us to look at corporate financing from a broader
perspectivee than the contracting framework that we used in the previous section.
Overr the last 20 years, the corporate finance literature has exactly taken this step. A
largee part of the research nowadays tries to address the efficiency aspects of the way in which
stakeholderss of companies are able to control corporate decisions. These governance
structuress are especially relevant in large public companies. The potential for agency
problemss between corporate insiders and investors is large for these companies because they
tendd to rely extensively on external financing. Moreover, the ownership of securities,
especiallyy those of shares, is often dispersed. This dispersion creates free rider problems when
theree is scope for investors to exercise control. The monitoring incentives of small
shareholderss are limited because the improvement in firm performance accrues to all
shareholderss while the costs are bom by those that monitor.
Thee corporate finance literature has therefore devoted much attention to corporate
controll issues. One of the most striking observations that the literature has come up with is the
documentationn of a large variation in the way companies are financed across different
countries.. These differences do not show up particularly strong if one looks at the capital
structuress of companies across countries (Borio 1990). To observe them, one needs to
considerr the concentration of share ownership across countries and the involvement of banks
inn financing companies. Share ownership of public companies in Continental European
countriess and in Japan is more concentrated than that of their counterparts in the US or the
UK.. In Germany and Japan, large banks are important financiers of public companies while in
thee US they are not.
Too analyze the consequences of such differences, the attention of the research in
corporatee finance does not limit itself towards the ownership structure of the shares and debt
claimss that firms have outstanding. Aspects such as (supervisory) board composition, the
accountabilityy of management and shareholder activism are also on the research agenda of
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research.. The recognition of the relevance of corporate governance has therefore increased the
scopee of research in corporate finance considerably in comparison with the traditional capital
structuree approach that we started this chapter with.

66

Conclusion

Wee have reviewed a large part of the theoretical academic work on the relevance of
asymmetricc information and agency problems for corporate financing. The underlying
questionn that all these contributions address is whether these frictions in the capital market
seriouslyy affect the terms at which firms can finance themselves and whether they have
adversee consequences for the behavior of firms. If the answer to these questions is no, there is
littlee need to study corporate financing from the perspective of the existence of agency and
informationn problems. The analysis in this chapter revealed that this is not the case, however.
Wee started of with a discussion of the most important contributions of the traditional
capitall structure literature. The focus of this literature is primarily on analyzing the debtequityy choice under various settings. The difference in the pay off characteristics of these two
securitiess implied that in the presence asymmetric information or agency problems, this
choicee determines the degree in which firms are confronted with the adverse consequences of
thesee frictions. Whether debt or equity was preferred critically depended on the setting that we
weree considering.
Wee then turned towards the so-called security design literature. The approach of this
literaturee is more fundamental than the traditional capital structure literature in the sense that
itt tries to address why firms predominantly rely on equity and debt when they finance
themselves.. Moreover, it recognizes that debt and equity typically carry control rights as well,
andd that these differ dramatically from each other. The security design literature therefore
investigatess whether the cash flow rights and control rights of optimal securities in different
settingss resemble the characteristics of debt and equity. In the context of this chapter, the
optimall securities are those securities that most efficiently mitigate the adverse consequences
off agency and information problems.
Inn Section 3 and 4, we saw that the security design approach has derived the optimally
off 'debt-like' and 'equity-like' securities in various settings. We also learned that the design
off securities can strongly affect the terms at which firms are able to fund themselves. In the
presencee of agency problems, the control rights of securities were of particular importance
becausee they determine which party has the right to control corporate decisions. This
observationn brought the discussion within the realm of the corporate governance debate.
Althoughh securities can help to reduce the adverse consequences of agency problems by
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specifyingg control rights, they are unlikely to be very restrictive in this respect. There will be
manyy corporate decisions that are not directly governed through the control rights attached to
securities.. The corporate governance debate focuses on how the different stakeholders of the
firmfirm are able to control these decisions. Because the value of the claims that investors hold
stronglyy depends on the decisions that are taken within the company, the governance of
companiess and corporate finance are closely related. As we argued in the Section 5 of this
chapter,, this relationship is far more comprehensive than simply a matter of the design of the
controll rights of securities.

Chapterr 3
Thee Dutch System of Corporate Governance for Listed Firms

11

Introduction

Countriess differ rather dramatically with respect to their corporate governance systems. These
differencess in the way corporate control takes place received an increasing amount of
attentionn from academics, policy makers, investors and firms. The major concern of all these
participantss in the debates is of course whether or not these differences translate into firm
behaviorr and corporate performance as well. Such knowledge is very useful because much of
corporatee governance is a matter of institutional design and is therefore at the discretion of
companies,, investors, governments and other stakeholders of firms.
Too judge the quality of a governance system in terms of economic efficiency, one
needss to have precise information about its characteristics. Until recently, the differences in
governancee systems were referred to in terms of "bank-oriented" or "market-oriented".
However,, such a crude classification of alternative governance systems does not allow strong
inferencess about the costs and benefits of governance systems. One must exploit the full
variationn in governance systems in order to learn about its consequences. Academic
researcherss and policy makers have realized this and have started to gather precise
informationn about corporate governance around the world {see for example Becht 1997,
Charkhamm 1994 and La Porta, Lopez-de-Silanes and Shleifer 1998).
Thiss chapter adds to this research by providing a comprehensive overview of the
Dutchh system of corporate governance for firms that are listed on the local stock exchange.
Wee focus on four important aspects of corporate governance that have been identified by
academicss as major reasons for differences in the way corporate control takes place in
countries.277 The first one relates to the ownership structure of the firm. The potential for
agencyy problems between shareholders and management originates from the separation of
ownershipp from control that results from outside equity (Jensen and Meckling 1976, Shleifer
andd Vishny 1997). The ownership structure can strongly affect the degree in which these
agencyy problems might manifest themselves. Ownership by corporate insiders such as
management,, independent directors and supervisory board members directly ties the wealth of
277

See for example Garvey and Swan (1994), Shleifer and Vishny (1997), Short (1994) and Thakor (1996).
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thesee parties to the market value of equity, which might reduce the incentives to deviate from
valuee maximization. Also, concentrated ownership in the hands of other parties than corporate
insiderss provides these blockholders with an incentive to monitor and control management.
Analyzingg the ownership structure of the firm is therefore informative about the potential for
agencyy problems between managers and shareholders. We therefore assess to what degree
ownershipp and control seem to be separated in the Netherlands. We collect data on the
ownershipp structure of firms by using the disclosures made by equity holders that own at least
5%% of the shares and determine who the large shareholders are in the Netherlands, how high
theirr stakes are and how significant insider ownership is in listed firms.
Thee second aspect of corporate governance that we explicitly analyze relates to the
controll rights of shareholders. There exists a lot of variation across countries in the formal
rightsrights of equity holders to control different corporate decisions (La Porta, Lopez-de-Silanes,
Shleiferr and Vishny 1997a, 1998). This holds especially with respect to their ability to appoint
andd dismiss directors and to the degree in which the one-share-one-vote principle is violated.
Inn the Netherlands, the control rights of shareholders are generally diluted through the various
takeoverr defenses that firms have resorted to. These defense mechanisms can result in
violationss of the one-share-one-vote principle and in the dilution of the power of a vote. We
investigatee the allocation of control rights over shareholders, management and the supervisory
boardd that results from these defense mechanisms. We also discuss the implications of the socalledd 'structuurregime', henceforth referred to as the governance regime, for the allocation of
controll rights. Those firms that operate under this regime are enforced to install a supervisory
boardd and to endow this board with the formal authority over many corporate decisions.
Takenn together, the various takeover defenses and the presence of the governance regime
implyy that the formal allocation of control rights differs substantially between firms.
Thee third aspect that we focus on is the way internal control takes place through the
boardd of directors. In countries like the US and the UK, internal control is organized through a
singlee board structure. Officers and independent (i.e. non-executive) directors together form a
boardd that supervises the firm's decisions. In Germany, listed firms are characterized by a
two-tierr board structure, with separate boards for management

and

(non-executive)

supervisors.. The supervisory board there consists mainly of bankers and representatives of
employeess and large shareholders. In this chapter, we take a close look at how internal control
iss designed in the Netherlands. It turns out that practically all the listed firms have a two-tier
boardd structure. Relying on Van der Knoop (1991) and Van Manen (1999), we discuss the
compositionn of these boards and the objectives that their members claim to have while
supervisingg the firm. We then concentrate on the dynamics in the composition of the
supervisoryy board. Several authors have suggested that the supervisory boards of Dutch firms
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doo not function accurately. Van der Knoop (1991) reports that supervisory board members in
thee Netherlands are averse to conflicts and that there is a tendency to support each other. As a
result,, poorly performing supervisory board members are allowed to retain their positions and
aree even re-appointed. Boot (1994) and many others (see for example Wildenberg and
Zwetsloott 1994 and some of the contributions therein) argue that the governance regime leads
too automatic consensus during supervisory board meetings and that it prevents that individual
boardd members will be critical towards management and fellow board members. These
argumentss suggest that there will be rigidities in the composition of the board. If supervisory
boardd members are 'automatically1 allowed to stay, board turnover will be suppressed. Also,
inn a consensus driven, conflict-averse board there will be less diversity of opinion and less
dissidence.. In such an environment, the positions of supervisory board members might remain
undebated. .
Thesee conjectures about rigidities in the composition of the supervisory board are hard
too test. However, by studying supervisory board turnover, we will be able to obtain some
basicc insights concerning their relevance. By relating turnovers to corporate performance, we
cann investigate whether poor performance increases the likelihood that a member of the
supervisoryy board leaves the firm. If this is indeed the case, it seems that the positions of
supervisoryy board members become more seriously questioned after poor performance (either
byy fellow board members or by the departing members themselves) and that they are
accountablee to corporate performance. To examine this, we collect data on the changes in the
compositionn of the supervisory board and analyze whether corporate performance is
importantt for explaining these changes. We also investigate whether the presence of large
shareholderss has an effect on supervisory board turnover. Monitoring and control by
blockholderss may reduce the above-mentioned rigidities, thereby increasing board turnover.
Inn addition, we search for evidence that the presence of blockholders is correlated with the
appointmentt of new board members if performance is poor. Testing whether the presence of
blockholderss has an effect on the likelihood of changes in the composition of the board thus
providess direct evidence for the relevance of monitoring by large shareholders.
Too conclude our analysis of supervisory board turnover, we test whether turnover is
particularlyy low in companies that operate under the governance regime. If this regime leads
too more rigidity in the composition of the board, this might show up in the turnover data.
Thee fourth aspect of corporate governance that we focus on in this chapter concerns
thee role of banks in financing firms and their potential to exercise control. As we argued
earlierr in this chapter, the governance systems of countries are frequently classified as either
market-orientedd or bank-oriented. Analyzing the ties firms and banks in the Netherlands will
bee informative about the extent to which Dutch system of corporate governance is bank-
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oriented.. Since the late 1980s, the Dutch financial regulators allowed the formation of
financiall conglomerates. As a consequence, many commercial banks have expanded their
scopee and provide a whole range of financial services or have merged with insurance
companiess and investment banks. These financial conglomerates are allowed to hold
significantt equity stakes in firms, to supply bank loans and to sit on the supervisory board of
firms.. Our analysis highlights these ties between banks and listed firms in the Netherlands.
Thee structure of our survey is as follows. In the next section, we analyze the precise
naturee of the separation of ownership and control in the Netherlands as we look at ownership
concentrationn of Dutch listed firms. Section 3 addresses the dilution of shareholder control
rightsrights in the Netherlands. In Section 4, we look at the design of internal control by the board.
Thee fifth section the focuses on the ties between listed firms and

banks/financial

conglomerates.. That section will primarily concentrate on interlocking directorships and the
creditt relations between these firms because the equity investments are considered in Section
2. .

22

Ownership Structure in the Netherlands

2.11

Sample and Data Sources

Ourr initial sample consists of all the companies that were listed on the Dutch stock exchange
byy the end of 1991. From this sample, we exclude equity investment companies and
investmentt funds. This leaves us with 156 financial and non-financial companies and we
followw these firms up to 1997.28 The average asset size for our sample of firms, excluding
financiall companies, equals 2.5 billion Dutch guilders, which roughly equals USS1.2 billion.
Thee median, however, is substantially lower: .4 billion Dutch Guilders. This reflects the
presencee of some large multinationals such as Philips and Shell.
Thee ownership data for these companies are obtained from the ownership disclosures
madee to the STE, which is the agency that supervises the stock market on behalf of the
Ministerr of Finance. The way these data are disclosed requires some attention. As of February
11 of 1992, all shareholders were required to report their stakes to a regulatory agency if they
heldd at least 5% of the shares at that date. The law required persons and companies to report
"" We excluded seven companies for other reasons. Four companies are deleted from the sample because they are
characterizedd by extreme degrees of ownership concentration. Two of those companies are subsidiaries of larger
firms,, one of them was in financial distress and one of them is a very small company that has a 97% ownership
concentrationn in each year. We also delete a cooperatively owned company and a firm that does not have to
disclosee its ownership because it is officially located at the Antilles. Finally, we delete a small holding company
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theirr direct stakes as well as the stakes held indirectly through subsidiaries or companies
ownedd by the disclosing party. Hence, the disclosures reveal the ultimate ownership structure
andd they are accurate for assessing the ownership structure of Dutch firms at that date. Before
1992,, there was no disclosure requirement on the Dutch stock market.29
Furtherr disclosures were only required when the block of the shareholder crossed a
certainn barrier from below or above. These barriers are 5%, 10%, 25%, 50% and 66 2/3%. For
ownershipp changes that take place within these bands there is no disclosure requirement. This
limitationn makes the disclosures a less precise source for obtaining the ownership structure of
firmss for the years after 1992. Especially for higher levels of ownership concentration the
bandwidthss are large. Note also that as a shareholder reports that his block crosses the 5%
barrierr from above, there is no longer a disclosure requirement unless the 5% barrier is
reachedd again. Hence, we have to neglect disclosures that are made to report that the stake of
thee shareholder decreased to a level below the 5%. A shareholder that reports that his stake
wass lowered from 6% to 4% might have sold the remaining shares as well. Throughout the
remainderr of this dissertation, the large shareholders or blockholders that we refer to are those
equityholderss whose stakes are higher that 5% of the shares.
Theree is one other aspect of the disclosure law that undermines the accuracy of the
databasee after 1992. A person or company has to disclose only if its stake crosses one of the
barrierss due to actions of its own (i.e. through selling or buying shares or through acquiring or
sellingg subsidiaries or companies that hold a stake in a listed firm). Hence, if a listed company
issuess equity and the party that previously disclosed a stake does not alter the number of
sharess in its possession, it does not have to disclose the new size of its stake. This implies that
evenn if there are no disclosures reported to the regulatory agency, the stakes disclosed in the
pastt may no longer be in line with the true sizes of the blocks. Fortunately, the number of
substantiall equity issues (or buy backs of shares) is low: 18 firms changed the number of
sharess outstanding by more than 30% between 1992 and 1996, roughly equal to 11% of our
sample. .
Wee split up the blockholders in as many different categories as possible. For inside
blockholders,, we assembled four categories. The first two concern the disclosures by
individualss who are either on the management board or on the supervisory board. We label
themm as "direct disclosures" of board members. The disclosures in these two categories
understatee the blocks held by members of both boards and therefore the degree to which firms
thatt is traded infrequently and closely held (around 75%) by investment companies whose ultimate owners we
weree unable to identify.
Thesee disclosures may understate ownership concentration somewhat if shareholders that own more than 5%
off the shares of a company simply refuse to disclose. In principle, the STE can fine these blockholders if they
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aree closely held by insiders. In our opinion, the stakes of individuals who are family members
off those on the boards should be considered as insider blocks as well. If the family of a CEO
controlss a large fraction of the shares, this family can hardly be considered as an outside
shareholder.. Moreover, the disclosure law does not require persons to disclose their stakes if
thesee are held through companies over which they do not have absolute (majority) control.
Forr example, if two board members of firm X each hold 50% of the shares of an investment
companyy which in turn holds 50% of the equity of firm X, the only disclosing party is the
investmentt company. Likewise, a family that holds a stake through their investment company
andd who has a member on any of the boards, only has to disclose through their investment
company. 30 0
Too capture these closely held blocks we apply the following classification. First, we
checkk (through family name) whether a disclosing individual is a family member of any of the
directorss on one of the boards. Second, using the Dun & Bradstreet 25 000 and several
publicationss by the Dutch financial newspaper, we determine whether the investment
companyy is owned by members on the board or whether a disclosing party is an investment
companyy actually owned by family members of those on the board.31 We label these stakes as
'closelyy held through management board' and 'closely held through supervisory board'.
Givenn that some well-known cases of insider ownership by management and supervisory
boardd members can only be made visible by applying these criteria, we consider this
classificationn as a necessary one.
Forr outside blockholders, we separate disclosed blocks into seven different categories:
(1) )

Mutuall funds,

(2) )

Banks/insurancee companies,

(3) )

Pensionn funds,

(4) )

Otherr financial institutions.

(5) )

Individuals, ,

(6) )

Non-financiall companies,

(7) )

Other. .

discoverr the disclosure failure. There is little known about the severity of this problem, but we are not aware of
casess where the STE actually fined large shareholders.
Thatt is, as long as none of the family members controls this company through a majority stake.
Moree specifically, we use the Omzetcijfers and the yearly overviews of the disclosures in Het Financieele
Dagblad,Dagblad, which in many cases report the identity of the ultimate owners of the disclosing investment company.
Wee also use the Dun & Bradstreet 25 000 to check whether the disclosing company's directors are the only
employeess of the disclosing firm and whether these directors are also members (or family members) of the board
off the company in which the stake is held.
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Wee use Kompass and Dun & Bradstreet 20 000 to determine the identity of the blockholders.
Duee to the system of universal banking that exists in the Netherlands, financial intermediaries
aree generally financial conglomerates involved in commercial banking and insurance
activities,, investment banking and the provision of venture capital. A further break down of
thee 'banks/insurance companies/financial conglomerates' category is therefore not possible."
Wee do not include a separate category for disclosures made by investment companies
thatt are owned by families. The reason is that there are quite a few investment companies for
whichh we were unable to obtain accurate information about the family ties of the participants.
Hencee we classify these companies as 'other financial institutions'. The 'individuals' category
containss all disclosures by persons not classified as inside blockholder. The 'other' category
includess disclosures by the state and local government, foundations and a few blockholders
whosee identities we were unable to track.

2.22

The Ownership Structure of Dutch Firms

Tablee 1 provides descriptive statistics for the ownership structure of our sample of listed firms
inn 1992. The bottom of the table reveals that ownership is rather concentrated in the
Netherlands.. The largest three blockholders on average hold 42.0% of a firm's shares. The
mediann and mean for total ownership concentration indicate that around 50% of all shares of a
firmm are in hands of blockholders. Observe also that the average stake of the largest
shareholderr equals 28.5% and that there are only four firms without a blockholder.
Banks,, insurance companies and financial conglomerates are widely represented as
blockholders,, as can be seen from the median stake for this category. Non-financial
companiess hold on average 12.0% of the shares of other firms through blocks. The median
blockk size of non-financial companies, however, is below the 5%. Insider holdings are also
quitee significant. Direct stakes by management equal 4.4% on average and our broadest
definitionn of insider holdings, which lumps the direct and closely held stakes for both boards
together,, averages around 9.6% per firm. The median shows that more than 50% of the
companiess however do not have an inside blockholder.

322

The financial conglomerates also set up mutual funds. However, the conglomerates have to disclose the blocks
theyy hold on behalf of these funds under the name of the fund Hence, these blocks are classified as blocks held
byy mutual funds.
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Tablee 1: Ownership Concentration of Listed Firms in the Netherlands (1992).
Summaryy statistics for the total sum of disclosed blocks in percentages, classified by shareholder type. Blocks
aree only disclosed in the Netherlands if they exceed 5% of the total of shares. 'Other Financial Institutions' are
mainlyy private investment companies. 'Closely Held' relates to blocks held by the family of a board member or
byy investment companies owned by board members or their families. 'Total Insider Holdings' is constructed by
summingg all blocks of both boards. 'Other' refers to blocks held by the state or local government, foundations,
employeee participation funds and to blocks that we were unable to classify by owner type. The total number of
firmss equals 156.

Mutuall Funds
Banks,, Insurance Companies and Fin. Conglomerates
Pensionn Funds
Otherr Financial Institutions
Managementt Direct Disclosure
Closelyy Held through Management
Managementt Board Total (sum of the above)
Supervisoryy Board Direct Disclosure
Closelyy Held through Supervisory Board
Supervisoryy Board Total (sum of the above)
Totall Insider Holdings (both boards)
Individuals s
Non-financiall Companies
Other r
Largestt Block
Largestt 3 Blocks
Largestt 5 Blocks
Alll Blocks: Total Ownership Concentration

Meann
(%))
0.9 9
9.9 9
0.4 4
9.3 3

Median
(%)

Minimum Maxim(%) um(%)

00

19.4 4

6.6 6

51.7 7

00

11.4 4

00

69.2 2

4.4 4

88.2 2
77.1 1
88.2 2

2.2 2
6.6 6

1.3 3
1.7 7
2.9 9

ToT T

9.6 6
3.1 1
12.0 0
2.4 4

88.2 2
49.0 0
82.7 7
60.0 0

28.5 5
42.0 0
45.7 7
47.4 4

77.6 6
77.6 6

22.3 3
39.0 0
46.4 4
50.0 0

88.2 2
90.7 7
95.5 5
95.5 5

Tablee 2 reports the distribution of insider block ownership in terms of the number of
firmss in which insider ownership prevails. In 28 out of the 156 firms, insiders own more than
20%% of the shares through blocks. Note that although insider block ownership is one average
quitee high, there are nevertheless 119 firms without an inside blockholder. Hence. 75.0% of
thee companies do not have an inside blockholder. The high average of insider block
ownershipp is thus mainly caused by the 20 firms for which total insider block ownership
exceedss the 40%.
Tablee 3 gives an impression about the identity of the largest shareholders and the
averagee size of their stake. Companies are most often the largest shareholders. Note that Table
22 and Table 3 imply that only in 7 out of the 37 companies in which insiders hold a stake,
theyy are not the largest shareholders.
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Tablee 2: Distribution of Total Insider Block Ownership across Listed Firms in the
Netherlandss (1992).
Thee table reports the number of firms for each range of total insider ownership concentration. 'Management
Board'' and 'Supervisory Board' include the blocks held directly by individual board members as well as the
blockss held by the family of a board member or by investment companies owned by board members or their
families.. 'Total Insiders' relates to the sum of management and supervisory board block ownership.
Insiderr Ownership
Concentrationn (total in %)
0-<5 5
55 -< 20
200 - < 40
400 - < 60
600 - < 80
80-<< 100

Managementt Board

Totall Number of Firms

Supervisory Board

Total Insiders

129 9
88
66
88
44
11

142 2
44
44
11
00

119 9
99
88
12 2
77
11

156 6

156 6

156 6

SS

Tablee 3: Largest Shareholders of Listed Firms in the Netherlands (1992).
Thee table reports the stake size of the largest shareholder in percentages, categorized by owner type. 'Other
Financiall Institutions' are mainly private investment companies. "Management Board' and Supervisory Board'
includee the blocks held directly by individual board members as well as the blocks held by the family of a board
memberr or by investment companies owned by board members or their families. 'Other' relates to blocks held by
thee state or local government, foundations, employee participation funds and blocks that we were unable to
classifyy by owner type. 'None' refers to firms without a shareholder owning at least 5% of the shares.
Numberr of Firms
Mutuall Funds
Banks,, Insurance Companies and Fin.
Conglomerates s
Pensionn Funds
Otherr Financial Institutions
Managementt Board
Supervisoryy Board
Individuals s
Non-financiall Companies
Other r

33
32 2

Average Stake Size (%)
10.8 8
14.0 0

00
28 8
19 9
11 1
99
40 0
10 0

25.3 3
44.5 5
31.9 9
23.2 2
39.6 6
26.1 1

156 6

28.5 5

None e
Alll Shareholders
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Figuree 1 shows the distribution of total ownership concentration. In 17 out of the 156
companies,, blockholders hold less than 10% of the shares. The figure also reveals that
blockholderss own at least 70% of the shares in more than one fifth of the companies.
Comparedd to other Continental European countries, total ownership concentration and
thee average stake of the largest shareholder is rather moderate. Becht (1997) reports that the
meann largest stake exceeds 50% in most of the Continental European Countries. Moreover,
aroundd 90% of the firms in Germany and Belgium have a single blockholder who owns at
leastt 25% of the shares (Renneboog 1996, Franks and Mayer 1997a and Edwards and Fischer
1994).. The median stake in the Netherlands is only 22.3%, however, indicating that for more
thann 50% of the firms, the largest block is smaller than 25%. Ownership concentration in the
Netherlandss seems more in line with the UK. The average stake size of the largest shareholder
inn the UK is around 15%, while the largest five shareholders hold about 35% of the shares
(Franks,, Mayer and Renneboog 1998). This last figure is quite close to the 40% that we find
forr the Netherlands. 33
Figuree 1: Distribution of Total Ownership Concentration in the Netherlands (1992).
Thee horizontal axis refers to different ranges for total ownership concentration (in %). The total number of firms
equalss 156.

30 0

26 6
25 5

19 9
18 8
17 7

II 20

ii

155 15

14 4
13 3
12 2

15

E E

10 0

LO O
VV

oo

oo oo
ro o ^r
r
VV

OO

CN N
^—
VV —
VV

oo
uo
o oV Vo
VV

oo

mm oo

oo

oo

CJ J

CO O

oo
^r r

OO
CD D

OO

v --

VV

oo
mm

h -VV

OO
CO O
VV

oo

OO

oo

r^ ^

CO O

CJ CJ

VV

oo
O) )
AA

Thesee figures for the UK are inflated somewhat with respect to the numbers that we present for the
Netherlandss because the disclosure threshold is 3% in the UK (Franks, Mayer and Renneboog 1998).
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Shareholder Control Rights in the Netherlands

Inn principle, the shareholder meeting has the right (i) to decide on the annual accounts of the
company,, (ii) to appoint and dismiss of management, <iii) to appoint at most 2/3 of the
memberss of its supervisory board, (iv) to dismiss supervisory board members that the
shareholderr meeting previously appointed and (v) to decide on changes in the corporate
charter.344 However, these rights can be diluted in different ways in the Netherlands. Most
companiess defend themselves against hostile takeovers through various defense mechanisms
thatt are incorporated in their charters. These takeover defenses not only prevent that outsiders
cann obtain control over the firm but also reduce the control rights of shareholders under
regularr circumstances.
Inn addition to these takeover defenses, many of the companies in our sample are
legallyy forced to install a special governance regime (in Dutch 'structuurregime') or have
voluntarilyy chosen to adopt this regime. As we already argued in the introduction of this
chapter,, the governance regime shifts most of the control rights from the shareholder meeting
too a supervisory board that these firms are required to install. We will briefly discuss the
precisee nature of all these mechanisms. In the next subsection, we address the arrangements
thatt break down the one-share-one-vote principle. In Section 3.2, we discuss how the control
rightss of shareholders are diluted through a reduction of the power of a vote. The mechanisms
thatt we discuss there do not violate the one-share-one-vote principle but simply reduce the
formall authority of the shareholder meeting. In Section 3.3, we will show that these
mechanismss create a degree of heterogeneity across firms in the way control rights are
allocatedd over shareholders, management and supervisory board members. Section 3.4 will
examinee whether the dilution of shareholder control rights and the ownership structure of the
firmfirm are related to each other. If concentrated ownership serves as a substitute for takeover
defenses,, we expect to find a negative correspondence between the two. "

3.11

One-share-one-vote Violations

Underr a violation of one-share-one-vote, the relative amount of the votes that an equity holder
hass differs from the relative equity contribution that the shareholder has provided. In other
words,, the fraction of the votes that the shareholder owns is disproportionate to the fraction of
344

Frijns, Mensonides and Scheurs (1995).
The data that we use in this section are obtained from the list of takeovers defenses reported in the Dutch
publicationn "Beschermingscontructies " ('Takeover Defenses'), several authors, Vennootschaps- en
rechtspersonenrechtrechtspersonenrecht deel 34, Kluwer Deventer, the Netherlands, 1990, which are then updated using the ann
reportss of the companies.
355

66 6

CHAPTERR 3

thee capital that the equity holder has supplied. There are basically three ways in which Dutch
companiess violate this principle. Each of these directly limits the number of votes that the
equityy holder has and mainly serves as a defense mechanism against takeovers. The first one
concernss the use of certificates of shares. The company registers the ordinary shares at an
administrationn office (hereafter referred to as the voting trust), which then issues non-voting
certificatess that are traded on the Dutch stock market. The votes thus reside with the trust,
whosee board members will vote on the shareholder meeting. The shareholders, or more
precisely:: the holders of the certificates, have no voting rights. The stock exchange requires
thatt a majority of the board members of these trusts are independent, which is defined as
neitherr a member of the management or supervisory board nor a family member thereof.
Althoughh some argue that the boards of the voting trusts sometimes require management to
consultt them for major decisions, the general perception is that these voting trusts are
effectivelyy controlled by corporate insiders (i.e. the members of the management and
supervisoryy board). ' In the remainder of this dissertation, we will refer to the voting trust as
ann administration office that is controlled by the firm/corporate insiders.
Thee second way in which the one-share-one-vote principle is violated in the
Netherlandss relates to the use of preferred stock. This works similar to the voting trust
constructionn that we just reported. The preferred shares are first issued to foundations that are
controlledd by the firm. These then issue non-voting certificates.37 There are usually tax
motivationss behind the use of these preferred shares and the foundations serve to avoid that
thee holders of these shares can vote on the shareholder meeting. The third way in which the
one-share-one-votee principle is violated in the Netherlands is through voting caps. Some
companiess directly limit the maximum amount of votes that a single shareholder can have. In
general,, these caps limit the number of votes per shareholder to 1% or 5% of the total
numberss of votes that the firm has issued.
Thee consequence of each of these mechanisms is that the concentration of votes can
differr from the concentration of equity. Because the disclosure law also applies for blocks of
votes,, we can use the disclosures to determine whether the shares of a blockholder also carry
votes.. Table 4 reports the disclosed blocks of votes for 1992, neglecting the disclosures made
byy the voting trusts of the company.

Seee the contribution of Voogd in "Beschermingsconstructies', several authors, W-nnootschaps- en
rechtspersonenrechtrechtspersonenrecht deel 34, Kluwer Deventer, the Netherlands. 1990.
For those who are well informed about takeover defenses in the Netherlands, we are not referring to the right
too issue preferred shares at steep discounts.
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Tablee 4: Voting Rights Held by Block Holders of Listed Companies in the Netherlands
(1992). .
Summaryy statistics for the total sum of disclosed blocks of voting rights in percentages, classified by shareholder
type.. Blocks are only disclosed in the Netherlands if they exceed 5% of the total of voting rights. Voting rights
heldd by voting trusts that issue depository receipts after separating cash flow rights from voting rights are
excluded.. 'Other Financial Institutions' are mainly private investment companies. 'Closely Held' relates to
blockss held by the family of a board member or by investment companies owned by board members or their
families.. 'Total Insider Holdings' is constructed by summing all blocks of both boards. 'Other' refers to blocks
heldd by the state or local government, foundations, employee participation funds and to blocks that we were
unablee to classify by owner type. The total number of firms equals 156.

Mutuall Funds
Banks,, Insurance Companies and Fin. Conglomerates
Pensionn Funds
Otherr Financial Institutions
Managementt Direct Disclosure
Closelyy Held through Management
Managementt Board Total (sum of the above)
Supervisoryy Board Direct Disclosure
Closelyy Held through Supervisory Board
Supervisoryy Board Total (sum of the above)
Totall Insider Holdings (both Boards)
Individuals s
Non-financiall Companies
Other r
Largest t
Largestt 3
Largestt 5
Alll Blocks: Total Voting Rights Concentration

Mean n Median n Minimum mMaxim-(%) ) umm (%)
(%) )
(%) )
0.7 7
19.4 4
00
00
44.1 1
00
00
6.1 1
0.2 2
11.4 4
00
00
00
7.5 5
69.2 2
00
4.0 0
88.2 2
00
00
1.9 9
77.1 1
00
00
00
5.9 9
88.2 2
00
0.9 9
50.1 1
00
00
00
00
1.3 3
77.6 6
00
00
2.3 3
77.6 6
8.1 1
88.2 2
00
00
2.7 7
00
49.0 0
00
10.4 4
82.7 7
00
00
00
2.2 2
60.0 0
00
25.4 4
34.7 7
36.8 8
37.8 8

18.2 2
32.9 9
38.6 6
40.1 1

00
00
00
00

88.2 2
89.4 4
95.5 5
95.5 5

Contrastingg this table with Table 1 shows that the concentration of voting rights is
muchh lower than the concentration of cash flow rights. In general, total voting rights
concentrationn for shareholders is about 20% (or 10 percentage points) lower than cash flow
rightsrights concentration. Especially the fraction of votes held by banks/insurance companies
sufferss from the separation of voting rights and cash flow rights. Interestingly, the fraction of
votess under control of management and companies is less affected by violations of the oneshare-one-votee principle. There are probably control-type motivations behind the low degree
off separation of voting rights and cash flow rights for these categories.
Too give an impression about the fraction of votes controlled by the firm, we added the
numberr of votes under control of the voting trust to the fraction of votes held by management
boardd and supervisory board members. Figure 2 presents the distribution across firms. In 60
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off the 156 companies, the firm controls at least 50% of the votes. Almost 50% of the firms
holdd more than one third of the votes.
Thee total percentage of votes under control of the firm is not necessarily indicative for
excessivee control over votes by the firm. Part of the votes that the firm controls may be due to
insiderr ownership of voting equity. Moreover, in some firms the voting trusts also control the
votess of the blocks held by management and supervisory board members. Both these practices
doo not directly lead to a violation of the one-share-one-vote principle because they are
associatedd with proportional equity contributions of corporate insiders. One can therefore best
treatt such cases as regular control of votes by the firm.
Ass a more precise indicator for the excessive control of votes that results from
violationss of the one-share-one-vote principle, we calculated the fraction of shares held by
outsiderss from which the voting rights were stripped. This number can be obtained by taking
thee fraction of votes under control of the firm and by subtracting the equity contribution of
insiderss through blocks from it. We refer to this measure of voting rights entrenchment as the
votingg rights held by the firm in excess of the equity contribution of board members. Figure 3
displayss the distribution of this measure across the firms in our sample. The figure is
constructedd using our broadest definition of insider ownership and reveals that around 45% of
thee firms hold voting rights in excess of the equity contribution of insiders. The average
acrosss all the firms is almost 30% in 1992. Together with the few firms that have voting caps,
thiss implies that in around 50% of the firms, the one-share-one-vote principle is violated
becausee of the three arrangements that we discussed above.
Theree is one more takeover defense that potentially violates the one-share-one-vote
principlee in the Netherlands. This concerns the right to issue preferred voting stock at steep
discountss to foundations that are controlled by the firm. If a hostile takeover threatens to take
place,, the firm can use this right to issue shares and to obtain control over votes. Such
takeoverss are hardly attempted in the Netherlands so that in general the threat of a hostile
takeoverr does not act as a disciplinary device for Dutch firms. At the same time, the option to
issuee preferred shares leaves the allocation of control rights unaffected unless they are issued,
i.e.. unless a hostile takeover is attempted. Taken together, these observations imply that the
rightright to issue preferred shares has no effect on corporate decisions or on the allocation of
controll rights. We therefore neglect this defense mechanism in our analysis.38

Off course, if the option to issue preferred shares is exercised (or if the company uses them to finance the firm),
thiss will have consequences for the allocation of votes over shareholders. These shareholders will have to
disclosee their holdings and they will be included in our analysis.
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Figuree 2: Voting Rights under Control of the Firm in the Netherlands (1992).
Thee total percentage of voting rights under control of the firm is reported on the horizontal axis. The firm can
holdd votes through block ownership by members of the management and supervisory board or through voting
trustss set up by the firm. These voting trusts hold the original shares of a company, separate the voting rights and
cashh flow rights, and issue depository receipts against the cash flow rights. Block ownership by board members
includess the blocks held directly by individual board members as well as the blocks held by the family of a board
memberr or by investment companies owned by board members or their families. The total number of firms
equalss 156.
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Memberss in the Netherlands (1992).
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originall shares of a company, separate the voting rights and cash flow rights, and issue depository receipts
againstt the cash flow rights. Block ownership by board members includes blocks held directly by individual
boardboard members as well as the blocks held by the family of a board member or by investment companies owned
byy board members or their families. The total number of firms equals 156.
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Dilution of the Power of a Vote

Besidess the mechanisms that place voting power in the hands of those in control without
equivalentt capital participation, there are several institutional arrangements in the Netherlands
thatt potentially reduce the voting power of the shareholder meeting. A major source for the
dilutionn of voting rights stems from a special law that tilts the formal authority over major
decisionss towards the supervisory board. This so-called governance law ('structuurregeling')
becamee effective in 1971 and required certain companies to install supervisory boards with
largee powers. Roughly speaking, the law applies to companies with more than 100 employees
whosee book value of equity higher than, at about, 12 million US dollars. There are several
exceptionss to these two criteria. The most notable one exempts companies with more than
50%% of their personnel working outside the Netherlands. Listed firms can also decide to adopt
thee governance regime voluntarily.
Thee governance regime requires companies to install a supervisory board. Most of the
controll rights of the shareholder meeting are then transferred to this board. Under the
governancee regime, the shareholder meeting only has the right
1)) to put forward a candidate for the supervisory board,
2)) to object against supervisory board members nominated by the supervisory board,
3)) to approve the candidates nominated for and by the supervisory board,
4)) to approve the annual accounts and
5)) to start a procedure for firing a member of the supervisory board.39
Hence,, the supervisory board completely controls the composition of the management board.
Thee supervisory board also appoints its own members and shareholders can only object to a
candidate.. If they do so, an independent legal counsel will judge whether or not the objection
iss reasonable.

Discharging a supervisory board member is only possible after legally

establishingg that the board member is malfunctioning. The governance regime thus largely
insulatess both boards from shareholder control. In addition, major corporate decisions such as
mergerss and acquisitions have to be approved by the supervisory board. The transfer of
controll rights under the governance regime therefore implies that the formal authority of the
supervisoryy boards of these firms is large. In 1992, 93 of the 156 companies in our sample
obligatoryy or voluntarily operated under the governance regime. We have no information
aboutt the number of firms that adopt the regime voluntarily.
399

See Voogd (1988).
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Theree exist two other sources for the dilution of the power of a vote. These are the use
off golden shares and the use clauses that allow binding nominations for board members. The
holderss of golden shares are mostly the members of the management or supervisory board.
Thesee shares typically give the holders the exclusive the right to make a binding nomination
forr new members of both boards. The nomination consists of two persons for each position.
Fromm these two candidates, the general shareholder meeting is forced to elect one as a board
member.. Besides these rights concerning the appointment of board members, golden shares
cann also carry special control rights, for example the right to block or decide about equity
issues,, dividend payments and changes in the corporate charter. Some firms separately
incorporatee binding nominations in their charters. These are then not accompanied by golden
shares.. In these companies, the right to nominate a candidate for one of the two boards is
generallyy allocated to the supervisory board.
Thee use of golden shares and binding nominations reduce the formal control rights
lesss drastically than the restrictions imposed by the governance regime. Golden shares can
oftenn be withdrawn through a supermajority at the shareholder meeting and frequently leave
majorr decisions such as mergers and acquisition under the formal authority of the shareholder
meetingg (Voogd 1989). Also, in firms that operate under the governance regime, golden
sharess and binding nominations become innocuous. Hence, the presence of golden shares and
bindingg nomination clauses is only relevant in firms that do not operate under the governance
regimee (Voogd 1989). In 1992, 37 of these 63 companies had golden shares outstanding. Of
thee other 26 firms, 13 companies had a binding nomination clause in their charter.

3.33

The Different Control Right Allocations of Dutch Firms

Thee widespread use of these various mechanisms through which the control rights of
shareholderss are diluted implies that there exist substantial differences in the formal control
rightsrights of shareholders, management and supervisory board members across firms. As we just
argued,, the presence of golden shares or binding nominations tend to have less implications
forr the (formal) control rights of shareholders than the governance regime. The shareholder
meetingg still has the formal authority to vote on issues that are not fully controlled through
thesee two arrangements. Under the governance regime, almost all the decision rights are
transferredd from the shareholder meeting to a (non-executive) supervisory board.
Shareholderss then basically only have the right to formally approve the annual accounts and
Thee objections of shareholders should be based on either procedural errors in the appointment process,
incapabilityy of the candidate, or an inappropriate composition of the board if the candidate is appointed (Voogd
1988). .
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too start a legal procedure to object to the current composition of supervisory board. Similarly,
goldenn shares and nomination clauses have less severe consequences for the control rights of
shareholderss than the use of voting trusts. In the latter case, shareholders completely loose
theirr formal control rights.
Inn turn, the governance regime and the use of certificates of shares may have quite
differentt implications from a corporate control perspective. The governance regime shifts the
formall control rights towards the supervisory board. When the firm strips the votes from the
shares,, these votes are kept in custody at a voting trust whose chief officers will vote during
thee shareholder meetings. Control is thus not formally shifted to the supervisory board. By
virtuee of the different nature of these two mechanisms, we should treat them separately in our
analyses. .
Tablee 5 gives an overview of the dilution of shareholder control rights in Dutch firms.
Thee table shows that firms that do not operate under the governance regime do not rely
heavilyy on the use of voting trusts to obtain the votes of outside shareholders. Nevertheless, in
322 of the 63 companies, control over votes by the firm exceeds 33%. This suggests that
insiderr ownership is relatively high in these companies. In the next section, we will take a
closerr look at this. The table also reveals that firms that have golden shares (and that do not
operatee under the governance regime) do not extensively use of voting trusts either.
Notee that there are only 15 firms without the governance regime installed that do not
usee either golden shares or control more than 50% of the votes. Also, 11 of the 13 firms that
doo not operate under the governance regime and that do not have golden shares or binding
nominationn clauses control more than 33% of the vote. In only 5 of these firms, such control
overr votes if the direct result of the use of voting trusts, suggesting that insider ownership is
highh in these firms. Overall, the table indicates that in only 8 of the 156 firms, the control
rightsrights of shareholders are not diluted through the governance regime, golden shares and
bindingg nominations or excessive control over votes through trusts.
Ass a final remark, we wish to stress that shareholder control need not be absent
becausee of the formal dilution of their control rights. It is frequently argued that shareholder
influencee is limited in the Netherlands as a direct result of these arrangements. Shareholders
mayy still have some effective control over companies, however, through less formal channels.
Upp to date, there has been little work on this issue. In Chapter 4 and 5, we will provide some
analysess that explicitly examine this.
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Tablee 5: Dilution of Shareholder Control Rights for Listed Firms in the Netherlands
(1992). .
Dilutionn of shareholder control takes place through the existence of the governance regime (in Dutch
'structuurregime'),, the use of golden shares, binding nomination clauses and the separation of cash flow rights
andd voting rights. 'Total Voting Rights' includes the votes held through blocks of members of the management
andd supervisory board and the votes held through voting trusts set up by the firm. These voting trusts hold the
originall shares of a company, separate the voting rights and cash flow rights, and issue depository receipts
againstt the cash flow rights. 'Excess Voting Rights' is calculated as the total fraction of the votes under control
off the firm minus the cash flow rights of insiders held through block holdings. Board member block holding
includess blocks held directly by individual board members as well as the blocks held by the family of a board
memberr or by investment companies owned by board members or their families.

Number r
off Firms
Sample:: All Firms
Governancee Regime
Noo Governance Regime
Totall

%

Voting gR ïghtss
R
Held bytheFi rm
i m
Excesss VotingRights s Totall Voting Rights
%>333 (%) >500 (%) >> 33 (%) >50 (%)

93 3
63 3
156

59.6 6
40.4 4
100 0

42 2
16 6
58 8

35 5
12 2
47 7

43 3
32 2
79 9

37 7
23 3
60 0

Sample:: Firms without Governance Regime
37 7
Goldenn Shares
Noo Golden Shares
26 6
63 3
Total l

58.7 7
41.3 3
100 0

99
77
16 6

77
55
12 2

18 8
14 4
32 2

12 2
11 1
23 3

11
44
55

33
11 1
14 4

33
99
12 2

Sample:: Firms without Governance Regimee and without Golden Shares
Bindingg Nominations
13 3
50.0 0
22
Noo Binding Nominations
13 3
50.0 0
55
Total l
26 6
100 0
77

3.44

Ownership Structure and the Dilution of Shareholder Control Rights

Theree are several reasons why there may be a relation between the ownership structure of a
firmm and the degree in which shareholder control rights are diluted. First of all, ownership
concentrationn may serve as a substitute for takeover defenses. If a majority of the shares are
heldd by blockholders who are kindred to corporate insiders, there is no need to limit the
possibilityy that outsiders can gain control of the company through the corporate charter. This
argumentt suggests that the ownership structure of the firm will be negative correlated with the
dilutionn of shareholder control rights. Firms with large shareholders, high insider ownership
orr high ownership concentration will then rely less frequently on the diluting the rights of
shareholders. .
Alternatively,, concentrated ownership might help shareholders to restrict management
inn adopting these takeover defenses. This conjecture also predicts a negative correlation
betweenn ownership concentration and the dilution of shareholder control rights. Although the
empiricall relation would look quite similar, it is of a different nature than the one presented
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abovee because it suggests a more hostile attitude of shareholders towards corporate insiders
(i.e.. management and supervisory board members).
Theree exists yet another line of reasoning that suggests that ownership structure and
thee dilution of shareholder control rights are related. Assume that shareholder control rights
aree important for a blockholder to exercise. Blockholders who wish to actively monitor and
controll the firms that they invest in may then decide to stay away from those firms where
controll rights are diluted the most. According to this view, there might be a negative relation
betweenn the dilution of shareholder control rights and ownership concentration. However,
evenn a positive relation can be reconciled with this view. By building up higher stakes in
companiess where shareholder control rights are impaired, investors might leverage up their
abilityy to exercise control. Shleifer and Vishny (1997) argue that this is probably the reason
whyy in countries where shareholder control rights are diluted, ownership is more
concentrated. .
Thesee observations suggest that a negative relation between dilution and ownership
concentrationn is consistent with three different conjectures. A thorough analysis for the
validityy of these conjectures is beyond the scope of this paper. For now, we just keep these
variouss scenarios in mind as we solely focus on the sign of the relation.
Tablee 6 shows the ownership structure of firms with and without the governance
regime.. Because the governance regime is mainly adopted involuntarily (see Chirinko, Van
Ees,, Garretsen and Sterken 1999), we expect that only the last two conjectures about the
possiblee relation between ownership structure and the dilution of control rights are relevant.
Thee table shows that insider ownership is significantly lower in firms with the governance
regimee installed. This is not very surprising given that insider ownership probably decreases
withh firm size and that the governance regime is legally installed in large firms. At first sight,
thee average firm size seems larger for companies with the governance regime. This is mainly
due,, however, to the presence of a few large multinationals in our samples. These companies
aree not required to install the governance regime because most of their sales take place
abroad. .
Companyy ownership is also higher in firms without the governance regime. This is
alsoo not surprising because a firm that is (majority) owned by another company is often also
exemptedd from the governance regime. The higher concentration of inside ownership and
corporatee ownership in firms without the governance regime is also reflected in the average
stakee size of the largest shareholder and in the higher total ownership concentration for this
groupp of firms.

411

This view is adopted by Kabir, Cantrijn and Jeunink (1997).
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Tablee 6: Ownership Concentration of Firms with and without the Governance Regime
(1992). .
Averagee ownership concentration (in percentages) is calculated by using all the blocks that are disclosed by
differentt types of shareholders. Blocks are only disclosed in the Netherlands if they exceed 5% of total shares.
'Otherr Financial Institutions' are mainly private investment companies. 'Insiders' relates to the total of blocks
disclosedd by members of the supervisory and management board. Board member block holding includes blocks
heldd directly by individual board members as well as the blocks held by the family of a board member or by
investmentt companies owned by board members or their families. 'Other' refers to blocks held by the state or
locall government, foundations, employee participation funds and to blocks we were unable to classify by owner
type.. 'Average Size of Assets' is calculated after excluding banks, insurance companies and financial
conglomerates.. One Dutch guilder roughly equals SO.5.

Mutuall Funds
Bankss and Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Insiders s
Individuals s
Non-financiall Companies
Other r
Largestt Shareholder
Totall Ownership Concentration

Governancee Regime
Sample ::e Yes Sample:: No
0.8 8
1.1 1
7.5 5
11.5 5
0.1 1
0.7 7
11.4 4
6.2 2
3.4 4
18.8 8
2.6 6
3.8 8
9.7 7
15.3 3
3.6 6
0.5 5
24.1 1
43.0 0

35.1 1
53.8 8

Totall Number of Firms

93 3

63 3

Averagee Size of Assets (Billions of Dutch Guilders)

1.2 2

3.4 4

Tablee 7 displays the ownership structure of firms without the governance regime,
wheree we split up the sample in firms with and without golden shares. Ownership
concentrationn is higher in firms without golden shares while insider ownership is at about
equall in both groups of firms. The ownership of non-financial companies is higher in firms
withoutt the golden shares.
Tablee 8 compares the ownership structure of firms that hold more than 50% of the
votess through stripping them from the shares held by outside shareholders (i.e. shareholders
otherr than board members) with that of the other firms. The average stake of the largest
shareholderr is twice as large in the latter group of firms, while total ownership concentration
iss nearly that.
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Tablee 7: Ownership Concentration of Firms without Governance Regime, with and
withoutt Golden Shares (1992).
Thee sample only consists of firms without the governance regime. See Table 6 for further information on the
methodologyy and variables.
Sample:: No Governance Regime

Goldenn Shares
Sample:: Yes
Sample: No
1.4 4
0.7 7
6.5 5
8.9 9
1.0 0
0.3 3
6.7 7
5.7 7
18.0 0
19.9 9
2.6 6
5.5 5
10.9 9
21.6 6
0.5 5
0.5 5

Mutuall Funds
Bankss and Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Insiders s
Individuals s
Non-financiall Companies
Other r
Largestt Shareholder
Totall Ownership Concentration
Totall Number of Firms

31.7 7
46.6 6

39.8 8
64.2 2

37 7

26 6

Averagee Size of Assets (Billions of Dutch Guilders)

.97 7

Tablee 8: Ownership Concentration and the Excessive Control of Voting Rights by the
Firmm (1992).
'Excesss Voting Rights' is calculated as the total fraction of the votes under control of the firm minus the cash
floww rights of insiders held through block holdings. Board member block holding includes blocks held directly
byy individual board members as well as the blocks held by the family of a board member or by investment
companiess owned by board members or their families. See Table 6 for further information on the methodology
andd variables.

Mutuall Funds
Bankss and Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Insiders s
Individuals s
Non-financiall Companies
Other r

Excesss Voting Rights Insiders > 50%
Sample:: Yes
Sample: No
1.1 1
0.6 6
12.4 4
8.8 8
0.2 2
0.6 6
10.2 2
7.1 1
12.2 2
3.5 5
3.6 6
l.S S
14.7 7
5.5 5
2.5 5
2.0 0

Largestt Shareholder
Totall Ownership Concentration

16.1 1
33.4 4

33.8 8
53.4 4

47

109

Totall Number of Firms
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Wee next look at the ownership structure of firms with the lowest degree of dilution.
Wee selected the firms from our sample that satisfied all of the following criteria:
noo governance regime
noo golden shares
thee firm does not control a majority of he votes as a direct result of stripping the
votingg rights from the shares of outside shareholders.
Thesee criteria are the same ones that we used to split up our sample when constructing Table
66 to 8. There are 21 firms that satisfy these criteria and we report the ownership structure of
thiss group in Table 9. Insider ownership and ownership by non-financial companies tends to
bee high. The average stake of the largest shareholder is 46%, and in 8 out of the 21 firms there
iss a single majority shareholder. Total ownership concentration averages to 72.1%.
Ourr analysis reveals that total ownership concentration and the stake size of the largest
shareholderr are inversely related with the dilution of shareholder control rights.42 However,
wee are unable to judge the extent to which this inverse relation is the result of dominant
shareholderss being able to prevent dilution. Perhaps the negative relation simply arises
becausee under concentrated ownership, a dilution is not necessary to assure that control
remainss in the same hands.

44

Design of Internal Control by the Board

Underr the governance regime, firms are required to have supervisory boards. Other firms are
freee in choosing whether or not they have a supervisory board. Usually they also adopt a twotierr board structure. There are three companies in our sample that have slightly different
structures.. Two companies do not have a supervisory board, but have "Advisory Boards".
Onee of these companies is Unilever, which is a Dutch-British multinational. In the remainder
off this dissertation we will suppress this distinction and simply treat these advisory boards as
supervisoryy boards.4 There is only one company where the members of the management
boardd also serve on the supervisory board. This creates a mix between a one-tier board
structuree and a two-tier board structure.

Kabirr et al (1997) and De Jong and Moerland f 1999) also find a negative relation using somewhat different
approaches. .
Thee other Dutch-British firm, which is Shell, has a separate supervisory board for the Dutch branch that is
listedd in the Netherlands.
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Tablee 9: Ownership Concentration for Firms with Lowest Degree of Dilution of
Shareholderr Control Rights (1992).
Samplee consists of firms without governance regime or golden shares and where violation of the one-share-onevotee principle (if present) does not guarantee a majority of the votes in hands of the firm Average ownership
concentrationn (in percentages) is calculated by using all the blocks that are disclosed by different types of
shareholders.. See Table 6 for further information on the methodology and variables.
Concentration n

(%) )
Mutuall Funds
Bankss and Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Insiders s
Individuals s
Non-financiall Companies
Other r

0.8 8
8.52 2
0.0 0
7.67 7
23.9 9
6.6 6
244 4
0.3 3

Largestt Shareholder
Totall Ownership Concentration

46.0 0
72.1 1

Numberr of Firms

21 1

Numberr of Firms with Single Majority Shareholder

8

Averagee Size of Assets (Billions of Dutch Guilders)

1.1

Ass we already remarked in the previous section, the governance regime allocates a lot
off authority to the supervisory board. In firms that are not subjected to the governance regime,
muchh of the formal power (in principal) resides with the shareholder meeting. In those firms,
thee supervisory board usually formulates an advice for the shareholder meeting concerning
thee appointment of new management or supervisory board members and about the annual
accountss of the firm. The formal authority of the supervisory board is then generally limited
too the approval of major decisions (such as mergers, equity issues, and divestitures), but this
onlyy holds if the corporate charter indeed explicitly allocates this authority to the supervisory
board.. Hence, unless golden shares/binding nominations shift some control rights to the
supervisoryy board, the board has little formal control over corporate decisions in firms that do
notnot operate under the governance regime.
Vann der Knoop (1991) reports that the supervisory board typically meets five to six
timess a year. His interviews with supervisory board members reveal that these directors are
thenn very keen on remaining on good terms with management. Under regular performance,
theyy claim to remain passive. Even for major decisions they tend to function as advisors and
generallyy ratify managerial proposals. However, if corporate performance is poor, they
becomee active and start influencing corporate policy.
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Iff the firm operates under the governance regimes, the formal task of the supervisory
boardd is to safeguard the long-term perspectives of the company, i.e. to secure the continuity
off the firm. The governance regime explicitly dictates that the supervisory board should
safeguardd the interests of all the stakeholders. A survey that is reported by Van Manen (1999)
indicatess that in supervisory board members in general agree with this task. They explicitly
statee that they monitor the firm on behalf of all the stakeholders, including creditors, workers
andd suppliers. A large majority of the board members claims that they do not consider
themselvess as monitors on behalf of the shareholders. They argue that their primary objective
iss to ensure long-term continuity of the firm, whereby they concentrate on the profitability of
thee firm.
Underr the governance regime, the employee council has the right to block the
appointmentt of a proposed candidate for the supervisory board. However, they do not have
thee right to appoint members themselves. Van der Knoop (1991) has looked at the
compositionn of the supervisory boards of listed firms in the year 1984. He reports that around
8%% of the supervisory board members were representatives of employees. 23% of the board
memberss were (representatives of large) shareholders. Officers of financial institutions
accountedd for 12% of the seats while 31% was held by officers of non-financial companies.
Thee remaining 26% mainly consisted of retired executives of the firm, lawyers, academicians
andd politicians.
Itt is often claimed that the supervisory board does not function very well in the
Netherlandss under regular firm performance. The general view is that management effectively
controlss the composition of this board and that supervisory board members are not very
criticall towards each other. This leads to automatic consensus within the board. Van der
Knoopp (1991) reports that supervisory board members tend to agree with these observations
themselves.. In particular, they argue that poorly functioning colleagues are allowed to stay on
thee board and even get re-appointed if their term expires. Especially the governance regime
hass been accused for creating such rigidities (see for example Boot 1994). In the next
subsection,, we will concentrate on the dynamics in the composition of the supervisory board
turnover.. By studying departures (and appointments) of supervisory board members, we will
bee able to provide some more insights in the functioning of the supervisory board in the
Netherlands. .

4.11

Supervisory Board Turnover in the Netherlands

Inn this section we collect and analyze data on changes in the composition of the board. We
willl link these to the performance of the company as well as to the ownership structure of the
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firm.. In addition, we will examine whether the allocation of control rights is correlated with
thee dynamics in the composition of the supervisory board.
Byy relating supervisory board turnover to corporate performance, we can reveal
whetherr supervisory board members leave the firm after poor performance. If the task of
supervisoryy board members goes beyond mechanically monitoring management, we expect
thatt poor performance will increase the likelihood of observing board turnover. This relation
onlyy exists, of course, if there are forces at work that induce this turnover. Hence, relating
supervisoryy board turnover to corporate performance is both informative about the raison
d'etree of the supervisory board and about the accountability of the board members. Also, if
poorr performance leads to higher supervisory board turnover, this suggests that the board
respondss and does not remain inactive.
Byy investigating the relation between ownership structure and supervisory board
turnover,, we hope to uncover which types of blockholders tend to influence the composition
off the supervisory board. There are various ways in which this may show up in the board
turnoverr data. If blockholders control the supervisory board, they will replace board members
whoo they consider to be incapable. Hence, block ownership may be related board turnover.
Wee expect that this will especially hold when performance is poor. Likewise, blockholders
mayy add a representative to the supervisory board if corporate performance is poor.
Thee representation of large shareholders on the board may also reduce supervisory
boardd turnover, however. If blockholders appoint members for the long-term, their interests
aree safeguarded and there is no need to change the composition of the board. In that case, we
mightt find a negative relation between the stake size of shareholders and supervisory board
turnover. .
Inn the last part of this subsection we will analyze whether the control rights allocations
off firms affect supervisory board dynamics. It will be especially interesting to find out
whetherr the governance regime leads to a low level of supervisory board turnover. This would
suggestt that the positions of supervisory board members in these firms are less debated than
inn other firms.
Thee data on the departures of supervisory board members are from the annual reports
off the companies. For the years 1992-1997 we collect the number of departing supervisory
boardd members for each firm. To correct for natural turnover, we search the reports of the
supervisoryy boards for the reasons for a departure. We consider three types of natural
turnover:: death or illness, retirement, and age induced departure. The latter relates to cases
wheree members of the supervisory board reach an age (or tenure) for which the corporate
charterr dictates their departure. This mostly involves supervisory board members reaching the
agee of 70 or 72. We neglect these natural turnovers and call the resulting departures non-
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standardd board turnover. Table 10 shows the turnover data for supervisory board members.
Forr the complete supervisory board, non-standard board turnover is 5.9% per year. Nonstandardd chairman turnover is somewhat less frequent. The unconditional probability of
observingg such a turnover is 4.8% per year.

Tablee 10: Average Annual Supervisory Board Turnover as a Fraction of Board Size,
1992-1997. .
Totall supervisory board turnover equals the number of members leaving the firm in given year divided by the
sizee of the board at the beginning of that year. Chairman turnover is unsealed. The averages are calculated after
poolingg the yearly turnover data of all firms into one sample.
Annuall Average Turnover
(fraction) )
Turnoverr of the Chairman of the Supervisory Board:
Turnoverr Chairman Supervisory Board
Turnoverr Chairman Supervisory Board: Death and Illness
Turnoverr Chairman Supervisory Board: Age Limit Induced
Non-standardd Turnover Chairman Supervisory Board

0.125
0.008
0.069
0.048

Totall Supervisory Board Turnover:
Turnoverr Supervisory Board
Turnoverr Supervisory Board: Death and Illness
Turnoverr Supervisory Board: Age Limit Induced
Non-standardd Turnover Supervisory Board

0.112
0.007
0.046
0.059

Averagee Size of Supervisory Board

5 27

Averagee Size of Management Board

2.58

Wee first investigate the relation between supervisory board turnover and corporate
performance.. We transform our turnover data into dummy variables that equal one if non
standardd board turnover takes place. In addition, we create a separate dummy variable for non
standardd chairman turnover. We then perform logit regressions by pooling our yearly
observations.. We use market adjusted stock returns, changes in earnings over assets before
taxess and the incidence of a loss as proxies for corporate performance. These performance
variabless are measured contemporaneous with the turnover observation as well with lags of
onee and two years. Separate regressions are estimated for each performance variable. We also
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includee the number of supervisory board members at the beginning of the year. This variable
iss useful because the more board members, the higher the probability that a member will leave
thee firm for other reasons than its performance. Together with the intercept, this variable picks
upp the departures that are unrelated to firm performance. Table 11 presents the results of the
regressions.44 4
Thee probability that the chairman of the supervisory board leaves the firm is unrelated
too the performance of the company. We do find, however, that a poor contemporaneous stock
pricee performance leads to an increase in the likelihood that a member of the supervisory
boardd leaves the firm. A similar but statistically weaker effect is present when we measure
performancee contemporaneously by a dummy that equals one i f the firm has negative profits.
Thee fact that supervisory board turnover is related to stock price performance indicates
thatt there tends to be a response to poor performance within the supervisory board. In our
opinion,, this is somewhat surprising given the negative qualifications about the functioning of
boardd members that we referred to earlier. The sensitivity with respect to stock price
performancee suggests that there is an immediate change in the composition. It may be that
somee poorly performing directors are then forced to make room for new members or even
leavee voluntarily. A more pessimistic explanation is that after poor performance, some
memberss ask for a more active stance and are consequently removed as dissidents.45
Thee regressions for the chairman reveal that these persons either have a very strong
positionn within the board that always allows them to retain their position, or that their ability
iss undisputed. In the latter case, poor performance is inconsequential, for example because
theyy have already proven themselves before becoming a chairman. An alternative explanation,
however,, is that the chairman of the supervisory board performs a largely ceremonial task.
Thee fact that the probability of supervisory board turnover is sensitive to corporate
performancee while chairman turnover is insensitive suggests that chairmen have a different
functionn than ordinary board members. This is accordance with the views expressed by the
Dutchh corporate governance committee, the committee Peters, which stressed in 1997 that the
chairmann of the supervisory should take the lead in the supervision process.

Ourr performance data only go back to 1996. Hence, the regressions only include the years 1992-1996.
II thank Christa Bouwman for providing this potential explanation.
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Tablee 11: Supervisory Board Turnover and Corporate Performance.
Turnoverr data for the years 1992-1996 are pooled into one sample. The dependent variables are dummy
variabless equaling one if the chairman of the supervisory board or if a member of the supervisory board leaves
thee firm. Regressions are separate for each performance variable. Stock returns are market adjusted, changes in
earningss are changes in earnings before taxes and the loss dummy equals one if earnings before taxes are
negative.. 'Board Size' is equal to the number of supervisory board members at the beginning of the year. All
turnoverss exclude departures due to age-limits for board members, death and illnesses and retirements.
Chairman n(Logit) )
LogL L
Coeff f
[S.E.] ]
[Nl l
Markett Adj. Stock Return
Constant t
TT
T-l l
T-2 2
Boardd Size
Changee in Earnings over
Assets s
Constant t
TT
T-l l
T-2 2
Boardd Size

***-2.522 2
[.420] ]
-.189 9
[.521] ]
-.101 1
[.548] ]
-.410 0
[.527] ]
-.078 8
[.076] ]

***-2.539 9
[.420] ]
.704 4
[3.848] ]
-3.560 0
[3.380] ]
1.351 1
[3.658] ]
-.080 0
[.077] ]

(Logit)
Supervisory. 3oardd
.
Coeff. .
LogL L
[S.E.] ]
[Nl l

-143.51 1
[6971 1

***-2.324 4
[.231] ]
**-.724 4
[.290] ]
-.418 8
[.306] ]
-.103 3
[.297] ]
**** 170
[-0351 1

-345.37 7
[695] ]

-136.38 8
[682] ]

***-2.163 3
[.219] ]
-3.210 0
[2.037] ]
-2.936 6
[2.221] ]
-.163 3
[2.168] ]
***.145 5
[.0331 1

-337.69 9
[6801 1

-136.44 4
[685] ]

***-2.171 1
[.234] ]
*.608 8
[.347] ]
-.313 3
[.370] ]
-.008 8
[.373] ]
***.099 9
[.035] ]

-314.71 1
[680] ]

Losss Dummy
Constant t
TT
T-l l
T-2 2
Boardd Size

***-2.492 2
[.425] ]
-.081 1
[.658] ]
.727 7
[.622] ]
-.860 0
[.819] ]
-.087 7
[.077] ]

significantlyy different from zero at the 1% level,
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level
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Ourr results contrast with those of Kaplan (1994b) and Franks and Mayer (1997a) who
findd no relation between stock price or earnings performance and supervisory board turnover
inn Germany. It also contradicts with evidence from systems with a one-tier board structure.
Hermalinn and Weisbach (1988) and Franks, Mayer and Renneboog (1998) report that in the
USS and the UK, turnovers of non-executive board members are unrelated to performance.
Wee next investigate whether supervisory board turnover is affected by the ownership
structuree of the firm. As stated earlier, if large shareholders actively monitor the supervisory
boardd or if they directly use this board to control the firm, this may result in higher as well as
lowerr turnover ratios. We estimate logit regressions where supervisory board turnover is the
dependentt variable and the total fraction of shares held by different types of blockholders are
usedd as independent variables. By discriminating between all these blockholders we fully
exploitt our data concerning the identity of the block holders. This is useful because it may be
thatt certain types of blockholders are passive in terms of monitoring and control. By summing
upp all the blocks for each category, we implicitly assume that if block ownership affects
turnover,, this relation will be monotonie.
Thee results of the regressions are reported in Table 12. Supervisory board turnover is
unaffectedd by the stake size of any of the outside shareholders. The only statistically
significantt coefficient that we find is for the stakes of the supervisory board itself. The
likelihoodd of supervisory board turnover decreases with the fraction of shares held through
blockss by supervisory board members. Presumably, supervisory board members are less
reluctantt to leave the firm if they hold a significant stake.
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Tablee 12: Supervisory Board Turnover and Ownership Concentration.
Turnoverr data for the years 1992-1997 are pooled into one sample. The dependent variables are dummy
variabless equaling one if the chairman of the supervisory board or if a member of the supervisory board leaves
thee firm. Blockholders are shareholders who own more than 5% of the cash flow rights of a firm. Management
boardd and supervisory board blockholdership includes the blocks held by individual board members, family
memberss and by investment companies owned by board members. 'Other Financial Institutions' are mainly
privatee investment companies. 'Board Size' is equal to the number of supervisory board members at the
beginningg of the year. All turnovers exclude departures due to age-limits for board members, death and illnesses
andd retirements.

Blockholder r
Constant t
Mutuall Funds
Banks// Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Managementt Board
Supervisoryy Board
Individuals s
Non-financiall Companies
Boardd Size

Chairmann (Logit)
Coeff. .
LogL. .
[S.E.1 1
[N] ]
***-2.241 1
[637] ]
-.050 0
[.043] ]
-.006 6
[.015] ]
-.087 7
[.110] ]
.003 3
[.011] ]
.003 3
[.010] ]
-.034 4
[.028] ]
.014 4
[.016] ]
-.001 1
[.009] ]
-155.73 3
-.110 0
[824] ]
[.086] ]

significantlyy different from zero at the 1% level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level

Supervisory y3oardd (Logit)
Coeff. .
LogL L
[S.E.1 1
[N] ]
***-1.922 2
[.313] ]
-.016 6
[.020] ]
-.004 4
[.007] ]
-.038 8
[.048] ]
.007 7
[.006] ]
.002 2
[.006] ]
**-.029 9
[.014] ]
-.003 3
[.012] ]
.004 4
[.004] ]
**M27 7
-418.52 2
[.036] ]
[824] ]
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Thesee findings suggest that the presence of large shareholders does not lead to a
changee in the probability of observing supervisory board turnover. However, it may be that
blockholderss only become active in initiating changes in the composition of the board if the
performancee of the company worsens. To investigate this, we check whether the probability
thatt a supervisory board member leaves the firm depends on the interaction between
ownershipp

structure

and

corporate

performance.

The

latter

is

measured

by

the

contemporaneouss (market adjusted) stock return, for which we found in Table 11 that the
probabilityy of supervisory board turnover is decreasing in the performance if the company. If
largee shareholders start enforcing supervisory board turnover after poor performance, an
interactionn term would pick this up. We therefore added these interaction terms to the
specificationn used for constructing Table 12 and re-estimated the regression for the
supervisoryy board turnover variable.46 We find no evidence that as the performance of a
companyy worsens, the presence of blockholders increases the probability that a supervisory
boardd member leaves the firm. The only significant coefficient of interest that we find is for
thee interaction between block ownership by individuals and stock price performance. This
coefficientt is positive, which suggests that if performance worsens the probability of
supervisoryy board turnover decreases with the stake size held by individuals. Given the large
numberr of variables in the regression and the relative infrequency of block ownership by
individuals,, this relation probably lacks causality.
Wee used several additional specifications to further assess the robustness of the
irrelevancee of ownership concentration for the probability that a supervisory board member
leavess the firm. We first transformed the performance data into a variable that equals the
markett adjusted stock return if it is negative and zero other wise. This specification presumes
thatt stock returns and block ownership only interact for poor performance, which is measured
relativee to the market. The results are similar however. We also re-estimated the regressions
withh interaction terms that are constructed with a dummy that indicates a negative (market
adjusted)) stock price performance. Again the results are unaltered. In addition, we tried
variouss regressions that use alternative proxies for ownership concentration. A reasonable
candidatee is to measure ownership concentration through dummies for the presence of
differentt blockholders, in stead of their stake sizes. If large shareholders exercise control
independentt of the exact size of their block, including dummies in stead of stake sizes will be
moree appropriate. Hence, we re-estimated all the previously reported regressions replacing the
stakee sizes of the different blockholders by dummies for whether or not the firm has a
blockholderss of that type. All the interaction terms were insignificant. Finally, we summed up
Moree precisely, the regression includes a constant, market adjusted stock price performance, the blocks held
byy the different type of shareholders and interaction terms.
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thee blocks of shareholders other than management or supervisory board members, thus
neglectingg the identity of the outside blockholders. The interaction term for stock price
performancee and the total fraction of shares held by outside blockholders was always
insignificant. .
Too further address the relevance of block ownership for changes in the composition of
thee supervisory board, we investigated whether the presence of blockholders leads to the
appointmentt of new board members as the performance of the firm worsens. It may be that
largee shareholders are not active in replacing supervisory board members but that they instead
tendd to appoint members to monitor the firm. To examine this, we look at (i) the event that the
supervisoryy board increases in size and (ii) the event that a supervisory board member is
appointed.. Using the same regressions as before, we find no evidence that block ownership
affectss the probability that board size increases or that it leads to the appointment of new
boardd members. These results further support the conclusion that blockholders are not active
inn initiating changes in the composition of the supervisory board.
Finally,, we examine whether the different mechanisms through which control rights of
shareholderss are diluted affects the levels of non-standard board turnover. We first perform a
simplee mean test on the average board turnover in presence and absence of each of the
mechanisms.. That is, we split our sample in four different ways:
1)) the presence of the governance regime,
2)) the use of binding nominations/golden shares in absence of the governance regime,
3)) the control of voting rights by the firm in excess of the capital contribution of
insiderss considered and
4)) the absence of either the governance regime or binding nomination clauses/golden
shares. .
Wee then check whether this translates into differences in mean turnover rates. Because
chairmann turnovers are relatively sparse and because they result in a binary variable, we only
testt for differences in turnover ratios calculated for the complete supervisory board. Table 13
presentss the results. The first column gives the variable that we used to split our sample. In
comparingg firms with and without voting rights in excess of the capital contribution of
insiders,, we use a threshold of 33% of the voting rights.
Thee table shows that non-standard supervisory board turnover is lower in firms that
operatee under the governance regime. Thus, when considered in isolation, the presence of the
governancee regime lowers non-standard supervisory board turnover. Observe also that firms
thatt do not operate under the governance regime but that have golden shares/binding
nominationss are characterized by higher board turnover. The last row shows that supervisory
boardd turnover is relative low in firms that do not dilute the control rights of shareholders
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throughh the governance regime, golden shares or binding nominations. The difference with
thee mean turnover rate of other firms is not statistically significant, however.
Too take account of the simultaneous effects of all the arrangements through which
shareholderr control rights are diluted, we regress board turnover on the presence of these
mechanisms.. As the base for our regressions, we use the board turnover in firms that do not
operatee under the governance regime and that have golden shares or binding nominations. The
results,, which are displayed in Table 14, again show that the governance regime negatively
affectss the likelihood of supervisory board turnover vis-a-vis these companies. In contrast
withh the mean tests, turnover is now significantly lower in firms that do not dilute the control
rightss of shareholders through the governance regime or golden shares/binding nominations.
Tablee 14 also reports the regressions for the chairman of the supervisory board. There
iss some mild evidence that chairman turnover is lower for firms that control a substantial
amountt of the votes of outside shareholders. The lack of significance of the dilution variables
contrastss with the results for supervisory board turnover. This further supports our earlier
claimm that the position of the chairman is rather different from the other supervisory board
members. .
Thee regression results thus confirm the conclusion of the means test that firms that
operatee under governance regime are characterized by less frequent changes in their
supervisoryy board.
Too further analyze the consequences of the governance regime for supervisory board
turnover,, we tested whether the governance regime affects the relation between stock price
performancee and the probability that a supervisory board member leaves the firm. Estimating
aa logit regression hat includes a constant, contemporaneous (market adjusted) stock price
performance,, a dummy for the governance regime and an interaction term for the latter two
variabless showed that this is not the case. There is no evidence, therefore, that the presence of
thee governance regime reduces the probability that a supervisory board member leaves the
firmm after poor stock price performance.
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Tablee 13: Supervisory Board Turnover and Shareholder Control Rights: Differences in
Means. .
'Governancee Regime' refers to whether or not the firm operates under the governance regime (in Dutch
'structuurregime').. 'Golden Shares Binding Nomination but no Governance Reg.' Accompanied with 'Sample:
YES'' implies that the firm does not operate under the governance regime and that it has golden shares or a
bindingg nomination rule. 'Voting Rights in Excess of 0.33' refers to the situation where the total fraction of votes
underr control of the firm minus the cash flow rights of insiders held through blocks exceeds 33% of the total
numberr of shares. Supervisory board turnover is measured as the number of supervisors that leave the board
dividedd by the size of the board at the beginning of the year. All turnovers exclude departures due to age-limits
forr board members, death and illnesses and retirements.
Averagee Supervisory Board Turnover
Sample:: YES

Sample: NO

**.052

**.075

***.085

***.051

Votingg Rights in Excess of 0.33

.056

.063

Noo Governance Regime/Golden Shares
/Bindingg Nominations

.045

.062

Governancee Regime
Goldenn Shares'Bind. Norn, but no Governance Reg.

****
***
**

significantly different from each other at the 1% level
significantly different from each other at the 5% level
significantly different trom each other at the 10'!o level

Tablee 14: Supervisory Board Turnover and Shareholder Control Rights: Regression
Results. .
Alll variables are dummies. The variable 'Governance Regime' equals one if the turnover observation refers to a
firmfirm under the governance regime. 'No Governance Regime/Golden Shares/Binding Nomination' equals one if
thee turnover observation relates to a firm that (1) does not operate under the governance regime, (2) does not
havee golden shares and (3) has no binding nomination rule. 'Voting Rights in Excess of 0.33' is dummy variable
thatt equals one if the total fraction of votes under control of the firm minus the cash flow rights of insiders held
throughh blocks exceeds 33% of the total number of shares. 'Board size' is equal to the number of supervisory
boardd members at the beginning of the year. All turnovers exclude departures due to age-limits for board
members,, death and illnesses and retirements.

Constant t
Noo Governance Regime/Golden
Shares/Bindingg Nomination
Governancee Regime
Votingg Rights in Excess of 0.33
Boardd Size

Supervisoryy Board (Logit)
Coeff. .
LogL L
[S.E.1 1
[Nl l
***-1.706 6
[.215] ]
**-.89I I
[429] ]
**-.407 7
[,192] ]
-.052 2
[.184] ]
* ** * 1 7Q
-420.62 2
.032]]
[822]

significantlyy different from zero at the 1% level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level

Chairman (Logit)
Coeff. .
LogL L
[S.E.1 1
[Nl l
***-2.055 5
[405] ]
-.890 0
[.760] ]
-.550 0
[.348] ]
*-.712 2
[.410] ]
-.071 1
-154.94 4
[.075]
[822]
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Financial Conglomerates and Interlocking Directorships

Ass we already noted in Section 2 of this chapter, financial conglomerates hold substantial
equityy stakes in listed firms. In this section we will briefly look at the ties between financial
conglomeratess and firms that run through supervisory board representation, i.e. interlocking
directorships.. We thereby focus on the extent to which members of the management board of
aa bank also hold a position on the supervisory board of a non-financial company and vice
versa.. In addition, we would like to know whether supervisory board representation by a
bankerr originates from the equity investments of the bank or from the loans that the bank
supplies.. To capture this last aspect, we rely on the amount of short-term bank loans in the
capitall structure of the firm. Unfortunately, we have no information the use of long-term bank
debtt and about the identity of the bank(s) that supplied the short-term loans. These data are
nott publicly available for our sample of firms.
Inn 1992, out of the 145 non-financial companies in our sample, 21 had a member of
thee management board of a financial conglomerate on their supervisory board. Given the
smalll number of banks in the Netherlands and the small sizes of both boards, this figure is
quitee high. Nevertheless, it suggests that in more than 85% of the firms, there is no banker on
thee supervisory board. Upon checking whether in 1992 a non-financial company had a
memberr of its management board on the supervisory board of a financial conglomerate, we
learnedd that in 14 of the 145 companies this was indeed the case. 47
Byy comparing the ratio for the amount of short-term debt over assets of these
companies,, we can get an impression whether these interlocking directorships are associated
withh more short-term bank lending. If the ties between firms and banks help to resolve agency
andd information problems that are associated with financing, this may show up in the amount
off short-term bank loans in the capital structure of the firm.48 The average ratio of short-term
bankk loans over assets is 6.7% for firms with a banker on the board and 9.0% for firms
withoutt a banker on the board. This same pattern emerges if we concentrate on interlocks
betweenn the management board of non-financial companies and the supervisory board of
banks.. Without the interlock, the average ratio equals 9.1% versus 5.3% if management is
representedd on the supervisory board of a bank. These figures are tabulated in Table 15. Of

Bothh these figures are constructed using the banks/insurance companies financial conglomerates that are
reportedd in the 'Yearbook of Dutch Enterprises' of 1992.
488
For example, Van Ees and Garretsen (1994) show that interlocks in the Netherlands reduce the sensitivity of
thee firm's investments to its liquidity.
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course,, this does not necessarily mean that firms with these types of interlocks rely less on
bankk debt. It may be that they are financed more heavily with long-term bank debt.49
Inn all, our results suggest that banker representation on the supervisory board does not
originatee from the bank's position as a creditor. We can also examine whether there is a
relationn between the equity stakes of financial conglomerates and the presence of a banker on
thee supervisory board. Table 16 contrasts the ownership structure of firms with a banker on
thee board with that of the other firms. The average stake of financial conglomerates is indeed
higherr in firms that have a banker on their board. Total ownership structure is roughly the
samee for both groups of firms. Matching the stake of the different financial conglomerates
withh the identity of the banker on the board shows that the average stake size of the financial
conglomeratee that is represented on the supervisory board is equal to 9.4%. This implies that
iff this stake would be equal to zero, the average stake of financial conglomerates would be
lowerr in firms with a banker on their board than in firms without a banker on their board.
Bankerr representation on the supervisory board thus seems to stem from the equity
investmentss of these banks/financial conglomerates.

66

Conclusion

Inn this paper we discussed some basic elements of the Dutch corporate governance system for
listedd firms. We thereby focused on the ownership structure, the dilution of shareholder
controll rights, the design of internal control through the board of directors and interlocking
directorshipss between banks/financial conglomerates and non-financial companies. We
presentedd data on the identity of the major shareholders of Dutch listed firms and the sizes of
theirr stakes. The major block owners are insiders (i.e. management board members and
supervisoryy board members), financial institutions and non-financial companies. Share
ownershipp tends to be rather concentrated in the Netherlands. In almost all firms there was at
leastt one shareholder that owned more than 5% of the shares in 1992. The average stake size
off the largest shareholder was 28.5% in that year. Total ownership concentration, as measured
byy the sum of all blocks that are larger than 5%, was around 50%. These figures are relatively
loww compared to other Continental European countries but higher than those are for the UK
andd (especially) the US.

Ourr results are consistent with those of De Jong (1999). They contrast with the answers to a questionnaire
reportedd in Van der Knoop (1991), which was held in 1984. When asked for the reason of their presence on the
supervisoryy board, bankers frequently replied that this is because of their credit relation with the firm.
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Tablee 15: Ties between Banks/Insurance Companies and Firms through the Supervisory
Boardd and Short-term Bank Debt (1992).
Memberr of Management Board of Bank Insurance Company on Supenisoryy Board of
aa Non-financiall Firm
Yes s
No o
Numberr of Firms
Averagee of Short-term Bank Loans over Assets (%)

21
6.7

124 4
9.0 0

Memberr of Management Board of Firm on Supervisory Board of Bank/Insurance
Company y
Yes s
No o
Numberr of Firms
Averagee of Short-term Bank Loans over Assets (°i>)

14
5.3

131 1
9.1 1

Tablee 16: Ownership Concentration of Firms with and without a Member of the
Managementt Board of a Bank/Insurance Company as a Supervisory Board Member
(1992). .
Thee sample excludes banks and insurance companies. Ownership concentration is constructed using disclosed
blockss and is given in percentages. Disclosure of blocks only takes place in the Netherlands if they exceed 5% of
totall shares. 'Other Financial Institutions' are mainly private investment companies. 'Insiders' relates to the total
off blocks disclosed by members of the supervisory and management board. Board member block holding
includess blocks held directly by individual board members as well as the blocks held by the family of a board
memberr or by investment companies owned by board members or their families. 'Other' refers to blocks held by
thee state or local government, foundations, employee participation funds and to blocks we were unable to
classifyy by owner type.
Memberr of Management Board of Bank Insurance Company on Supervisory Board
Sample ::e Yes
Sampl e::
l No
Mutuall Funds
0.8 8
1.0 0
Bankss and Insurance Companies
13.0 0
8.2 2
Pensionn Funds
0.7 7
0.3 3
Otherr Financial Institutions
8.8 8
8.9 9
Insiders s
6.9 9
10.6 6
Individuals s
4.2 2
3.1 1
Non-financiall Companies
9.5 5
12.3 3
2.3 3
Other r
1.5 5
Largestt Shareholder
Totall Ownership Concentration

22.7 7
46.3 3

29.3 3
46.8 8

Totall Number of Firms

21 1

124 4

Averagee Stake Size of Bank Insurance Company with
ann Executive on the Supervisory Board

9.4
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Shareholderr control rights are generally diluted in the Netherlands. Firms frequently
controll the votes of their shares through voting trusts. In addition, they sometimes limit the
numberr of votes that a single shareholder can use at the meetings. As a result of these two
mechanisms,, the one-share-one-vote principle was violated in around 50% of the firms in
19922 and total voting rights concentration amounted to only 40%. The control rights of
shareholderss are further diluted through the existence of a special governance regime (in
Dutchh 'structuurregime'). Firms that operate under this regime are required to install a
supervisoryy board and to transfer most of the control rights of the shareholder meeting to this
board.. For firms that do not operate under the governance regime, the power of a vote is often
dilutedd by the existence of golden shares or binding nomination clauses. These last two
arrangementss ensure that corporate insiders (i.e. management and supervisory board
members)) retain control over the composition of both boards. In 1992, in only 13 of the 156
companiess the power of a vote was not diluted through the governance regime or through
goldenn shares/binding nominations. Most of these 13 firms either had a (very) large
shareholderr or used voting trusts. In general, ownership concentration and the degree in which
shareholderr control rights are diluted were negatively related to each other. One explanation
forr this is that concentrated ownership and takeover defenses are substitutes.
Practicallyy all listed firms have supervisory boards whose members are not also
executivess of the firm. Upon analyzing supervisory board turnover, we learned that poor
performancee increases the probability that a board member leaves the firm. This suggests that
thee supervisory board does not remain inactive as the performance of their company
deterioratess and that its members are to some extent accountable for corporate performance.
Ourr analysis clearly revealed that blockholders are not active in initiating changes in the
compositionn of the supervisory board. We also documented that supervisory board turnover is
lowerr in firms that operate under the governance regime. However, after poor performance,
thee probability of supervisory board turnover also increases in these firms. This last finding
suggestss that the governance regime does not completely entrench supervisory board
members. .
Wee also looked briefly at the ties between financial conglomerate and non-financial
firmsfirms that exist from the credit relations between banks and firm and through supervisory
boardd representation. In roughly 85% of the non-financial firms, a member of the
managementt board of a bank/financial conglomerate was present at the supervisory board in
1992.. 10% of the non-financial companies were represented by a top-executive on the
supervisoryy board of the large banks/financial conglomerates. The presence of a banker on the
supervisoryy board is associated with higher equity stakes and not with higher levels of shorttermm bank debt over assets. The presence of these bankers on the supervisory board of firms

94 4

CHAPTERR 3

thereforee seems to originate from the equity investments they make and not from their bank
lendingg activities.
Noww that we have gathered precise information about {some of) the basic governance
characteristicss of Dutch listed firms we can investigate their implications for corporate
decisionss and firm performance. In the next chapter, we will examine whether management
turnoverr is affected by the performance of the company and by its governance structure. In
Chapterr 6, we focus on corporate performance.

Chapterr 4
Managementt Turnover and Corporate Performance in the
Netherlands s

11

Introduction

Inn Section 4 of the previous chapter we looked at supervisory board turnovers and related
thesee to the performance of companies. One of the primary objectives of the analysis was to
learnn about the accountability of supervisory board members. Our results suggested that the
probabilityy of observing the departure of a supervisory board member increases as stock price
performancee of the firm deteriorates. This indicates that there is a response to poor
performancee within the supervisory board and that this has consequences for the positions of
individuall board members.
Inn this chapter we focus on management turnover. Recently, there has been an increase
inn research that focuses on such turnovers because they can be informative about the
incentivess of management. Several authors have suggested that the market-oriented corporate
governancee systems of the US and the UK lead to managerial myopia because poor earnings
andd stock price performance quickly trigger hostile takeovers and shareholder pressure
(Grundfestt 1990, Porter 1992 and Stein 1988). According to these authors, this contrasts with
manageriall incentives in Continental European countries and in Japan. In those counties,
equityy ownership is concentrated, banks are important financiers and firms have long-term
relationss with their investors. These relationship-oriented or bank-oriented governance
systemss ensure that management can concentrate on long-term firm performance, even if this
involvess poor short-term earnings and low short-term stock returns.
Onee way to detect whether such disparities in firm behavior indeed hold is by
comparingg the relation between corporate performance and management turnover of
countries.. One expects that if corporate governance systems really differ with respect to the
incentivess they provide to managers, accountability to corporate performance will differ
acrosss systems as well. According to the view above, management in the US and UK is more
likelyy to loose its position if recent earnings and stock price performance are poor than their
counterpartss in Continental Europe and in Japan. This should then result in stronger incentives
too avoid poor short-term performance.
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Thee main goal of this chapter is to examine the performance-management turnover
relationn of listed firms in the Netherlands. We are particularly interested in whether poor
earningss and stock price performance quickly lead to changes in the composition of the
managementt board. The Dutch corporate governance system seems to be located somewhere
inn between a market-oriented system and a relationship-oriented system. Hostile takeovers
andd shareholder activism are largely absent in the Netherlands. Direct shareholder influence is
generallyy considered to be limited in the Netherlands (Gelauff and Den Broeder 1997 and
Chirinko,, Van Ees, Garretsen and Sterken 1999). Moreover, some argue that management is
entrenchedd in the Netherlands in the sense that they have substantial discretion to deviate
fromm shareholder value maximization (De Jong and Veld 1998). This claim is supported by
evidencee presented by Cools (1993), who finds that 38% of the CFOs that he interviewed
answeredd that either the interests of shareholders are not explicitly recognized or that
shareholderss are ranked as the least important stakeholder. Cools argues that as a consequence
off the weak position of shareholders " . . . Dutch executives have no incentive to care about
shareholder'ss interests." (Cools

1993, p. 264). All these observations suggest that

managementt turnover may not be very accountable to poor recent earnings or stock price
performance.. Our analysis will reveal whether the Dutch system of corporate governance
indeedd translates into such a low sensitivity of management turnover to these performance
measures. .
Thee results indicate that the direct relation between performance and management
turnoverr in the Netherlands is rather similar to the ones reported for Japan, Germany and the
USS by Kaplan (1994a,b). Just as in these other countries, recent stock price performance and
recentt earnings performance turn out to be crucial performance variables that trigger
managementt turnover in the Netherlands. Such similarity across countries contrasts sharply
withh the general perception that corporate governance mechanisms in Continental Europe and
Japann favor policies that maximize firm value through long term growth while the AngloSaxonn system induces orientation towards short-term performance. This study therefore
providess further support for the contention that the variation in the governance systems in
developedd countries does not translate itself into differences in managerial accountability.
Thee analysis of the corporate performance-management turnover relation directly
leadss to the question to what extent specific governance mechanisms are important in
enforcingg this relation. Given that there are large distinctions between systems with respect to
thee ownership structure of firms and the position of banks/financial institutions as financiers,
whatt is the role of these investors in enforcing the prevailing management turnover-corporate
performancee relation in each of these systems?
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Inn search of the forces that discipline management, many studies relate management
turnoverr to the ownership structure of the firm.50 Concentration of ownership improves the
incentivess of shareholders to monitor and to overcome free rider (Shleifer and Vishny 1986,
Huddartt 1993, Admati, Pfleiderer and Zechner 1994). This monitoring effect is considered to
bee one of the main advantages of the Continental European and Japanese corporate
governancee systems. The evidence for the effects of ownership structure on the performancemanagementt turnover relationship in the different governance systems is mixed. For Germany
andd the UK, Kaplan (1994b), Franks and Mayer (1997a) and Franks, Mayer and Renneboog
(1998)) find no evidence that the ownership structure affects this relationship. Kang and
Shivdasanii (1997) and Denis, Denis and Sarin (1997), however, report results that suggest
thatt outside blockholders are a factor in strengthening the management turnover-performance
relationn in Japan and the US. As Mayer (1998) concludes, the evidence with respect to the
rolee of large shareholders in disciplining managers of poorly performing firms paints an
unclearr picture. So, although differences in the concentration of ownership are central in the
discussionss about the strengths and weaknesses of different financial systems, it is hard to
judgee the role of concentrated ownership in enforcing managerial turnover on the basis of
currentt evidence.
AA similar conclusion holds with respect to the monitoring activities of banks. The
controll potential of banks that result from their relationships with firms is theoretically well
known.511 However, our knowledge about the extent to which banks indeed actively monitor
thee firm and influence corporate decisions is quite limited (Edwards and Fisher 1994). This
especiallyy holds for systems that allow for universal banking, i.e. for systems where banks
playy a dual role as creditor and shareholder (Gorton and Schmid 1996)."'
Inn this chapter we contribute to these debates by investigating the importance of
ownershipp concentration and bank control in enforcing management turnover. We use precise
dataa on the size of the stake and the identity of shareholders that hold more than 5% of the
shares.. This enables us to assess whether management turnover is related to the presence of
differentt types of large shareholders, such as financial institutions, non-financial companies
andd individuals. Banks in the Netherlands can exercise control over companies through
differentt channels. They are in fact financial conglomerates that are active in commercial
banking,, investment banking and insurance. Besides granting loans, they are allowed to hold
500
Related studies that analyze the importance of internal control and hostile takeovers for enforcing management
turnoverr are Franks and Mayer (1996), Martin and McConnell (1991), Mikkelson and Partch (1997). Morck,
Shleiferr and Vishny (1989) and Weisbach (1988),
511
See for example Bhattacharya and Thakor (1993), Ongena and Smith (1998) and Thakor (1996) for some
comprehensivee overviews of this literature.
522
See Edwards and Fischer (1994), Gorton and Schmid (1996), Kracaw and Zenner (1998), Morck and
Nakamuraa (1998) and Yafeh and Yosha (1995) for empirical analyses on this issue.
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substantiall equity stakes in firms. Therefore, banks/financial conglomerates in the
Netherlandss may exercise control through their credit relations as well as through their
positionss as large shareholder. There is yet a third channel through which banks can influence
corporatee decisions. Most listed firms in the Netherlands carry a two-tier board structure with
thee management board strictly separated from a supervisory board. Banks/financial
conglomeratess are often represented on these supervisory boards of firms. When analyzing
thee presence of bank control, we search for evidence on whether or not these bankers on the
supervisoryy boards enforce management turnover.
Ourr analysis indicates that ownership structure does not affect the level of
managementt turnover or the corporate performance-management turnover relation. We fail to
findfind any evidence that large shareholders are vital for enforcing management turnovers. Banks
seemm to exercise control when their loans are at stake but not when stock price performance is
poor.. When we focus on the likelihood that a high fraction of the management board leaves
thee firm, we find that increases in the amount of short-term bank debt over assets are
associatedd with higher levels of management turnover when loan performance is poor. In
addition,, the presence of a banker on the supervisory board of a firm increases CEO turnover
ass the cash flow coverage of debt deteriorates. Because board representation in the
Netherlandss is related to the equity stakes of banks and not to their credit relations (see
Chapterr 3), these results indicate that banks use the power that originates from their equity
investmentss when loan performance is poor.
Besidess shedding more light on the divergence in accountability of management
acrosss countries and the role of large shareholders and banks in enforcing managerial
turnover,, our analysis provides some important insights with respect to the relevance of
votingg rights for corporate governance. Voting rights represent a formal channel through
whichh control by shareholders can take place. It is well known from the theoretical literature
thatt the distribution of voting rights and violations of the one-share-one-vote principle are
importantt when corporate governance takes place through takeovers literature (see Stulz
1988,, Grossman and Hart 1988, Harris and Raviv 1988, 1989). Empirical work by DeAngelo
andd DeAngelo (1985), Jarrell and Poulsen (1988), Dann and DeAngelo (1988) and Zingales
(1995b)) supports this. However, in many countries, takeovers are not very active as
governancee mechanisms. How important are voting rights in these systems? Is the potential
forr blockholders to exercise control still intact when their votes are stripped from their shares
orr does corporate control over votes reduce the sensitivity of management turnover to firm
performance? ?
Ass we saw in the previous chapter, many firms in the Netherlands strip the voting
rightsrights from the shares and retain them to protect themselves against hostile takeovers. This
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providess an ideal opportunity to address these questions by analyzing whether corporate
controll over votes has repercussions for the accountability of management. Our results
indicatee that management turnover is unrelated to blocks of votes held by large shareholders.
Wee do find some evidence however, that in firms that control a large fraction of the votes of
outsidee shareholders, poor performance increases management turnover more so than it does
inn other firms. This suggests that corporate control over votes does not entrench management
byy weakening the sensitivity of management turnover to firm performance.
Thee outline of the rest of the chapter is as follows. In the next section we will describe
thee data that we use in our analysis. Section 3 analyzes the management turnover-corporate
performancee relation. Section 4 investigates whether the ownership structure of the firm
affectss this relation. In Section 5, we concentrate on the voting rights of shareholders. Section
66 then focuses on bank control.

22

Description of the Data

Inn this section we provide a description of the data that we use in our analysis. We first
describee our sample in Section 2.1. We then present the data on management turnover and
explainn how they are constructed. Section 2.3 gives an overview of the governance data and
highlightss the most relevant characteristics of the Dutch system of corporate governance for
listedd firms.

2.11

Sample

Ourr sample initially consists of all companies that were listed on the Dutch stock exchange by
thee end of 1991. From this sample of firms, we exclude equity investment companies and
investmentt funds. This leaves us with 156 financial and non-financial companies and we
followw these firms up to 1997.53 Because of delistings due to mergers, takeovers and
bankruptcies,, our sample is an unbalanced panel. The average asset size for our sample of
firms,, excluding financial companies, equals 2.5 billion Dutch guilders, which roughly equals
US$1.22 billion. The median, however, is substantially lower: .4 billion Dutch Guilders. This
reflectss the presence of some large multinationals such as Philips and Shell.

33
We also excluded seven companies for other reasons. Four firms are deleted from the sample because they are
characterizedcharacterized by extreme degrees of concentrated ownership. We delete a cooperatively owned firm and a firm
thatt does not have to disclose ownership from the sample because it is chartered in the Netherlands Antilles.
Finally,, we neglect a small holding company that is traded infrequently and closely held (around 75%) by
offshoree investment companies whose ultimate owners we were unable to identify.
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Board Structure and Management Turnover in the Netherlands

Almostt all companies in our sample are characterized by a two-tier board structure, with
supervisoryy tasks and executive tasks strictly separated from each other. In this chapter, we
willl only focus on the management board. (Chapter 3 of this dissertation examined the
relationn between supervisory board turnover and corporate performance.) We refer to the
chairmann of the management board as the CEO of the company.
Wee obtain data on the composition of the management board from the annual reports.
Wee also used these reports to investigate the reasons for a departure of a board member. To
correctt for natural turnover, we search the reports of the supervisory boards for the reasons for
aa departure of a manager. We consider three types of natural turnover: death or illness,
retirement,, and age induced departure. The latter involves members of the management
reachingg an age (or tenure) for which the corporate charter dictates their departure from the
board. .
Wheneverr the annual report stated that a board member leaves the board because of
retirement,, we classified this departure as such. Ideally one would like to account for age in
thiss case. Early retirement seems an attractive solution for poorly functioning board members,
andd it is possible that the tenure of such board members is stretched until they reach the age in
whichh early retirement is possible (often 60 or 62). However, we were unable to obtain
completee data on the age of retiring board members.
Tablee I reports the annual average size and turnover of the management board. Board
turnoverr other than natural turnover is labeled 'non standard turnover'. Management board
turnoverr is calculated as the number of management board members leaving the firm, scaled
byy board size. CEO turnover is unsealed. The average turnover ratios are 11% for both the
CEOO and the complete management board. This implies that the average tenure of a CEO is 9
years.. Non standard CEO turnover is 9% per year while non-standard management board
turnoverr equals 8%.
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Tablee 1: Average Annual Management Board Turnover as a Fraction of Board Size,
1992-1997. .
Totall management board turnover equals the number of management board members leaving the firm in a given
yearr divided by the total number of board members at the beginning of that year. CEO turnover is unsealed. The
averagess are calculated after pooling the yearly turnover data of all firms into one sample.
Averagee Annual Turnover
(fraction) )
CEOO Turnover:
CEOO Turnover
CEOO Turnover: Death and Illness
CEOO Turnover: Age Limit Induced
CEOO Turnover: Retirement
Non-standardd CEO Turnover

0.117
0.002
0.002
0.025
0.088

Turnoverr for the Total Management Board:
Turnoverr Management Board (fraction)
Turnoverr Management Board: Death and Illness (fraction)
Turnoverr Management Board: Age Limit Induced (fraction)
Turnoverr Management Board: Retirement (fraction)
Non-standardd Management Board Turnover (fraction)

0.111
0.005
0.003
0.023
0.080

Averagee Size of Management Board

2.58

Averagee Size of Supervisory Board

5.27

Thee management turnover data are quite similar to those reported for other countries,
althoughh they appear to be somewhat low. Warner, Watts and Wruck (1988) find that
(uncorrected)) CEO turnover equals about 18% of the firms in the US. Kaplan (1994a)
howeverr finds a turnover rate of 12% (excluding cases of death and illness). Franks et al
(1998)) report a non-standard CEO turnover rate of 13.6% for the UK. This figure is still
higherr than our total turnover rate for CEOs in the Netherlands. Kaplan (1994a) reports a 15%
CEOO turnover rate for Japan, excluding departures due to death and illness. For Germany,
Kaplann (1994b) finds a total turnover ratio of 11% for CEOs and almost 10% for total
managementt board turnover, which is similar to the Netherlands.

Renneboogg (1996) reports higher levels of management turnover for Belgium. Many companies in Belgium
aree controlled by holding companies. Hence, the high levels of turnover may be related to mobility within the
holdings.. This makes the figures somewhat incomparable to ours.
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Thee average board size in the Netherlands equals 5.29 for the supervisory board and
2.66 for the management board. The sum of these averages is relatively small compared to the
averagee board size in the US and Japan which ranges from 15 to 25 for the largest companies
inn those countries (Kaplan 1994a).ro In Germany, the average sizes of the management board
andd supervisory board are much larger: 7.5 and 17.6 respectively.

2.33

Governance Data

Thiss subsection provides a brief survey of the Dutch system of corporate governance. Most of
thee material in that section is covered in the previous chapter as well. Those readers that
carefullyy looked at Chapter 3 can skip the remainder of this section without loss of readability
andd go immediately to Section 3.

2.3.11 Ownership Structure
Ownershipp data are obtained from the ownership disclosures made to the STE. Disclosures
becamee mandatory on February 1 of 1992. All shareholders were required to report their
stakess to a regulatory agency if they held at least 5% of the voting or cash flow rights at that
date.. The disclosures relate tot the direct stakes as well as the stakes held indirectly through
subsidiariess or companies owned by the disclosing party. Hence, they reveal the ultimate
ownershipp structure and are therefore an accurate source for assessing the ownership structure
off Dutch firms at the beginning of 1992. Before 1992, there was no disclosure requirement on
thee Dutch stock market.
Thee disclosure obligation remained effective afterwards, but stakeholders were only
requiredd to report their stakes if their ownership of voting rights or cash flow rights crossed a
certainn barrier. These barriers are 5%, 10%, 25%, 50% and 66 2/3%. For ownership changes
thatt take place within these bands there is no disclosure requirement. This limitation makes
thee disclosures a less precise source for obtaining the ownership structure of firms after the
beginningg of 1992, especially for higher levels of ownership concentration where the
bandwidthss are large.
Wee classify the disclosed blocks into nine different categories. These are:
(1))
Mutual funds,
(2))
Banks/insurance companies,
(3))
Pension funds,
Thesee countries have one-tier board structures. So, in order to compare the Netherlands with these other
countries,, we need to sum up the members of both boards.
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(4))

Other financial institutions,

(5))

Management board members or family members thereof,

(6))

Supervisory board members or family members thereof,

(7))

Individuals,

(8))

Non-financial companies,

(9))

Other.
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'Otherr financial institutions' are mainly private investment companies. The category 'Other'
referss to blocks held by the state or local government, foundations, employee participation
fundss and to blocks we were unable to classify by owner type. We use Kompass and Dun &
BradstreetBradstreet 20 000 to determine the identity of the blockholders. Table 1 in the previous
chapterr provides some descriptive statistics for the ownership structure of cash flow rights for
ourr sample of listed firms in 1992.56 The table reveals that ownership is rather concentrated.
Thee median largest blockholder holds 22.3% of the shares. On average, around 50% of all
sharess are in hands of blockholders. Banks and insurance companies and financial institutions
otherr than banks/insurance companies, mutual funds or pension funds are important
blockholders.. Ownership by management or supervisory board members (or family thereof)
alsoo accounts for a substantial fraction of total ownership concentration. The average of the
summ of the blocks held by these insiders is almost 10%. Table I of Chapter 3 also shows that
thee equity stakes of non-financial companies are substantial.

2.3.22 Voting Rights
Mostt companies in the Netherlands have defended themselves against hostile takeovers
throughh provisions in their corporate charters that dilute shareholder control rights. In doing
so,, firms frequently rely on anti-takeover measures that limit the number of votes held by
shareholders.. There are essentially three ways in which firms limit the number of votes of
shareholders.. The first concerns the use of depository receipts. The company registers the
ordinaryy shares at a voting trust, which then issues depository receipts that are traded on the
Dutchh stock market. The voting rights rest with the board of the trust, which is (effectively)
underr control of the company. The second method relates to the use of preferred shares and
workss similar to the construction used for ordinary shares. The preferred shares however are
firstfirst issued to foundations controlled by the firm, which then places them, detached from

Inn our analysis, we will use ownership data for the years 1992-1997. These look quite similar to the ones
presentedd in Table 1 in Chapter 3. The most notable difference is that over the sample years, mutual fund block
ownershipp becomes more frequent (sample average 2.7).
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votingg rights, with investors." Finally, there are a few firms that incorporate voting caps
throughh their charters. These limit the number of votes per shareholder to 1% or 5% of the
capitall outstanding.
Ass a result of these defense mechanisms, many firms violate the one-share-one-vote
principlee and the voting structure of firms can differ substantially from the ownership
structuree derived from looking at the shares.58 Table 4 of Chapter 3 reports the voting rights
off the disclosed blocks for 1992.59 The concentration of voting rights is much lower than the
concentrationn of cash flow rights that we just referred to in Section 2.3.1. In general, total
votingg rights concentration for shareholders is about 10 percentage points lower than their
cashh flow rights concentration, decreasing roughly from 50% to 40%. Especially the fraction
off votes held by banks/insurance companies suffers from the separation of voting rights and
cashh flow rights. The fraction of votes held by management and companies are less than
proportionatelyy affected by violations of the one-share-one-vote principle. There may be
control-typee motivations behind the low degree of separation of voting rights and cash flow
rightsrights for these categories.
Wheneverr the firm strips the voting rights from the cash flow, it effectively controls
thee votes. Figure 2 of Chapter 3 gives an impression about the fraction of the votes that are
controlledd by the firm, either through voting trusts or through block ownership by
managementt and supervisory board members (insider ownership). In almost 40% of the listed
firmfirm in 1992, the firm controlled a majority of he votes. Figure 3 of that same Chapter is
constructedd using the amount of votes that are controlled by the firm after stripping these
fromm the shares outside equity holders (those shareholders other than management or
supervisoryy board members). This figure is more representative for excessive control over
votess by the firm because it corrects for the equity contribution of insiders. Such a correction
iss useful because in principle, corporate control over votes that results from insider block
ownershipp does not dilute the voting rights of other shareholders. Figure 3 reveals that in
1992,, there were 32 firms out of our sample of 156 for which the firm controlled more than
80%% of the total number of votes in excess of the equity contribution of management board
andd supervisory board members.
Anotherr source for the dilution of the voting rights of shareholders in the Netherlands
stemss from the requirement to install the governance regime ('structuurregime'). This regime
transferss control rights from shareholders to the supervisory board, thereby strongly reducing
' '' For those that are well informed about takeover defenses, we are not referring to the granting of options on
preferredd shares but to the actual issuance of preferred shares without voting rights.
,88
When referring to the structure of the ownership of cash flow rights, we will use the term 'ownership
structure'.. The ownership structure of votes is referred to as 'voting structure'.
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thee formal rights of the shareholder meeting. In particular, the appointment and dismissal of
managementt becomes solely a matter of the supervisory board. Shareholders have no formal
authorityy over these decisions. In 1992, 58% of the firms in our sample operated under the
governancee regime. When examining whether the relation between management turnover and
performance,, we will also analyze whether it looks different in these companies.60

2.3.33 The Potential for Bank Control in the Netherlands
Thee Dutch financial regulators allowed financial intermediaries to become financial
conglomeratess over the last 15 years. This led to a wave of mergers and acquisitions among
commerciall banks, insurance companies and investment banks. There are three different
channelss through which these financial conglomerates may exercise control. First, as we have
alreadyy seen in Section 2.3.1, they hold substantial equity stakes in the firms. Second, bank
debtt is an important source for external financing in the Netherlands. Third, the management
boardd members of these financial conglomerates often sit on the supervisory board of other
companies. .
Unfortunately,, only the total amount of short-term bank debt in the capital structure is
publiclyy available in the Netherlands. The average ratio of short-term bank debt over assets
forr the non-financial firms in our sample was equal to 8.7% in 1992. In that same year, out of
thee 145 non-financial companies in our sample, 21 firms had a member of the management
boardd of a bank or insurance company on their supervisory board. The presence of a 'banker'
onn the board seems to be related with their equity stakes. Block ownership of banks/insurance
companiess in firms with a banker on the supervisory board was on average 13.0% in 1992,
contrastingg with 8.2% for block ownership in all other firms. The average ratio of short-term
Inn constructing that table, the blocks of shares held by the firm through voting trusts or foundations are
neglected. .
Theree are two additional sources for the dilution of shareholder control rights that we neglect (for good
reasons)) in our analysis. The first one is the use of golden shares and binding nomination clauses. Both these
mechanismss ensure that the appointment process for the management board remains an internal matter about
whichh outside shareholders have little to say. Golden shares typically carry additional control rights as well, for
examplee with respect to decisions about dividend payments, equity issues and changes in the corporate charter.
Off those companies that do not operate under the governance regime, there are only a few companies in our
samplee that do not rely on these mechanisms to reduce the control potential of outside. Chapter 3 shows that
thosee firms tend to have dominant inside shareholders or separate the voting rights from practically all shares to
controll them through voting trusts. We can therefore neglect the issue of whether or not the firm has golden
sharess or binding nomination clauses in our analysis as long as we control for the ownership structure of the firm
andd the use of voting trusts. The second source for obstructing outsiders that try to control the firm concerns the
rightt to issue preferred voting stock at steep discounts to insider controlled foundations. This construction mainly
servess to avoid hostile takeovers. Hostile takeovers, however, are hardly attempted in the Netherlands. This
impliess that the threat of hostile takeovers is not a disciplinary device for management in the Netherlands. So
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bankk loans to assets is only 6.7% for firms with a banker on their supervisory board, which is
beloww average.

33

Management Turnover and Corporate Performance

Inn this section we examine the direct relation between corporate performance and
managementt board turnover. This relation is interesting for two reasons. First, it is
informativee about the overall degree in which the Dutch system of corporate governance
inducess accountability. One expects that if those in control of the company are not the right
personss for their positions, they will have to give up their jobs if the governance system is
effective.. In turn, poor firm performance is more likely if a firm is run by incapable people
andd is therefore informative about the ability of management. The direct relation between
corporatee performance and board turnover therefore in itself serves as a basic test for the
presencee of accountability in the system. We have to add to this however, that finding a
relativelyy low response of management turnover to corporate performance does not justify the
verdictt that the system induces low accountability and entrenches management. If
managementt is being monitored intensely, performance is less informative about managerial
ability,, and one expects this to show up in the data. However, finding sensitivities for
managementt turnover to corporate performance that are close to those found for other
countriess would point at a similarity of accountability across different governance systems.
Thee second reason why we are interested in the direct relation between management
turnoverr and corporate performance is that by including different performance variables, we
cann establish to which performance measures managers are held accountable. Some argue that
thee Continental European and the Japanese governance systems, with their virtual absence of
aa hostile takeover market, are less focused on short-term stock price performance. In stead,
thesee systems are often assumed to induce more incentives towards long-term growth of the
companyy for example by gaining market share at the expense of short-term profits. If this is
indeedd the case, we expect to find the relation between corporate performance and board
turnoverr in those systems to be of a different nature than the relation in Anglo-Saxon systems.
Thiss would especially hold with respect to sensitivity of management turnover to poor recent
stockk price performance.
Forr the Netherlands, the importance of stock price performance for management
turnoverr is interesting for other reasons as well. The limited control that shareholders formally
havee over the composition of the management board and the supervisory board raises the
theree is no reason to expect in a cross-section, the right to issue preferred voting shares to insiders would affect
managementt turnover.
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questionn to what extent Dutch managers are in fact accountability to poor stock price
performance. .
Too investigate these issues, we follow Kaplan (1994a,b) who studies the nature of
managementt turnover in Japan, the US and Germany. Kaplan relies on four different
performancee measures. These are market adjusted stock returns, changes in earnings before
taxess over assets, a dummy for the incidence of negative earnings before taxes and growth in
sales.. The first variable directly relates the jobs of management board members to recent
changess in shareholder value. This performance measure will therefore be particularly useful
too assess whether the financial systems of countries indeed differ from each other with respect
too their focus on short-term stock price performance. The growth of sales variable serves as a
proxyy for long-term growth objectives. The change in earnings over assets in included by
Kaplann to further capture the importance of growth objectives. In our opinion, this
correspondencee is rather weak. We are more inclined to simply consider it as a performance
variablee that represents the importance of earnings performance. For this reason, as well as to
createe comparability with the analyses of Kaplan, we will include this variable in our
regressions.. The negative earnings dummy captures situations where the company does not
evenn generate enough earnings to pay back its debt holders. An absence of sensitivity of
managementt turnover with respect to this variable would be a clear sign of a lack of
accountabilityy and of severe managerial entrenchment.
Wee collected performance data for our sample of firms using the Reach database of
Delwel,, the Yearbook of Dutch Listed Firms and Datastream. Our accounting performance
dataa go back to 1996. To be consistent, we only use the stock price performance data for these
yearss as well. Because the turnover fraction for the management board is not a continuous
variable,, we transform it into a binary variable, equaling one if at least one third of
managementt board members loose their position. We pool all the yearly observations into one
dataa set and perform separate logit regressions for each performance variable. The dependent
variabless are either non-standard CEO turnover or a high non-standard turnover for the
managementt board. We include current performance as well as past performance, lagged one
andd two years from the turnover observation. Table 2 presents the results. 6I

Wee also included board size in the regressions. The coefficient is insignificant in all regressions reported in
Tablee 2 and the results are qualitative similar.
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Tablee 2: Turnover of CEO and Management Board and Performance Variables.
Turnoverr data for the years 1992-1996 are pooled into one sample. The dependent variables are dummy
variabless equaling one if at least one third of the management board members leaves the board or if the CEO
leavess the management board. Regressions are separate for each performance variable. Stock returns are market
adjusted,, changes in earnings are changes in earnings before taxes and the loss dummy equals one if earnings
beforee taxes are negative. All turnovers exclude departures due to age-limits for board members, death and
illnessess and retirements.
CEOO (Logit)
LogL L
Coeff. .
[N] ]
[S.E.1 1
Markett Adj. Stock Return
Constant t
TT
T-l l
T-2 2
Changee in Earnings over
Assets s
Constant t
TT
T-l l
T-2 2

***-2.564 4
[.156] ]
-.355 5
[.405] ]
***-1.444 4
[.442] ]
*** 942
[.432] ]

***-2.446 6
[146] ]
**-5.525 5
[2.494] ]
***-7.670 0
[2.772] ]
2.894 4
[3.0621 1

Managementt Board (Logit) )
Coeff. .
Logg L
[S.E.1 1
[Nl l

-200.24 4
[705] ]

***-2.056 6
[126] ]
-.348 8
[.354] ]
**-.869 9
[.385] ]
.572 2
[.372] ]

-256.73 3
[700] ]

-198.47 7
[690] ]

***-2.042 2
[.122] ]
-2.750 0
[2.301] ]
***-6.918 8
[2.444] ]
2.298 8
[2.660] ]

-248.25 5
[6851 1

-196.18 8
[693] ]

***-2.090 0
[.131] ]
.254 4
[.408] ]
**.869 9
[.407] ]
-.435 5
[462] ]

-249.73 3
[688] ]

-167.59 9
[610] ]

***-!.889 9
[.136] ]
-.008 8
[.006] ]
**-.0I7 7
[.008] ]
.007 7
[.005] ]

-222.61 1
[605] ]

Losss Dummy
Constant t
TT
T-l l
T-2 2

***-2.564 4
[.158] ]
***1.102 2
[.413] ]
.732 2
[.448] ]
-.740 0
[.5631] ]

Growthh of Sales
Constant t
TT
T-l l
T-2 2

***-2.405 5
[.164] ]
-.008 8
[.008] ]
*-.016 6
[.009] ]
.009 9
[006] ]

significantlyy different from zero at the 1% level,
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level
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Thee logit regressions reveal that non-standard management turnover increases
significantlyy after poor recent stock price performance. Both CEO turnover and the
probabilityy that at least one third of the members of the management board leave the firm are
relatedd to the one-period lagged stock return of the company. The regression coefficients
implyy that the impact of poor stock price performance on the probability of observing a CEO
leavingg the firm is large. The probability that a CEO leaves the firm after three periods of zero
abnormall stock price performance equals 7.2% according to the regression. This probability
jumpss to 24.6% if we impute the cut-off value for the lowest decile stock price performance
off T-l, assuming zero abnormal performance for the other two periods.
Somewhatt surprisingly, the two-period lagged stock return is oppositely related to
CEOO turnover, with poor performance leading to a decrease in CEO turnover. One
explanationn for this result is that if poor stock price performance at T-l triggers CEO
turnover,, we expect no CEO turnover at T+l because a new CEO has just been appointed.
Thee regressions also show that poor earnings performance triggers management
turnover.. The incidence of a loss and a decline in earnings before taxes over assets result in an
immediatee increase in CEO turnover. CEO turnover is somewhat related to growth of sales,
butt does not seem to be a critical performance measure that triggers turnover. The results for a
highh fraction of management board turnover show a similar pattern. However, the response to
poorr performance seems less contemporaneous, the opposed effect for the two period lagged
stockk price performance is insignificant and the coefficient for the one period lagged growth
inn sales of a company is now also significant at the 5% level.
Thee results reported here are similar to the ones reported by other studies. Kaplan
(1994a)) also finds that management and CEO turnover in Japan and the US is related to stock
pricee performance, the incidence of losses, and changes in earnings over assets. The
sensitivityy of CEO turnover to earnings losses in the Netherlands is strikingly similar to the
onee reported by other studies. Kaplan (1994a,b) and Renneboog et al (1998) find that the
probabilityy of the CEO leaving the firm after a loss in either the previous period or the period
beforee increases with at about 10-17 percentage points in Germany, Japan, the UK and the
US.. Using different lag structures, our logit results imply similar increases for this probability
afterr recent losses, ranging from 9-13 percentage points.
Thee strong effect of recent stock price and earnings performance are somewhat
surprisingg given the outcomes of interviews held by Cools (1993) and Van Manen (1999).
Coolss finds that only 3 out of the 50 CFOs of Dutch listed firms that he interviewed indicated
thatt shareholder value is the most important objective of corporate policy. Only 4 of the CFOs
suggestedd that earnings growth in itself is the primary goal. The remainder of the CFOs
claimss that corporate policy is directed profit maximization aimed at continuity. Van Manen
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(1999)) reports that supervisory board members are also primarily oriented towards long-term
continuityy of the firm. Shareholder value and short-term performance are not the most
dominantt objectives for their supervision.
Thee functional form for the relation between stock price performance and management
turnoverr requires some additional attention. The specification that we have used so far
presumess that as stock market performance improves, the effect on the likelihood of
managementt turnover is of similar direction, no matter whether the improvement is from poor
too less poor performance or from good to even better stock price performance. However, it is
conceivablee that in the regions of good and poor stock price performance, the relationship
betweenn performance and management turnover looks quite different. Conditional on good
performance,, turnover might be independent of performance because there will be no reason
too replace the incumbent management. More extremely, good performance may increase the
outsidee career opportunities of managers, inducing relatively high levels of management
turnover.. For CEOs, such career moves are less likely because they are already at top
positions,, but for other management board members, this effect may be more pronounced.
Too analyze this, we estimated logit regressions that allow for different slopes over the
rangess of positive and negative market adjusted stock price performance, where we only
includee the stock price performance of previous years in these regressions. It turns out that
theree is practically no relation between stock price performance and CEO turnover in the
rangee of positive market adjusted stock price performance. This relation is positive for high
managementt board turnover in that region, but the coefficient is still insignificant. There is no
evidencee therefore that management turnover increases with performance over the range of
goodd performance. Nevertheless, these results do suggest that management turnover and
performancee are unrelated when performance is good. We keep this consideration in mind
throughoutt the remainder of this paper.
Wee also examined whether parallel to the emergence of the governance debate in the
Netherlandss the sensitivity of management turnover to performance has increased over the
years.. Estimating the regressions separately for each year, however, provides no evidence in
supportt of this conjecture. In addition, we ran a regression where we included only the
abnormall stock price performance of the year preceding the turnover observation and allowed
forr different slopes in the periods 1992-1994 and 1995-1997. The results of this specification
suggestt that there is virtually no relation between stock price performance and management
turnoverr in the years 1995-1997.('~ The sensitivity of management turnover to stock price

''-- Using contemporaneous in stead of the one-period lagged stock price performance we found no evidence that
thiss performance variable becomes more important for CEO turnover in the last two years of our sample. Only
forr the regressions where we use the incidence of a high fraction of management board turnover, there is some
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performancee that we documented in Table 2 therefore seems to be primarily driven by the
samplee years 1992-1994.
Thee results in this section showed that management turnover responds almost
immediatelyy to poor stock price and earnings performance and that this performance-turnover
relationn is largely similar to those found for other countries. The Dutch corporate governance
systemm therefore seems to result in an equal degree of vigilance towards management. In the
nextt sections we will try to look at the role of specific governance channels in enforcing this
managementt turnover-corporate performance relation.

44

Ownership Structure and Management Board Turnover

Inn this section we analyze the role of ownership structure for board turnover. We first
examinee whether the concentration of shares affects board turnover. This will reveal whether
orr not ownership structure affects board turnover independently of performance. If outside
shareholderss are active in influencing the composition of the management board, this may
showw up in increased turnover rates.63 Also, supervisory board ownership may induce these
boardd members to become more aggressive towards management in stead of giving them the
benefitt of the doubt to avoid conflicts. We then analyze whether ownership structure affects
thee board turnover-performance relation. This provides a direct test for whether large outside
shareholderss are important for enforcing turnovers after poor performance.
Too assess whether block ownership directly affects management turnover, we estimate
logitt regression where we include the fraction of shares held through blocks as the dependent
variables.. We thereby distinguish between all the different types of shareholders that we
referredd to in Section 2.3 of this chapter (neglecting the 'other' category). This specification
assumess that if block ownership affects management turnover, the effect will be monotone in
thee total fraction of the shares held by the different types of blockholders. Table 3 reports the
results.. The only significant coefficient in both regressions is the one for the shareholdings of
individualss in the CEO turnover regression. Neither managerial ownership nor supervisory
boardd ownership seems to affect CEO or management turnover. There is also no evidence that
thee presence of different types of large shareholders leads to differences in the probability that
aa large fraction of the management board leaves the firm.

indicationn that turnover is related to contemporaneous performance in the last two years of our sample but not in
thee three years before that.
For example, Renneboog (1995) finds that the presence of large corporate shareholders leads to an increase in
managementt turnover in Belgium.

633
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Tablee 3: Management Board Turnover and Ownership Concentration.
Turnoverr data for the years 1992-1997 are pooled into one sample. The dependent variables are dummy
variabless equaling one if at least one third of the management board members leaves the board or if the CEO
leavess the management board. Blockholders are shareholders who own more than 5% of the cash flow rights of a
firm.. Management board and supervisory board block ownership includes the blocks held by individual board
members,, family members and by investment companies owned by board members (or family members thereof).
"Otherr Financial Institutions' are mainly private investment companies. All turnovers exclude departures due to
age-limitss for board members, death or illnesses and retirements.

Blockholder Blockholder
Constant t
Mutuall Funds
Banks'' Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Managementt Board
Supervisoryy Board
Individuals s
Non-financiall Companies

CEO(Logit) )
Coeff. .
Logg L.
"[N] ]
rs.E.i i
***-2.768 8
[.279] ]
-.013 3
[.028] ]
.014 4
[.100] ]
.005 5
[.054] ]
.010 0
[.008] ]
-.001 1
[.009] ]
.013 3
[.010] ]
**.024 4
[.012] ]
.007 7
-245.55 5
[.006] ]
[834] ]

Management tBoardd (Loeit)
Coeff. .
LogL L
[Nl l
rs.E.i i
***-2.120 0
[.227] ]
.013 3
[.022] ]
.003 3
[.009] ]
-.045 5
[055] ]
.001 1
[.008] ]
-.002 2
[.007] ]
-.001 1
[.010] ]
.016 6
[.011] ]
.008 8
-310.54 4
[005] ]
[828] ]

significantlyy different from zero al the 1 % level
significantlyy different from zero at the 5"i. level
significantlyy different from zero al the 10" ó level

Wee next investigate whether block holders are important for enforcing turnovers as the
performancee of a company decreases. We thereby use a similar specification as in Table 4 but
noww also include interaction terms for the total fraction of shares held through blocks by the
differentt types of shareholders and the one-period lagged stock price performance of the
company.. The results are presented in Table 4. They clearly indicate that total block
ownershipp of the different type of shareholders and management turnover are unrelated.64
Theree is no evidence therefore that blockholders are active in enforcing management turnover
afterr poor stock price performance. We also investigate whether a similar irrelevance holds if
wee use a dummy for the incidence of a loss in stead of stock price performance. The results
aree qualitatively similar though.

Forr sake of brevity, we have excluded the block ownership by mutual funds and pension funds, which are
ratherr insubstantial. The results are almost identical if we include these two types of blockholders. Both the
interactionn terms and the separate terms are insignificant for pension fund and mutual fund block ownership.
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Tablee 4: Interaction of Corporate Performance and Ownership structure and
Managementt Turnover.
Turnoverr data for the years 1992-1997 are pooled into one sample. The dependent variables are dummy
variabless equaling one if at least one third of the management board members leaves the board or if the CEO
leavess the management board. Performance is measured by the market adjusted stock price performance in the
yearr before the turnover observation. Blockholders are shareholders who own more than 5% of the cash flow
rightss of a firm. Management board and supervisory board block ownership includes the blocks held by
individuall board members, family members and by investment companies owned by board members (or family
memberss thereof)- 'Other Financial Institutions' are mainly private investment companies. All turnovers exclude
departuress due to age-limits for board members, death or illnesses and retirements

Blockholder r
Constant t
Stockk Price Performance
Banks/Insurancee Companies
Otherr Financial Institutions
Managementt Board
Supervisoryy Board
Individuals s
Non-financiall Companies

CEOO (Logit)
Coeff. .
[S.E.] ]
-2.791 1
[.283] ]
-1.014 4
[.820] ]
.008 8
[.Oil] ]
.010 0
[.009] ]
-.007 7
[.011] ]
.013 3
[.010] ]
**.025 5
[.013] ]
.007 7

Man.. Board (Logit)
Coeff. .
[S.E.] ]
***-2.083 3
[.224] ]
-.659 9
[.658] ]
-.002 2
[.010] ]
.001 1
[.008] ]
-.005 5
[.008] ]
-.000 0
[.010] ]
.015 5
[012] ]
.008 8
[-0051 1

Interaction: :
Performancee * Bank/Insurance Comp.
Performancee * Other Financial Inst.
Performancee * Management Board
Performancee * Supervisory Board
Performancee * Individuals
Performance*Non-financiall Companies

Logg Likelihood

-.011 1
[.026] ]
.011 1
[.035] ]
-.018 8
[.029] ]
.009 9
[.032] ]
.021 1
[.044] ]
.013 3
r.02ii i

-.021 1
[.024] ]
.007 7
[033] ]
-.016 6
[.024] ]
.025 5
[.035] ]
.008 8
[.042] ]
.015 5
]]

-241.35 5

-306.36 6

[823] ]
significantlyy different from zero at the 1% level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level
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Thee specification that we used for Table 3 and 4 is not the only reasonable approach to
investigatee whether blockholders exercise control over the composition of the management
board.. In particular, block ownership might affect management turnover in a way that is
independentt of the exact size of the stake. The mere presence of a (certain type of)
blockholderr may suffice to ensure management turnover. Management turnovers and block
ownershipp are then not monotonically related. To examine this, we transformed the ownership
dataa into dummies. Hence, the regressions then only include a dummy for whether or not the
firmfirm has a blockholder of a certain type.
Re-estimatingg the regressions revealed no evidence in support of the proposed
relation.. We also ran a specification where we used three different dummy variables to
capturee ownership concentration: a dummy for outside block ownership larger than 10%, a
dummyy for managerial block ownership and a dummy for supervisory board block ownership.
Suchh a specification is useful if the presence of outside blockholders affects management
turnoverr irrespective of the identity of that shareholder. The threshold of 10% is used because
practicallyy all firms have at least one blockholder (see Chapter 3). The regressions still
providedd insignificant coefficients for these block ownership variables. 65
Wee also summed up the blocks of all outside shareholders (i.e. those shareholders that
aree not on/family members of the management or supervisory board) and tested whether total
outsidee ownership concentration is important for management turnover. If all (or most)
outsidee blockholders are active in enforcing turnovers, distinguishing between different types
off shareholders is unnecessary. The specification that we used to construct Table 4 might then
lackk statistical power. However, the results of these regressions are qualitatively unaffected
comparedd to those in Table 4.
Finally,, bearing in mind that the relation between performance and management
turnoverr only exists over the range of negative market adjusted stock price performance, we
searchedd for an interactive effect between concentrated ownership and negative market
adjustedd stock price performance. Using the same specifications as before, we found no
supportt for the existence of such a relationship. Our analysis therefore clearly indicates that
outsidee blockholders are not crucial for enforcing management turnovers and that supervisory
boardd block ownership does not alter the stance towards management.
Thesee findings contrast with those of Denis, Denis and Sarin (1997), Kang and
Shivdasanii (1997) and Renneboog (1996). Denis et al (1997) report that managerial block
ownershipp weakens the relation between CEO turnover and corporate performance and that
blockk ownership by outside shareholder strengthens it. Kang and Shivdasani (1997) and
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Renneboogg (1996) also find that outside block ownership increases the probability of
managementt turnover after poor performance. Our results are in line however with those of
Kaplann (1994b), Franks and Mayer (1997a) and Franks, Mayer and Renneboog (1998) for
Germanyy and the UK.
Wee are reluctant to interpret our evidence as an 'irrelevance of ownership structure'
result.. There are several reasons for this. First of all, our sample is dominated by firms that
havee at least one blockholder. The presence of a single blockholder may suffice to ensure
managementt turnover whenever this is needed. Also, we left out any other mechanisms for
corporatee governance. It may be that in firms that lack an ownership structure that induces
sufficientt monitoring, other forces discipline management. The effect in both cases is that
ownershipp structure matters but that a cross sectional regression analysis does not reveal
this. 666 Finally, our results do not imply that large shareholders are inactive in removing and
replacingg management. It simply suggests that the presence of large shareholders does not
leadd to higher or lower management turnover, both after regular and after poor performance.

55 Voting Structure and Management Board Turnover
Votingg rights present a formal channel for shareholders to exercise control. If voting rights are
indeedd necessary for effective control, the previous analysis was flawed and we need to look
att voting right concentration in stead of cash flow right concentration in order to assess
controll by large shareholders. Moreover, one might expect that those shareholders that plan to
exercisee control will primarily hold the voting shares. Shareholders in the Netherlands,
however,, are not unrestricted in their choice for voting or non-voting equity. They have
virtuallyy no formal power to undo an existing separation of voting rights and cash flow rights.
Iff voting rights are important in enabling control, the separation voting rights and cash flow
rightright may lead to entrenchment of management.
Alternatively,, voting rights may not be important to exercise control; outside
blockholderss might be able to exercise control informally. Blockholders who do wish to
monitorr the company would be indifferent between holding voting shares and non-voting
shares.. It is therefore interesting to see whether the results reported in Table 4 change if we
usee the voting structure in stead of the ownership structure.
Givenn these considerations, we re-estimate the regressions shown in Table 4 using the
votingg structure of the firm. We also include a dummy that indicates whether or not the firm
655
There is some mild evidence that managerial block owner increases management turnover as stock price
performancee worsens (p-values 0.09 in both regressions). Further analysis however reveals that this effect
largelyy disappears if we focus on negative market adjusted stock price performance only.
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controlss the votes of outside shareholders. If control over corporate votes entrenches
managementt in terms of a lower probability of a turnover, this dummy should pick this up. To
constructt this dummy, we take the fraction of the votes that is held by a voting trust of the
companyy and subtract from that the non-voting equity held by inside block holders. This last
correctionn is useful because we then have a clear estimate of corporate control over votes in
excesss of the equity contribution of management board and supervisory board members.67
Thee dummy equals one if the firm controls more than 33% of the total number of votes
throughh stripping them from the shares held by outsiders. This threshold is somewhat
arbitraryy but it ensures that we capture those companies that control at least 33% of the votes
ass a direct result of the use of voting trusts. We then use this dummy as a separate term in the
regressions,, as well as in an interaction term with corporate performance. This last variable
willl then measure whether poor performance has a different effect on management turnover in
thesee firms.
Tablee 5 presents the results. Regarding the effects of block ownership of votes on
managementt turnover, the results are similar to the ones we obtained when we used the
ownershipp structure of the firm. We find no evidence that the size of voting right blocks of
differentt shareholders affects management turnover or the management turnover-performance
relation.. The interaction of stock price performance and the dummy for excess voting rights in
handss of the firm does show up with some significance. The coefficient is negative, however,
whichh contrasts with the expected sign under managerial entrenchment. That is, management
turnoverr is higher after poor stock price performance in firms that control a substantial
amountt of the voting rights of outside shareholders.
Thee statistical significance for the interaction of poor performance and excessive
controll of voting rights by the firm changes as we alter the threshold for the dummy. Using
50%oo or 1% for our definition of the dummy value, we loose statistical significance for the
interactionn term. With 25% as the cutoff value for the dummy, the coefficient for the
interactionn of stock price performance and excessive control of voting rights by the firm is
stilll significant at the 5% level for the management board turnover, but the regression for
CEOO turnover produces an insignificant coefficient.68

Agraa wal and Knoeber (1996) also stress this argument.
Inn other words, this correction ensures that we measure excessive control over votes. If the votes of inside
blockk holders are kept at the voting trust, this can hardly be interpreted as a dilution of the voting rights of
outsidee shareholders. See also Section 2.3.2 of this chapter.
Wee also ran regressions where we concentrated on the total fraction of votes under control of the firm. The
resultss are similar to the ones where we focus on excessive corporate control over votes.
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Tablee 5: Interaction of Corporate Performance, Voting Structure, One-share-one-vote
andd Management Turnover.
Turnoverr data for the years 1992-1997 are pooled into one sample. The dependent variables are dummy
variabless equaling one if at least one third of the management board members leaves the board or if the CEO
leavess the management board. Corporate performance is measured by the market adjusted stock price
performancee in the year before the turnover observation. 'Excess Voting Rights > 33%' is dummy variable that
equalsequals one if the total fraction of votes under control of the firm minus the cash flow rights of insiders held
throughh blocks exceeds 33% of the total number of shares. Blockholders are shareholders who own more than
5%% of the voting rights of a firm. Management board and supervisory board block ownership includes the blocks
heldd by individual board members, family members and by investment companies owned by board members.
'Otherr Financial Institutions' are mainly private investment companies. All turnovers exclude departures due to
age-limitss for board members, death or illnesses and retirements.

Blockholder Blockholder
Constant t
Stockk Price Performance
Excesss Voting Rights > 33%
Banks/Insurancee Companies
Otherr Financial Institutions
Managementt Board
Supervisoryy Board
Individuals s
Non-financiall Companies

CEO(Logit) )
Coeff. .
[S.E.] ]
***_22 524
[.297] ]
-.273 3
[.780] ]
-.182 2
[.341] ]
-.006 6
[.013] ]
.013 3
[.009] ]
-.009 9
[.011] ]
.014 4
[.010] ]
.016 6
[.013] ]
.004 4
f-007] ]

Man.. Board (Logit)
Coeff. .

[S.E-1 1
***-2.171 1
[.253] ]
-.529 9
[.663] ]
-.100 0
[.289] ]
-.006 6
[010] ]
.004 4
[.008] ]
-.004 4
[.009] ]
-.006 6
[.010] ]
.014 4
[012] ]
.007 7
[.006] ]

Interaction: :
Performancee * Excess Voting Rights
Performancee * Bank/Insurance Comp.
Performancee * Other Financial Inst.
Performancee * Management Board
Performancee * Supervisory Board
Performancee * Individuals
Performance*Non-financiall Companies

Logg Likelihood
significantlyy different from zero at the 1% level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10°o level

-1.802 2
[.973] ]
-.035 5
[.029] ]
-.003 3
[.033] ]
-.028 8
[.030] ]
.005 5
[031] ]
-.013 3
[.055] ]
.007 7
[023] ]

**-2.052 2
[.828] ]
-.022 2
[.023] ]
.007 7
[032] ]
-.035 5
[.024] ]
.016 6
[.034] ]
-.042 2
[052] ]
.007 7

-239.81 1
[829] ]

-304.12 2

r-oisi i
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Itt seems therefore that there is something special about the governance in firms that
controll a substantial amount of the voting rights of the shares of outside shareholders. After
poorr performance, management turnover is more likely in these firms than in other firms. This
suggestss that governance mechanisms rely more heavily on corporate performance as a signal
too intervene and then take drastic action by replacing a high fraction of the management
board.. A possible explanation for these patterns might be that in these firms, monitoring under
regularr corporate performance is less intense. Such a lower monitoring intensity might be the
resultt of a difference in the ownership structure of firms. Recall that in Chapter 3 we observed
thatt firms that excessively control the votes of the firm are characterized by more dispersed
ownership.. Table 6 reports the ownership structures of firms that hold at least 33% of the
votess of the company after stripping these from outside shareholders. Indeed, the ownership
structuress of these firms differ substantially from the ownership structures of other
companies.. Management board and non-financial company ownership tends to be lower in
companiess that control voting rights of outside shareholders while banks and insurance
companiess hold higher stakes in these firms. Also, total ownership concentration is lower and
thee stake of the largest shareholder is smaller as well.
Perhapss that our dummy variable for excessive control over votes is essentially a
proxyy for ownership dispersion. We therefore reran the regression of Table 5 using the block
ownershipp of shares in stead of block ownership of votes. This allows us to measure the effect
off excessive control over votes while controlling for ownership concentration. The results are
similarr however to those reported in Table 5. It seems therefore that the stronger relation
betweenn poor performance and management turnover in these firms does not originate from
differencess in the ownership structure of firms. This further supports the evidence reported in
thee previous section concerning the unimportance of ownership concentration for the level of
69 9

managementt turnover.

Onn a similar note, Van der Knoop (1991) finds that supervisory board members of large firms generally
indicatee that they are less closely involved with corporate policies and engage more in arm's length monitoring.
Wee tested for the presence of a size effect in the performance-management turnover relation, using a dummy for
thosee firms whose assets are higher than the sample median. We found no support for the relevance of such size
effects,, however.
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Tablee 6: Ownership Concentration and Violation of the One-share-one-vote Principle
(1992). .
Averagee ownership concentration (in percentages) for the total of disclosed blocks by different types of
shareholders.shareholders. Blocks are only disclosed in the Netherlands if they exceed 5% of total shares. Firms are classified
withh respect to the degree in which they violate the one-share-one-vote principle 'Excess Voting Rights
Insiders'' is calculated as the total fraction of votes under control of the firm minus the cash flow rights of
insiderss held through disclosed blocks. "Other Financial Institutions' are mainly private investment companies.
'Insiders'' relates to the total of blocks disclosed by members of the supervisory and management board, using
ourr broadest definition of board ownership (see Chapter 3). 'Other' refers to blocks held by the state or local
government,, foundations, employee participation funds and to blocks we were unable to classify by owner type.

Mutuall Funds
Bankss and Insurance Companies
Pensionn Funds
Otherr Financial Institutions
Managementt Board
Supervisoryy Board
Individuals s
Companyy (other than the above)
Other r

Excesss Voting Rights Insiders > 33%
Sample:: Yes
Sample:: No
0.6 6
1.2 2
12.5 5
8.3 3
0.5 5
0.3 3
8.6 6
9.7 7
1.7 7
9.6 6
2.6 6
3.2 2
2.1 1
3.6 6
5.2 2
16.0 0
3.0 0
2.0 0

Largestt Shareholder
Totall Ownership Concentration

19.0 0
36.5 5

34.1 1
53.8 8

58 8

98 8

Totall Number of Firms

Inn all, our results clearly suggest that corporate control over votes does not lead to
manageriall entrenchment in the form of a lack of accountability after poor performance. We
alsoo examined whether the relationship between performance and management turnover is
differentt in companies that operate under the governance regime. Using a similar specification
ass in Table 5, we found no evidence that the relationship between performance and
managementt turnover is indeed different in those companies. The interaction term between
stockk price performance and a dummy variable that equals one if the firm operates under the
governancee regime was insignificant in both regressions. We also looked at the interaction
betweenn ownership concentration, stock price performance and the governance regime. If the
latterr insulates the firm from monitoring and control over management by outside
shareholders,, we expect a negative coefficient for these interaction terms. Using various
specificationss (for example those reported in Table 4 and 5), we found that they where highly
insignificant. .
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66 Bank Control and Management Board Turnover
Thee results of Section 4 suggest that management turnover is unrelated to share ownership by
bankss and insurance companies. In this section, we will analyze whether banks/financial
conglomeratess exercise control through their credit relations with firms or through their
positionss on the supervisory boards of firms. In analyzing the credit relation channel for bank
control,, we look at the relative amount of debt in the capital structure as well as at the changes
inn this ratio. We restrict our sample to non-financial companies because the capital structures
off banks and non-financial companies differ dramatically from each other.
Wee first focus on the potential for bank control that results from short-term borrowing
byy the bank. If bank control through credit relations is present, we expect that it will be
triggeredd by poor loan performance (i.e. by an increase in the probability of default on the
loan).. As a measure of loan performance we take the cash flow coverage of interest and debt.
Ideally,, we would like to measure the cash flow coverage of the bank debt, but these data are
unavailable.. We use three different coverage ratios: interest coverage, short-term debt
coveragee and total debt coverage. These coverage ratios are obtained from the Reach
Databasee of DelWel for the years 1992-1996.
Wee would like to know how and whether management turnover is related to loan
performance.. We therefore estimated several logit regressions where we explain CEO
turnoverr and high management board turnover with different lags for the coverage ratios
(usingg separate regressions for each coverage ratio). The results, that we do not report, show
thatt CEO turnover is especially higher when contemporaneous cash flow coverage worsens.
Turnoverr of a high fraction of the management board seems related to both contemporaneous
andd one year lagged coverage ratios. To estimate the interaction between our proxies for bank
loann performance and the potential for bank control, we will both use contemporaneous
coveragee ratios and one year lagged ratios.
Noww that we have learned that management turnover is especially sensitive to
contemporaneouss cash flow coverage, we can examine whether there is evidence that banks
exercisee control through their credit relations. If banks are indeed important for enforcing
managementt turnover, we might find that the interaction of poor performance in terms of low
cashh flow coverage and the relative amount of short-term bank debt in the capital structure
increasee management turnover. Such a specification presumes that as cash flow coverage
decreases,, the probability of management turnover increases monotonically with the relative
amountt of short-term bank debt. Hence, we are assuming that if bank control takes place, it
willl be more powerful as the relative amount of short-term bank debt increases. Table 7
showss that the suggested interaction between poor loan performance and short-term bank
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loanss largely fails to hold when using contemporaneous coverage ratios. Poor cash flow
coveragee of debt and interest is associated with increased CEO turnover, but the higher level
off CEO turnover is unrelated to the presence of banks as measured by short-term bank
lending.. The only significant coefficient for the interaction appears in the regression where we
explainn a high fraction of management turnover using interest coverage as a proxy for bank
loann performance. The coefficient of this interaction term in the CEO turnover regression is
borderlinee significant at the 10% level.
Althoughh there are some outliers in the interest coverage ratio, their presence does not
seemm to drive the results. The significance of the interaction term improves somewhat if we
usee lagged cash flow coverage ratios in stead of contemporaneous ones. In all regressions for
thee high fraction of management board turnover, the coefficient of the interaction term is
significantt at the 10% level. In the interest coverage regression, the interaction term is still
significantt at the 5% level. This coefficient is also significant at the 10% level in the CEO
turnoverr regression, but the other two interaction terms have insignificant coefficients. 70
Wee also test whether increases in short-term bank financing are associated with higher
managementt turnover when cash flows are relatively low compared to debt obligations. The
increasee in reliance on short-term bank debt may give banks an opportunity to exercise
controll even in the absence of default. Franks, Mayer and Renneboog (1998) find that
refinancingg in situations of poor performance increases turnover of management. Their
analysiss suggests, however, that the effect runs through equity refinancing, not through debt
refinancing.. We examine the effects of increases in short-term bank debt financing through
thee inclusion of a an interaction term which consists of the coverage ratio, the change in shorttermm bank debt financing over assets and a dummy variable which equals one if short-term
bankk debt financing increased during that year. Table 8 shows the regression results when
usingg the coverage ratios contemporaneous with the turnover observation. There is consistent
evidencee that banks enforce high fractions of management turnover as the cash flow to debt
ratioss of a company decrease while short-term bank debt financing increases. For CEO
turnover,, evidence of banks exercising control through their credit relations is again largely
absent.. Using lagged cash flow to debt ratios in the regressions provides similar but somewhat
weakerr results.

Wee also used a specification where the short-term bank loans over assets variable is transformed into a dummy
variablee that equals one whenever the firm has short-term bank debt. Such a specification does not assume that
bankk control is more likely as the relative amount of short-term bank debt increases. The results, however, are
weakerr for this regression. In addition, we ran the logit regressions using bank loans, instead of bank loans over
assets,, as the variable to proxy for the potential of bank control. If the absolute value of the bank loans is small,
thee bank may have little incentives to exercise control because there is not so much at stake. The results of this
specificationn are also weaker than the ones discussed in the text.
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Tablee 7: Turnover of CEO and Management Board, Cash Flow-Debt Coverage and
Short-termm Bank Loans in the Capital Structure of the Firm.
Thee sample consists of non-financial companies. Turnover data for the years 1992-1996 are pooled into one
sample.. The dependent variables are dummy variables equaling one if at least one third of the management board
memberss leaves the board or if the CEO leaves the management board. Cash flow-debt coverage is
contemporaneouss with the turnover observation. Regressions are separate for each debt coverage variable. All
turnoverss exclude departures due to age-limits for board members, death and illnesses and retirements.
CEOO (Logit)
Logg L
Coeff. .
[S.E.] ]
[Nl l

Managementt Board (Logit)
Coeff..
Log L
[S.E.11
[Nl

Interestt Coverage:
Constant t
Interestt Coverage
Short-termm Bank Loans/Assets
Interactionn
Coverage-Shorttermm Bank Loans/Assets

**-1.882 2
[.231] ]
***-.082 2
[.031] ]
1.109 9
[1.673] ]
-.776 6
[.491] ]

***-1.715 5
[.181] ]
-.005 5
[.006] ]
1.115 5
[1.471] ]
-156.78 8
[577] ]

***.].174 4
[.402] ]

-207.57 7
[572] ]

Short-termm Debt Coverage:
Constant t
Short-termm Debt Coverage
Short-termm Bank Loans/Assets
Interactionn
Coverage-Shorttermm Bank Loans/Assets

***-1.632 2
[.282] ]
***-.028 8
[009] ]
-.924 4
[1.535] ]
-.031 1
[.074] ]

***-1.543 3
[.265] ]
-.012 2
[.008] ]
.231 1
[.167] ]
-158.01 1
[583] ]

-.097 7
[.065] ]

-210.35 5
[578] ]

Totall Debt Coverage:
Constant t
Totall Debt Coverage
Short-termm Bank Loans/Assets
Interactionn
Coverage-Shorttermm Bank Loans/Assets

***-1.404 4
[.282] ]
***-.045 5
[012] ]
-1.383 3
[-.889] ]
-.046 6
[.099] ]

significantlyy different from zero at the1%% level,
significantlyy different from zero at the5%% level
significantlyy different from zero at the10%% level

***-1.427 7
[.257] ]
**-.019 9
[.010] ]
.124 4
[1.385] ]
-151.76 6
[550] ]

-.134 4
[.086] ]

-203.21 1
[557] ]
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Tablee 8: Turnover of CEO and Management Board, Cash Flow-Debt Coverage and
Increasess in Short-term Bank Debt Financing.
Thee sample consists of non-financial companies. Turnover data for the years 1992-1996 are pooled into one
sample.. The dependent variables are dummy variables equaling one if at least one third of the management board
memberss leave the board or if the CEO leaves the management board. Cash flow-debt coverage is
contemporaneouss with the turnover observation. Regressions are separate for each debt coverage variable. The
regressionss for the interest coverage ratio exclude observations where the ratio was higher than 75. The change
inn amount of short-term bank loans is calculated as the increase in the short-term bank debt over assets over the
year.. All turnovers exclude departures due to age-limits for board members, death and illnesses and retirements.
CEOO (Logit)
Management Board (Logit)
Coeff..
Log L
Coeff.
Log L

[S^JJ

[NJ

LS^J

[N]_

Interestt Coverage:
Constant t
Interestt Coverage (1)
Changee in Amount of Shorttermm Bank Debt (2)
Interaction:: (1) x (2) x Dummy
forr an Increase in Short-term
Bankk Debt

***-1.830 0
[.175] ]
***-.100 0
[.031] ]

***-!! 494
[.150] ]
***-.057 7
[.021] ]

-1.576 6
[2.685] ]
-.876 6
[1.336] ]

-.134 4
[2.422] [2.422]
-159.80 0
[559] ]

**-4.086 6
-198.76 6
[1.595] [1.595]
[554] ]

Short-termm Debt Coverage:
Constant t
Short-termm Debt Coverage (1)
Changee in Amount of Shorttermm Bank Debt (2)
Interaction:: (1) x (2) x Dummy
forr an Increase in Short-term
Bankk Debt

***-!.. 521
[.192] ]
*-.012 2
[.006] ]

***-1.750 0
[.208] ]
***-.024 4
[.008] ]
-.729 9
[2.967] ]
-.290 0
[.256] ]

.835 5
[2.692] [2.692]
-160.26 6
[584] ]

*-.442 2
[.229] ]

-213.56 6
[579] ]

Totall Debt Coverage:
Constant t
Totall Debt Coverage (1)
Changee in Amount of Shorttermm Bank Debt (2)
Interaction:: (1) x (2) x Dummy
forr an Increase in Short-term
Bankk Debt

***-1.574 4
[.206] ]
***-.040 0
[.011] ]

***-1.405 5
[.188] ]
**-.019 9
[.008] ]

-.724 4
[2.900] ]

1.176 6
[2.721] ]

-.372 2
[.334] ]

significantlyy different from zero at the 1% level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level

-154.09 9
[551] ]

**-.670 0
[.325] ]

-205.68 8
[551] ]
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Ourr evidence suggests that banks exercise control through their credit relations with
firmsfirms but that they do so in a specific way. We fail to find evidence for a specific role of
bankss in replacing CEOs through their direct credit relations with firms. However, the results
indicatee that when the cash flow performance relative to the debt obligation is poor, increases
inn short-term bank debt financing are associated with high levels of management board
turnover. .
Dutchh banks/financial conglomerates can also exercise control over firms through the
supervisoryy boards. On average, 12% of the non-financial companies in our sample have a
memberr of the management board of a bank/financial conglomerate on their supervisory
boards.. As we highlighted in Section 3, the presence of a banker on the supervisory board
seemss related to the shareholdings of these institutions. Firms with a banker on their
supervisoryy board do not rely on more short-term bank financing. However, this does not
necessarilyy mean that if these bankers exercise control, they only do so on behalf of the equity
investmentss of the financial institutions that they represent. It may be that when the
repaymentt of bank loans is at risk, these institutions use their positions on the supervisory
boardd to intervene. We therefore include both stock price performance and our proxies for
bankk loan performance in our analysis. Again, the focus is on the interaction between the
potentiall for bank control and performance.
Tablee 9 shows the results when using the contemporaneous cash flow coverage ratios
ass performance measures. The regressions for CEO turnover show that the presence of a
bankerr on the supervisory board increases the likelihood of CEO replacement when cash
flowss decrease relative to the debt obligations of the firm. The coefficient for the interaction
termm is significant for all three proxies of loan performance. When explaining the incidence of
highh management board turnover, we only find insignificant coefficients for any of the
interactionn terms.
Itt seems that the presence of a banker on the board increases CEO turnover if cash
floww coverage is poor relative to the debt obligation. Table 10 shows that a similar relation
doess not hold when we use stock price performance to construct an interaction term. There is
noo evidence that the presence of a banker on the supervisory board increases management
turnoverr as stock price performance worsens.

''' The results when using the coverage ratio for the year preceding the turnover observation provides similar
resultss with the notable exception that the coefficient for the interaction term is now always positive for the high
managementt board turnover regressions. When using the interest coverage ratio regression, it is even significant
att the 5% level. This may be caused by the inverse relation we noted earlier between bankers on the supervisory
boardd and the reliance on short-term bank loans over assets.
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Tablee 9: Turnover of CEO and Management Board, Cash Flow-Debt Coverage and the
Presencee of Bankers on the Supervisory Board of the Firm.
Thee sample consists of non-financial companies. Turnover data for the years 1992-1996 are pooled into one
sample.. The dependent variables are dummy variables equaling one if at least one third of the management board
memberss leave the board or if the CEO leaves the management board. Cash flow-debt coverage is
contemporaneous.. Regressions are separate for each debt coverage variable. The regressions for the interest
coveragee ratio exclude observations where the ratio was higher than 75. 'Supervisory Board' equals one if the
firmm has a banker on the supervisory board, and zero otherwise. All turnovers exclude departures due to agelimitss for board members, death and illnesses and retirements.
CEOO (Logit)
LogL L
Coeff. .
[S.E.] ]
[Nl l

Management t 3oardd (Logit)
Coeff. .
Logg L

rs.E.i i

[Nl l

Interestt Coverage:
Constant t
Interestt Coverage
Supervisoryy Board
Interactionn CoverageSupervisoryy Board

***-1.526 6
[.151] ]
***-.062 2
[.021] ]
-.853 3
[.853] ]

***-1.861 1
[.171] ]
***-.081 1
[.026] ]
0.263 3
[.730] ]
*-.435 5
[.224] ]

-164.45 5
[576] ]

-.214 4
[.021] ]

-204.61 1
[571] ]

Short-termm Debt Coverage:
Constant t
Short-termm Debt Coverage
Supervisoryy Board
Interactionn CoverageSupervisoryy Board

***-1.502 2
[193] ]
**-.013 3
[.006] ]
-.813 3
[1.227] ]

***-].816 6
[.214] ]
***-.021 1
[.007] ]
*2.721 1
[1.628] ]
**-.200 0
[.099] ]

-159.52 2
[596] ]

-.017 7
[.040] ]

-216.53 3
[591] ]

Totall Debt Coverage:
Constant t
Totall Debt Coverage
Supervisoryy Board
Interactionn CoverageSupervisoryy Board

***-1.386 6
[.189] ]
***-.022 2
[.008] ]
-1.613 3
[1.207] ]

***-1.638 8
[.209] ]
***-.036 6
[010] ]
1.984 4
[1.242] ]
**-.199 9
[.099] ]

-155.20 0
[563] ]

.018 8
[.042] ]

-209.91 1
[563] ]
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Tablee 10: Turnover of CEO and Management Board, Stock Price Performance and the
Presencee of Bankers on the Supervisory Board of the Firm.
Thee sample consists of non-financial companies. Turnover data for the years 1992-1996 are pooled into one
sample.. The dependent variables are dummy variables equaling one if at least one third of the management board
memberss leave the board or if the CEO leaves the management board. Separate regressions are run for
contemporaneouss market adjusted stock price performance, denoted by T, and one-year lagged stock price
performancee (denoted by T-l). 'Supervisory Board' equals one if the firm has a banker on the supervisory board,
andd zero otherwise. All turnovers exclude departures due to age-limits for board members, death and illnesses
andd retirements.
CEO(Logit) )
Coeff. .
fS.E.1 1

LogL L
[N] ]

Managementt Board (Logit) )
Coeff. .
Louu L
[S.E.1 1
[N] ]

Stockk Price Performance at T:
Constant t
Stockk Price Performance T
Supervisoryy Board
Interactionn Stock Price
Performance-Supervisoryy Board

***-2.352 2
]]
-.0264 4
[.442] ]
-.602 2
[.562] ]
-2.129 9
[1.593] ]

***-1.890 0
[.125] ]
-.191 1
[.372] ]
-.853 3
[.508] ]
-190.04 4
[660] ]

-2.158 8
[1.484] ]

-244.38 8
[655] ]

Stockk Price Performance at T-I:
Constant t
Stockk Price Performance T-l
Supervisoryy Board
Interactionn Stock Price
Performance-Supervisoryy Board

***-2.489 9
[.166] ]
***-1.286 6
[.441] ]
-.377 7
[.557] ]
-.137 7
[,1.699] ]

***-1.947 7
[.132] ]
**-.753 3
[.383] ]
-.715 5
[.503] ]
-186.61 1
[657] ]

-.630 0
[1.562] ]

-243,09 9
[652] ]

significant]}} different from zero at the 1% level
significantlyy different from zero at the 5"u level
significantlyy different trom zero at the 10".. level

Ourr results indicate that bankers on the supervisory board rapidly enforce CEO
turnoverr when cash flow performance is poor relative to the debt obligations of the firm. This
conclusionn is somewhat surprising, given that we found earlier that the presence of banker on
thee board was associated with block ownership of banks/financial conglomerates. We find the
differencee in results when looking at the effects of a banker on the supervisory board and the
degreee in which a firm relies on short-term bank debt financing on management turnover
intriguing.. Bank control through a position on the supervisory board seems to result in higher
CEOO turnover but does not increase the probability of turnover of a high fraction of
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managementt board. The control through the credit relation thus leads to a different pattern of
bankk control. This suggests that banks are more powerful when they exercise control through
theirr direct credit relations than through their position on the supervisory boards.

77

Conclusion

Inn this chapter we have looked at the sensitivity of management turnover to corporate
performancee in the Netherlands. This sensitivity is informative about the effectiveness of
differentt corporate governance systems in the world. Our analysis showed that the corporate
performance-managementt turnover relation looks quite similar to the ones found for other
countries.. Recent stock price performance and recent earnings performance are crucial
performancee measures that trigger increased turnover. The typical Dutch constellation of
governancee mechanisms seems to result in similar dynamics in management turnover. This
furtherr supports the conclusions of Kaplan (1994a,b) that differences in corporate governance
systemm do not directly translate into differences in accountability of management. In addition,
itt suggests that management in the Netherlands is not entrenched in the sense that they are not
accountablee to poor short-term stock price performance. This contrasts sharply with the
notionn that shareholder wealth is largely neglected in corporate policymaking.
Wee then searched for evidence on the role of different governance mechanisms as
disciplinaryy devices that enforce management turnover. We found no impact of the ownership
structuree of the firm. Exploiting the fact that many firms separate voting rights from cash flow
rights,rights, we also analyzed whether votes, which present the formal channel for shareholders to
exercisee control, were important for blockholders in enabling them to remove management.
Wee found no evidence that this is indeed the case. We did find however that in firms that
controll a substantial amount of the votes of outside shareholders, poor performance tends to
increasee management turnover in those firms more so than it does in other firms. This
suggestss that governance mechanisms in these firms rely more heavily on corporate
performancee in enforcing management turnover. Perhaps this is due to a lower monitoring
intensityy under regular performance.
Ourr analysis further indicates that banks in the Netherlands exercise control when
theirr loans are at stake, but that their presence is no factor in enforcing management turnover
whenn stock price performance is poor. Their positions as a lender and as a member of
supervisoryy board enable them to exercise control. As the cash flows performance of the firm
relativee to its debt obligation worsens, supervisory board representation by banks leads to
higherr levels of CEO turnover. The data in Chapter 3 showed that board representation is
mostt likely related to the equity stakes of banks and not to their credit relations. So, banks
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seemm to use the power that originates from their equity investments to enforce CEO turnover
ass loan performance deteriorates. We also found evidence that banks are able to exercise
controll more powerfully through their credit relations than through their supervisory board
memberships:: their credit relations allow them to enforce the turnover of a high fraction of the
managementt board, while their board representations do not.

Chapterr 5
Governancee Mechanisms
Netherlands s

11

and

Firm

Performance

in

the

Introduction

Lett us briefly summarize the main findings of the pervious two chapters. In Chapter 3, we
providedd an overview of the Dutch system of corporate governance for firms that are listed on
thee local stock exchange. We looked at the ownership structures of these firms, reported the
differentt ways in which shareholder control rights are diluted and considered the ties between
bankss and non-financial firms. We also investigated whether corporate decisions are affected
byy these governance characteristics by focussing on changes in the composition of the
supervisoryy board. There was no evidence what so ever that large outside shareholders
activelyy replace supervisory board members or appoint new ones. Our analysis did indicate
thatt firms that operated under the governance regime are characterized by lower levels of
supervisoryy supervisory board turnover. However, the presence of the governance regime did
nott affect the accountability of supervisory board members in the form of a reduction in the
probabilityy that supervisory board members leave the firm after poor performance. We also
foundd that the presence of a banker on the supervisory board was related to block ownership
byy banks/financial conglomerates, which is suggestive of control related motives behind these
boardd memberships.
Inn Chapter 4, we concentrated on detecting an active role for large shareholders in
enforcingg management turnover after poor performance. Our results largely failed to support
suchh a role. Our analysis also showed that the dilution of shareholder control rights does not
reducee the degree in which management is held accountable for (poor) corporate performance.
Wee did find that banks tend to enforce management turnover as the cash flow coverage of the
firm'sfirm's debt obligations worsens, and that this effect runs through their credit relations with
firmsfirms as well as through their presence on the supervisory board.
Thee evidence in the previous two chapters is therefore not very supportive of an active
rolee of large shareholders in monitoring and controlling corporations in the Netherlands. Also,
theree is no disruptive evidence that suggests that the governance regime or corporate control
overr votes leads to the entrenchment of management or supervisory board members. The only
evidencee for the relevance of governance mechanisms that we found was when we focussed
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onn banks. In this chapter, we further investigate the implications of the differences in
governancee characteristics for the behavior of the firm by concentrating on the performance of
Dutchh listed companies. The main purpose of this chapter is to analyze whether corporate
performancee is directly affected by the ownership structure of the firm and by the degree to
whichh the control rights of shareholders are diluted. Following Demsetz and Lehn (1985),
Morck,, Shleifer and Vishny (1989) and McConnell and Servaes (1990), we perform a crosssectionall analysis, where we regress various measures of corporate performance on the size of
thee stakes held by the different type of blockholders. Managerial ownership or supervisory
boardd ownership potentially aligns the interests of these corporate insiders with those of
shareholders.. If this improves their incentives, we expect this to show up in the performance
off the company. Also, large outside shareholders might monitor the firm, thereby effectively
reducingg the adverse consequences

of agency problems between

management

and

shareholders.. Outsider bock ownership will then have a positive impact on performance.
Throughh our cross-sectional regressions, we can search for evidence for the relevance of these
twoo conjectures.
Besidess studying whether the ownership structure of Dutch listed firms affects their
performance,, we test whether the different ways in which the control rights of shareholders
aree transferred to corporate insiders, i.e. management and supervisory board members, have
repercussionss for the performance of these companies. To make such an analysis meaningful,
theree should be a sufficient degree of heterogeneity across firms with respect to way in which
controll rights are allocated over the different stakeholders. In Chapter 3, we argued that this is
indeedd the case. Although in practically all the firms in our sample the control rights of
shareholderss are diluted to some degree, the formal control rights of the supervisory board
andd shareholders differ substantially from each other across Dutch firms. In firms that operate
underr the governance regime, the formal authority of the supervisory board is large. Most of
thee control rights of shareholders are then formally transferred to the supervisory board. This
iss not the case if firms separate the votes from the shares. In those firms, the transfer of
controll rights from shareholders to corporate insiders is complete, but it does not lead to an
increasee in the formal power of the supervisory board. These two arrangements therefore
potentiallyy lead to different control allocations.
Theree are many reasons why the governance regime might be important for the
performancee of companies. First of all, the governance regime explicitly requires supervisory
boardd members to represent all the stakeholders of the firm. These supervisory boards might
thereforee be more prone to protect the interests of employees, management, suppliers and
creditorss at the expense of (other) investors. Also, the concentration of power in the hands of
thee supervisory board may lead to excessive control over management. Managerial initiative
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thatt enhances corporate performance can be discouraged if top-officers anticipate that there is
aa considerable probability that they will be overruled. " Some authors argue that the
governancee regime leads to an environment where corporate decision making is consensus
drivenn and inert (see for example Boot 1994 and (the contributions in) Wildenkamp and
Zwetsloott 1994). According to this view, the governance regime allows the supervisory board
too appoint kindred members. This creates an atmosphere of conflict aversion within the
supervisoryy board and a less critical stance towards management. Finally, shareholder
monitoringg might become ineffective under the governance regime because shareholders lose
mostt of their formal control rights.
Inn

all these

scenarios, the governance

regime

negatively

affects

corporate

performance.. A similar negative impact on the performance of companies may result from the
usee of trusts to control the votes of outside shareholders. However, of the scenarios that we
presentedd above, only the one relating to the reduced effectiveness of shareholder monitoring
seemss relevant. If the firm strips the votes from the shares, the formal authority of the
supervisoryy board is in principle unaltered.
Too test these conjectures, we investigate whether firms that operate under the
governancee regime or that control a substantial fraction of the votes of the shares held by
outsidee shareholders perform differently. Hence, we measure the differences in performance
relativee to companies that either do not dilute shareholder control rights at all (other than the
optionn to issue preferred shares) or that use golden shares/binding nominations to ensure
controll over the company. We believe this is the correct comparison to make within the Dutch
setting.. Recall that in Chapter 3, we found that firms that do not dilute the rights of
shareholderss (other than perhaps through the option to issue preferred shares), the largest
shareholderr on average held 46% of the shares in 1992 (compared to 28.5% for the complete
sample).. With the presence of such a large single shareholder, whether or not there are golden
sharess or binding nominations will be rather unimportant." Moreover, if the firm operates

Seee Burkart, Gromb and Panunzi (1997) for a formalization of this argument and the references in Chapter 6
off this dissertation for some other papers that show that control over management can be excessive. By this same
linee of reasoning, the governance regime might have a positive impact on performance. Assume that the
governancee regime insulates the supervisory board from shareholders and that as a result of this, the supervisory
boardd is not primarily focussed on shareholder value. This may provide a credible commitment that intervention
inn the firm does not always take place when this leads to gains for shareholders. Such a commitment may be
goodd for the incentives of employees and management to invest in firm specific human capital, thereby
increasingg firm performance.
33
Stated differently, whether or not a Firm has golden shares bunding nomination clauses if it doesn't operate
underr the governance regime or strips most of the votes of its shares mainly depends on the ownership structure
off the firm. Therefore, if we find an empirical relation between performance and an indicator variable for
whetherr not the firm has golden shares binding nominations, the causality will actually run through the
ownershipp structure and not through the indicator variable.
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underr the governance regime or if it controls most of the votes through an administrative
office,, the presence of golden shares and binding nominations will become innocuous.
Wee use four different performance variables in our analysis. These are (1) the marketto-bookk value of the firm {Tobin's <y), (2) the market-to-book value of equity, (3) the return on
assetss and (4) the return on equity. We rely on cross-sectional regressions where for each firm
thee data are averaged over the years 1992-1996. Our results suggest that corporate
performancee is both affected by the ownership structure of the firm and by the way in which
thee control rights of shareholders are diluted. Concentration of shares in the hands of outsiders
iss positively related to our market-to-book measures as well as to the return on assets. Insider
ownershipp and corporate performance are only related to each other when we use the return
onn assets as a performance variable. There is no effect of insider ownership on performance
whenn we measure performance through the other variables. Firms that operate under the
governancee regime perform significantly poorer. This effect is economically large. Our results
clearlyy indicate, however, that whether or not the firm strips the votes from the shares is
unimportantt for the performance of the company.
Wee also briefly look whether the relative importance of short-term bank loans in the
capitall structure of the firm and supervisory board representation by a banker affects
corporatee performance. Interpreting these variables as proxies for a close tie with a bank, they
mayy affect corporate performance. For example, banks might be able to reduce agency
problemss or liquidity constraints of firms. Our results indicate that the performance of firms
withh a banker on the supervisory board is similar to that of other companies. In contrast, the
performancee measures are negatively related to the relative amount of short-term bank debt of
thee firm. This effect is especially present when we use the market-to-book value of the firm
andd the return on equity. It is much milder when we use the return on assets. Such a pattern is
consistentt with banks extracting rents through their credit relations, while enforcing
somewhatt conservative policies. Boot (1994) argues that this is indeed one of the potential
hazardss of the Dutch governance system. We have no direct evidence, however, that supports
thiss view.
Thee closest related studies for the Netherlands are those of Chirinko, Van Ees,
Garretsenn and Sterken (1999) and De Jong (1999). The methodology and results of these
paperss are somewhat different from ours. Chirinko et al (1999) focus on the relation between
thee fraction of the shares held through block ownership by financial institutions (banks,
insurancee companies and pension funds) and the return on assets. Their sample consists of 94
industriall firms that were listed on the Dutch stock exchange from 1992 to 1996. When they
usee a linear specification, there is no relation between block ownership of any of these
financiall institutions and performance. However, for a separate regression that includes a
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quadraticc term for the fractions of shares held through blocks by banks, they find a positive
relationn for lower levels of ownership concentration and a negative effect of bank ownership
iff it increases beyond 14%. A similar pattern is found when they estimate a regression with a
quadraticc term for the fraction of shares held through blocks by insurance companies or
pensionn funds. Chirinko et al (1999) interpret this as evidence that banks discipline
managementt while at the same time extracting rents from firms which becomes dominant for
highh level of bank ownership.
Theirr results may not be very robust, however. Chirinko et al also find that when they
addd up the block ownership of banks, insurance companies and pension funds, the coefficients
off the two variables that relate to the block ownership of these financial institutions are driven
towardss zero and become statistically insignificant. This casts some serious doubts on the
interpretationn mentioned above. One would expect that the non-linear relation would be even
moree pronounced if we add up these blocks. In our analysis, we also test for the presence of
suchh non-linearities and in accordance with this last result of Chirinko et al (1999), we find no
supportt for a hump-shaped relationship.
Dee Jong (1999) looks at the relation between Tobin's q (which is the market value of
thee firm over its replacement value) and governance variables such as managerial block
holdingss and total ownership concentration. His sample includes all non-financial firms in the
Netherlandss that are listed on the stock exchange from 1992-1996. De Jong includes a linear
andd a quadratic term for each of these two different ownership structure variables. He finds an
insignificantt positive coefficient for the non-quadratic term and a significant negative
coefficientt for the quadratic term for managerial shareholdings. For total share ownership
concentration,, he reports a similar but inverse pattern where both coefficients are significant.
Thee inflection points are both roughly at 50% ownership concentration. This suggests that for
highh level of managerial ownership, the fraction of the shares held by these insiders
negativelyy affect Tobin's q. For total ownership concentration, the effect on firm value is first
negative,, and then turns positive for higher levels.
Thee results of De Jong are potentially biased, however, because he pools all the yearly
observationss into one data set. If the ownership structure of firms is rather stable over the
years,, this artificially increases the number of observations. The standard errors will therefore
bee biased downwards, favoring the analysis towards finding significant coefficients. Our
approachh avoids this problem because we use firm data that are averaged over the sample
period.. Contrary to De Jong (1999), we find no support for the relevance such nonlinearities.74 4
Threee other papers worth mentioning in this respect are those of Bosveld and Goedbloed (1996), Kabir,
Cantrijnn and Jeunink (1997) and Van Kampen and Van der Kraats (1995). These studies all focus on the stock
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Ourr results are also somewhat different from the international evidence on the relation
betweenn ownership structure and performance. Most authors that use a similar cross-sectional
frameworkk find that corporate performance is unaffected by outside block ownership. There is
alsoo no strong evidence that suggests that insider ownership is important for corporate
performance.. The direct comparability of the results of these studies is of course limited
becausee they are derived within governance systems that are quite different from the Dutch
system.. Nevertheless, we will discuss most of these contributions in the next section. This
willl provide us with the major background for our own empirical analysis. Section 3 then
presentss our data and introduces the methodology that we employ in Section 4, which
presentss the results of the analysis. Section 5 offers some concluding remarks.

22
Literature Overview: Governance Mechanisms and Corporate
Performance e
Inn this section we provide a brief overview of the recent empirical literature that analyzes the
relationn between governance mechanisms and firm performance. The number of papers that
concentratee on this relationship is large, and we will only discuss the contributions that are the
mostt relevant to the cross-sectional approach that we apply in this paper.73 We will split up
ourr discussion in three subsections. In Section 2.1 we will discuss the empirical relatkm
betweenn insider ownership and performance that researchers have documented. We then turn
too the evidence with respect to the importance of outside block ownership for corporate
performance.. Section 2.3 addresses the studies that focus on the role of banks. We are not
awaree of any papers that look at the effects of the differences in the way control rights are
allocatedd over shareholders and corporate insiders.
Thee research that we will discuss in this section not only focuses on the 'sign' of these
relationshipss but also on the functional form. More precisely, based on the theory, the relation
betweenn the governance variables and performance can be positive as well as negative and

pricee performance of Dutch listed firms. Van Kampen and Van der Kraats (1995) find some mild evidence that
firmsfirms for which a single shareholder holds more than 25% of the shares perform better on the stock exchange.
Companiess with single majority shareholders seem to perform worse, however. Kabir et al (1997) focus on the
announcementt effects of preferred share issues. They only Find a negative effect when firms actually issue
preferredd shares. It is not clear from their analysis to what extent this is due to control type considerations or
whetherr the negative return simply captures the negative effect of a share issue on the stock price, which is a
widelyy documented regularity. Bosveld and Goedbloed (1996) study the announcement effect of the adoption of
takeoverr defenses from 1960-1992. They find that if the adoption took place in a time where the press speculates
aboutt a takeover, the announcement effect is negative.
Seee Mayer (1998), Shleifer and Vishny (1997) and Short (1994) for more comprehensive surveys of the
literature. .
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monotonee as well as non-monotone. We there start each sub-section with a brief presentation
off the theoretical arguments that support these different relations.

2.11

Insider Ownership and Corporate Performance

Mostt empirical work on the effect of insider ownership on corporate performance has been
donee within the context of US companies. Insider ownership then represents the stakes held
byy chief officers and members of the board of directors. These studies recognize that
ownershipp by corporate officers and directors not only aligns the wealth of those in control of
thee company to the equity value of the firm, it also puts (voting) power in the hands of
corporatee insiders. Outsiders might then be discouraged outsiders to exercise control over the
company.. This will especially hold for raiders, whose chances of a successful bid might be
reducedd when corporate insiders own a significant fraction of the shares.76
Thee negative effect of high insider ownership on firm value is less obvious within a
governancee system where the threat of hostile takeovers does not serve as a disciplinary
device.. Shleifer and Vishny (1997) and Zingales (1994) argue that in those systems, a
negativee effect of high insider ownership on corporate performance might also prevail. If
insiderss obtain private benefits of control that compensate for inefficiencies in corporate
policies,, high insider ownership might insulate the firm from effective governance by other
parties.. These private benefits may consist of an outright expropriation of other shareholders
throughh self-dealing but also of the benefits that these insiders receive from merely being in
controll of the company. It may then be hard for other parties to oust an incapable CEO or to
redirectt inefficient corporate policies if top management (or their families) controls most of
thee shares.
Concentratedd insider ownership can therefore be beneficial as well as costly in terms
off firm value. The empirical literature on the relation between insider ownership and
corporatee performance has provided mixed results concerning this relationship. Morck,
Shleiferr and Vishny (1988) and McConnell and Servaes (1990) find that insider ownership
andd Tobin's q for the US is indeed non-monotonically related. For lower levels of ownership,
performancee improves with insider ownership. For higher levels, the relation reverses,
suggestingg that the negative effect of managerial entrenchment on firm value dominates the
positivee effect of the alignment of interests.77 The ranges for which insider ownership affects
performancee positively or negatively in both these studies differ quite a bit from each other.
Hermalinn and Weisbach (1991) report a non-monotone relation between insider ownership
™™ See for example the theoretical contributions of Stulz (1988). Israel (1992) and Zingales (1995a).
"" Short and Keasy (1999) also find a non-linear relation for the L'K.
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andd performance for which these ranges are even more different from the ones found by
Morckk et al (1988) and McConnell and Servaes (1990). ' 8 These three studies therefore report
suggestivee but inconsistent evidence that insider ownership affects corporate performance.79
Theree are quite a few studies that fail to support the existence of a direct relation
betweenn insider ownership and corporate performance. Mikkelson, Partch and Shah (1997)
focuss on IPOs and conclude that insider ownership is unimportant for explaining their
performance.. Denis and Denis (1994) and Holdemess and Sheehan (1988) find that firms that
aree majority-owned by insiders neither perform worse nor better than other firms do. Agrawal
andd Knoeber (1996) not only concentrate on the ownership structure on the presence of other
governancee mechanisms, such as the probability of a takeover in the industry, the leverage of
thee firm and the presence of independent directors on the board. When they use a crosssectionall OLS regression that neglects the interdependency of all these mechanisms, they find
somee mild evidence that insider ownership and firm performance are positively related. There
iss no evidence, however, that for higher levels of insider ownership, performance decreases
withh the stakes held by corporate insiders. Agrawal and Knoeber note that these patterns are
alsoo consistent with a reversed causality, namely that performance affects insider ownership.
Suchh a reverse causality for example arises if firms reward their management for good
performancee with equity. Indeed, using a simultaneous equations framework that accounts for
aa reversed causality and for the presence of other governance mechanisms, Agrawal and
Knoeberr show that insider ownership no longer affects performance.
Thiss interpretation of the evidence of Morck et al (1988) and McConnell and Servaes
(1990)) is also supported by Kole (1996), Loderer and Martin (1997) and Cho (1998). These
authorss find that the positive relation between insider ownership and corporate performance
forr lower levels of insider ownership in the US is probably due to the compensation schemes
off top-officers. Hence, there seems to be no consistent evidence that insider ownership affects
corporatee performance.

2.22

Outsider Ownership and Corporate Performance

Fromm a theoretical perspective, the relation between concentrated ownership in the hands of
outsiderss and corporate performance can go either way as well. Assuming that monitoring is
costly,, the monitoring incentives of outside shareholders will be increasing in the sizes of
Theirr analysis suggests three turning points for this relation, as opposed to one (McConnell and Servaes 1990)
orr two turning points (Morck et al (1988).
Anotherr study that is worth mentioning is the one by Ang, Cole and Lin (1999). They focus on the importance
off insider ownership in small, non-listed firms in the US. They find that agency costs, as measured by the
expenses-to-saless ratio and the inverse of sales-to-assets ratio, are increasing as managerial ownership declines.
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The presence of outside block holders then improves performance. On the other

hand,, several authors have provided a different perspective on this issue and stress that there
mayy be costs associated with the presence of large outside shareholders. These arise from
lowerr liquidity (Bolton and Von Thadden 1998a,b), less informative stock prices (Holmström
andd Tirole 1993), too much monitoring (Burkart, Gromb and Panunzi 1997) or expropriation
off small shareholders (Shleifer and Vishny 1997, Zingales 1994, 1995b). So, just as with
insiderr ownership, the correlation between outsider ownership concentration and corporate
performancee can be positive or negative, resulting in the possibility of a non-monotone
relation. .
Thee empirical studies that focus on concentrated ownership in the hands of outside
shareholderss generally conclude that there is no direct relation with corporate performance in
aa cross-sectional regression analysis. Demsetz and Lehn (1985) and Agrawal and Knoeber
(1996)) look at US data but find no evidence that performance is different in firms that have
outsidee blockholders. Prowse (1992) and Gorton and Schmid (1996) examine whether there
existss such a relation in Japan or Germany but fail to find support for this as well. Lichtenberg
andd Pushner (1992) find some mild evidence that firms in Japan are less likely to become
poorr performers if financial institutions own a significant fraction of the shares. They do not
focuss on ownership concentration, however, which makes their results hard to interpret in
termss of monitoring by financial institutions. Most of these studies also allow for the
possibilityy of a non-monotone relationship but fail to find any significant results.
Wee wish to stress that such results do not imply that large outside shareholders are
unimportantt for corporate governance. Event studies typically find that in the US, increases in
ownershipp concentration lead to positive abnormal returns (see for example Wruck 1989,
Holdernesss and Sheehan 1988, Barclay and Holderness 1989 and Shome and Singh 1995).
Theree is also a large number of papers that suggest that external blockholders monitor the
firmfirm and influence corporate decisions.81 The lack of evidence just implies that in general, one
cannott (mechanically) improve firm performance by increasing the stakes of outside
blockholders. .

Seee for example Admati, Pfleiderer and Zechner (1994), Huddart (1993) and Shleifer and Vishny (1986)
Forr example, by enforcing board turnover (see Denis, Denis and Sarin 1997 and Renneboog 1996), by
influencingg the decision to adopt takeover defenses (Bhagat and Jeffens 1991 and Brickley, Lease and Smith
1988),, by influencing expenditure decisions (Yafeh and Yosha 1995), or by setting managerial compensation
moree efficiently (Core, Holthausen and Larcker 1998).
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The Involvement of Banks and Corporate Performance

Ass we already noted in the introduction, the relationship of a bank with a firm may affect firm
performancee in itself, irrespective of the equity stake of the bank. As creditors, they may have
incentivess to monitor the firm and constrain managerial opportunism or asset substitution
incentives,, thereby enhancing firm performance (Stiglitz 1985, Ongena and Smith 1998).
Also,, by producing private information about the firm, banks may overcome adverse selection
problemss when companies have to finance themselves. This relaxes the liquidity constraints
forr the firm (Bhattacharya and Thakor 1993, Ongena and Smith 1998). The dependence on
bankss as capital suppliers can also be costly. Sharpe (1990), Rajan (1992) and Bhattacharya
andd Chiesa (1995) point out that if banks obtain superior information about the firm, they
havee bargaining power when refinancing has to take place. The extraction of rents, for
examplee through higher interest rates, can adversely affect the incentives within the firm.
Accordingg to this view, a strong tie with a bank can have a negative influence on firm value.
Weinsteinn and Yafeh (1998) argue that if a bank has a large amount of debt outstanding to a
firmfirm relative to the equity stake in the firm, it has an incentive to direct the corporate policy
towardss overly conservative policies. These may be optimal for creditors but inefficient from
thee perspective of total firm value.
Gortonn and Schmid (1996) find no relation between the equity stakes of banks and
firmm performance in Germany. For Japan, Weinstein and Yafeh (1998) document that firms
withh a strong bank tie have lower profitability, grow slower, and pay higher interest rates on
theirr debt. These findings suggest that Japanese banks use their power to extract rents and to
enforcee conservative policies to safeguard their loans. We are unaware of any other studies
thatt directly relate corporate performance to bank ties using a cross-sectional approach like
ours.82 2

2.44

Concluding Remarks

Thee evidence to date concerning the importance of ownership structure and firm performance
hass provided mostly evidence in favor of a lack of such a relationship. There is no robust
evidencee that insider ownership improves performance by aligning the interests of corporate
insiderss and shareholders, nor that insider ownership can be 'excessive1 in the sense that it
insulatess the firm from effective governance. Moreover, all the studies that we cited failed to
833
Some important empirical analyses on the role of banks in influencing corporate decisions are Hoshi, Kashyap
andd Scharfstein (1990a.b. 1991). Kang and Shivdasani (1995) and Morck and Nakamura (1999) for Japan.
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findfind a direct relation between the performance of companies and outsider block ownership in
aa (randomly constructed) cross-section of firms. This also applies for concentrated ownership
inn the hands of banks. In the next few sections, we will present some evidence on these
relationss for the Netherlands.

33

Data and Methodology

3.11

Sample

Ourr initial sample consists of all non-financial firms that were listed on the Dutch stock
exchangee in 1992. We exclude two firms whose ownership structure is opaque , and two
firmsfirms that have extreme degrees of ownership concentration . We also exclude five firms that
weree delisted at the start of 1993 after two large mergers took place, and four companies that
weree in financial distress in 1992. We also neglect two large multinationals that are a part of a
UK/Dutchh conglomerate. The corporate policies in these firms are mainly determined at the
conglomeratee level. The Dutch governance data of the Dutch subsidiaries are therefore not
completelyy representative. Finally, we exclude one firm that merged with an UK firm during
ourr sample period, which makes its accounting figures incomparable over time. This leaves us
withh a sample of 132 firms. We follow these firms through 1996.83 The average (median) size
off the assets of these firms equaled 1.53 (.38) billion in Dutch Guilders over the sample
period. .

3.22

Performance measures

Too relate corporate governance channels to performance, we rely on four

different

performancee measures. A commonly used performance variable in the literature is Tobin's q,
whichh is defined as the market value of the firm over the replacement value of assets.
Constructingg Tobin's q is computationally very intense and requires a large amount of

Edwardss and Fischer (1994) for Germany and Kracaw and Zenner (1999) for the US. These studies do not focus
explicitlyy on corporate performance in a framework that is similar to ours.
Onee of these companies doesn't have to disclose its ownership structure because it is chartered in the
Netherlandss Antilles. The other company is a small holding company that is controlled by four offshore
investmentt companies. We were unable to track the ultimate owners of these investment companies, but they are
probablyy controlled by the managers of the holding company.
Thee first company is actually a subsidiary of a large listed company and the other one is a small company
wheree the insiders own around 97% of the shares through blocks.
Somee of these firms were delisted after 1993 because of takeovers or bankruptcy. Our sample is therefore an
unbalancedd panel over the years 1992-1996.
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detailedd information at the firm level. Such data are typically not (publicly) available for
Dutchh firms. One can approximate q using simpler versions that only require readily available
information.. A simple approximation can be obtained by using the book value of debt plus the
markett value of equity as a proxy the market value of the firm and by using the book value of
thee assets for its replacement value. This version is highly correlated with more sophisticated
versionss of q: the correlation coefficients for US data are generally well over .90 (Perfect and
Wiless 1994 and Chung and Pruitt 1994). Because our data does not allow us to calculate more
sophisticatedd versions of <y, we use this simple version of q%t
Inn addition to Tobin's q, we rely on the market-to-book value of equity as performance
measures.. This measure avoids the assumption that the market value of debt equals its book
value.. Both these performance measures, however, have the disadvantage that they are also
proxiess for the growth opportunities of a firm. A firm with a low q because of lower growth
opportunitiess is not necessarily a poor performer. Hence, one would like to control for the
growthh opportunities of the firm that are unrelated to the quality of corporate decisions. One
cann do this by including additional variables, but this is probably an imperfect solution. We
thereforee also use performance measures that directly relate to the profitability of the firm.
Thesee are the return on assets, calculated as earnings before interest and taxes over the book
valuee of assets and the return on equity, calculated as net income over the book value of
equity. .
Wee use the Reach database of Delwel to construct these performance measures. Table
11 at the end of this section provides the summary statistics for these four variables. Observe
thatt the medians for the market-to-book of equity and the return on equity are substantially
beloww their means. This is due to the presence of one extreme (positive) outlier for each of
thesee series. Without these outliers, the means drop to 2.08 and 10.81 respectively. These two
equity-basedd measures are also substantially more volatile than Tobin's q and the return on
assets.. Even after excluding this outlier, the standard deviation for the return on equity is 3.5
timess as high than the standard deviation of the return on assets.

3.33

Governance Data

OwnershipOwnership Structure. We obtain ownership data from the disclosures made by shareholders to
thee STE, the agency that supervises the local stock market. In 1992, all shareholders were
requiredd to disclose their stakes if they held more than 5% of the shares of a listed firm.
Furtherr disclosures were only required when the block held by the shareholder crossed the
Dee Jong and Veld (1998) report that the c/'s for Dutch listed firms that are obtained in this simple manner are
highlyy identical to ones obtained by using the Perfect-Wiles approximation.
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barrierr of 5%, 10%, 25%, 50% or 66 2/3%, from below or above. We collected these data up
too 1996. Note that we have no information about shareholders that own less than 5% of the
shares:: all our ownership data relate to blockholders owning more than 5% of the shares.
Also,, our ownership data on blocks exceeding 10% may be somewhat inaccurate, because the
bandwidthss that trigger a new disclosure become quite large beyond 10%. For a more precise
descriptionn on how these ownership data are assembled, we refer to Chapter 3.
Inn classifying these blockholders, we distinguish six different types of shareholders.
Usingg the "Yearbook of Dutch Listed Enterprises" 87 , we check whether the disclosing
blockholderr is a member of the management board or the supervisory board.88 These two
typess of blockholders are considered to be corporate insiders. For outside blockholders, we
distinguishh four different types:
(1))

Banks/Insurance Companies/Financial Conglomerates

(2))

Other Financial Institutions

(3))

Non-financial Companies

(4))

Individuals.

'Otherr Financial Institutions" includes the blocks held by pension funds, mutual funds and
otherr investment companies. Table 1 provides the summary statistics for the ownership
structuree of our sample of firms. We have summed up all the disclosed blocks for each type of
blockholder.. The data presented are averages for the years 1992 to 1996. Financial
conglomerates,, other financial institutions and non-financial companies are important
blockholders.. On average, each of these categories of shareholders owns roughly 10% of the
sharess of listed firms through blocks. In 8 1 % of the firms, the average blockholdings of
outsidee shareholders exceeds the 10% while in 58% of the firms, outside shareholders on
averagee held more than 25%) of the shares through blocks. Insider block ownership is also
quitee frequent. In 19% (10%) of the firms, the average blockholdings of management
(supervisory)) board members were at least 5% over the sample period.
VotingVoting Rights. As we reported in Section 3, the voting rights of the shareholders of listed
firmss in the Netherlands are often diluted. Many firms strip the voting rights from the shares
andd retain them to prevent that outsiders can obtain control over corporate decisions. We can
relyy on the ownership disclosures to obtain precise information about the distribution of
votingg rights. The disclosure law requires that shareholders report the blocks of votes that
theyy hold. Hence, for each blockholder we know whether or not the shares carry votes as well.
Moreover,, when firms strip the votes from the shares, they have to report that they own a
Inn Dutch, 'Jaarboek van Nederlandse Ondernemingen'.
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largee block of votes, just like any other blockholder. This gives us a precise idea about the
fractionn of the votes that are controlled by the firm.s'J
Wee use these disclosures to construct a measure of excessive control over voting rights
byy the firm by calculating how many votes the firm controls that were initially attached to
sharess that are held by outsiders. We do this by checking whether the firm holds a block of
votes.. We then subtract from that the blocks of non-voting equity disclosed by the corporate
insiderss (i.e. management board members or supervisory board members). This last correction
iss useful because the votes that are stripped from shares held by corporate insiders do not
affectt the balance between the number of votes under control of the firm and the number of
votess under control of outside shareholders.
Tablee 1 reports that over the sample period, firms on average controlled 28% of the
votess as a result of stripping the voting rights from the shares of outside shareholders. The
mediann firm does not retain the votes of outside shareholders. In 4 1 % of the firms, however,
thee excessive control of voting rights amounts to more than 25% of the total of votes.
Togetherr with the frequent and substantial insider block ownership, corporate insiders
controlledd on average around 40% of the votes. In 39% of the firms, they hold a majority of
thee votes.
AA second source for the dilution of the control rights stems from the requirement to
installl the governance regime. As we denoted in Section 1 of this chapter, this regime
transferss the control rights from shareholders to the supervisory board, thereby strongly
reducingg the formal control rights of the shareholder meeting. In 1992, 58% of the firms in
ourr sample had operated under the governance regime.
TiesTies with Banks/Financial

Conglomerates. As we already reported when we discussed the

ownershipp data, banks, insurance companies and financial conglomerates are important
blockholders.. In our analysis, we distinguish two additional channels through which
banks/financiall conglomerates can influence firm behavior. The first one concerns the degree
too which firms rely on bank debt. We were only able to obtain data on the amount of shorttermm bank debt. ,J For our sample of firms, the average ratio of short-term bank loans over
assetss equaled 8.9%, while the median ratio was 5.6%.
Thee second channel through which banks/financial conglomerates may exercise
controll originates from their positions on the supervisory boards of firms. For each firm and
1,88
To be precise, the definition we used is somewhat broader. We also included the blocks held by the family of
thee board members and of companies that are owned by the board members or their families.
Ass we denoted earlier, some firms cap the maximum number of votes that a single shareholder can have In
ourr analysis, we do not ignore these caps because they show up in the disclosures of the voting blocks. If a cap is
bindingg for a shareholder, the number of votes he discloses will be equal to that cap.
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eachh year in our sample, we check whether a member of the supervisory board of the firm is
alsoo a member of the management board of a bank or of a financial conglomerate with a
bankingg division. In 1992, 14% of the firms in our sample had a banker on their supervisory
board. .

3.44

Methodology

Ourr sample consists of a relatively small unbalanced panel. We only have 132 firms in our
samplee and the performance and governance data are for the years 1992 to 1996. We decided
too average these data for each firm so as to construct a sample with one observation for each
firm.firm. There are good reasons for doing this. The yearly governance data for each firm are not
independentt of each other. For example, the ownership structure of a firm typically does not
changee dramatically from year to year. Also, given that the sample size is rather small, the
yearlyy performance data are quite erratic. By averaging these data, we obtain less noisy
measuress for corporate performance.
Withinn this sample of averaged data, we cross-sectionally regress the performance of
thee companies on the governance variables that we presented above, where we include all
governancee variables simultaneously in the regressions. In addition to the governance
variabless we described above, we use several control variables in our regressions. As a proxy
forr the size of the firm, we use the log of sales of the company. We expect the size of the firm
too be negatively related to growth opportunities, because firm size increases as companies
exploitt their growth opportunities. We also include tangible fixed assets (scaled by assets) and
investmentt in tangible fixed assets (scaled by last year's tangible fixed assets) in the
regression.. Firms with higher levels of tangible fixed assets are more likely to operate in
capitall intensive industries, which are generally characterized by lower growth opportunities.
Likewise,, firms with higher growth opportunities will probably invest relatively more than
otherr firms. By including the investment term in the regressions, we try to capture these
growthh opportunities that affect our 'market-to-book' measures in a way that is less directly
relatedd to the quality of corporate policy. We also include eight industry dummies using one
digitt SIC codes.91

11

Source: 'Jaarboek van Nederlandse Ondernemingen'
Ideally, we would like to control for investment opportunities by including R&D expenditures and
advertisementt expenditures in the analysis, as is common in the literature. These items are not available,
however,, in the Netherlands because firms are not required to report them in their annual accounts.
911

144 4

CHAPTERR 5

Tablee 1: Summary Statistics of the Performance and Governance Data.
Summaryy statistics are constructed using firm averages over the years 1992-1996, unless indicated otherwise.
Tobin'ss q is calculated as the market value of equity plus the book value of debt over book value of the assets.
Ownershipp structure data relate to the total sum of disclosed blocks. Blocks are only disclosed in the Netherlands
iff they exceed 5% of the total of shares. 'Other Financial Companies' includes pension funds, mutual funds and
otherr investment companies. For a description of the 'Governance Regime', we refer to the text. The assets of
thee firms are in Dutch Guilders. Two Dutch guilders roughly equal one US Dollar.
Meann

Median

Minimum

Maximum

Performancee Data

Tobin'ss q
Market-to-bookk of Equity
Returnn on Assets (%)
Returnn on Equity (%)
Governancee Data
OwnershipOwnership Structure: (in '">,)
Banks,, Insurance Companies and Fin, Conglomerates

1.36 6
2.38 8
7.95 5
15.62 2

1.18 8
1.53 3
7.56 6
12.05 5

0.79 9
0.50 0
-15.70 0
-76.89 9

645.74 4

4.52 2
42.00 0
29.74 4

9.50 0

7.18 8

0.00 0

42.72 2

Otherr Financial Companies

12.34 4

5.31 1

O.OO O

70.47 7

Non-financiall Companies

10.95 5

0.00 0

0.00 0

82.50 0

3.73 3

0.00 0

0.00 0

49.00 0

Managementt Board

7.38 8

0.00 0

0.00 0

88.22 2

Supervisoryy Board

3.46 6

0.00 0

0.00 0

77.56 6

Individuals s

Fractionn of firms with Outside Shareholders Owning:
Moree than 10% through Blocks

0.81 1

Moree than 2 5 % through Blocks

0.58 8

Fractionn of firms with Management Board Owning
Moree than 5% through Blocks
Fractionn of firms with Supervisory Board Owning

0.20 0
0.10 0

Moree than 5% through Blocks
Largestt Block

28.39 9

22.02 2

0.00 0

88.22 2

Alll Blocks (Total Ownership Concentration)

48.92 2

50.48 8

0.00 0

90.73 3

28.17

0.00 0

0.00 0

100.00 0

5.62 2

0.00 0

56.96 6

0.008 8

48.87 7

VotingVoting Rights:
Votess of Outside Shareholders Retained by the Firm
(ass a % of all Shares)
Fractionn of Firms Controlling more than 2 5 % of all the
Votess as a Result of Retaining the Votes of
off Outside Shareholders (in 1992)
Fractionn of Firms with the Governance Regime in 1992

0.40
.58

TiesTies with Banks:
Short-termm Bank Loans over Assets (%)

8.
91 1

Fractionn of Firms with a Banker on the Supervisory
Boardd in 1992

0.

Otherr Data
Numberr of Firms

132 2

Assetss (Billions of Dutch Guilders)

1.53 3
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Results

Thiss section presents the results of our regressions. Following the literature we reviewed in
Sectionn 2, we would like to explore various specifications (linear as well as non-linear) for the
relationn between block ownership and corporate performance. We start of with what we
denotee as the base case regression. The specification of this regression presumes a monotonie
linearr relation between block ownership and corporate performance. In Section 4.2 and 4.3,
wee then discuss the regression results using several other specifications.

4.11

Corporate Governance Channels and Corporate Performance: Base

Casee Regressions
Forr each firm in our sample, we use the ownership data as presented in Table 1. The averages
off the total of the blocks disclosed by the different types of shareholders are included
simultaneouslyy as independent variables in the regressions. Using this specification implies
thatt we test whether there is a linear relation between corporate performance and the total
amountt of shares held through blocks by different shareholders. We maximally exploit our
informationn about the identity of the large shareholders this way. In Section 4.2 we will
analyzee different specifications regarding the relation between concentrated ownership and
performance. .
Inn addition to these ownership variables, we include two measures for the dilution of
thee voting rights of shareholders in the base case regressions. The first one is a dummy for
whetherr or not the firm operated under the governance regime in 1992. The second one is a
dummyy variable for excessive control over voting rights by the firm. This dummy equals one
iff in 1992, the firm controlled at least 25% of the votes as a direct result of stripping the votes
off the shares held by outside shareholders.
Too capture the relations between firms and banks beyond the block ownership of
sharess by banks, we include the amount of short-term bank loans over assets in the
regressionss and a dummy variable for whether or not in 1992 the firm had a banker on its
supervisoryy board. We also use the average debt ratio of the firm in the regressions. This
allowss us to measure the effect of short-term bank loans on firm performance controlling for
thee overall debt ratio of the firm. The debt ratio should pick up the tax shield associated with
debtt and the effect of leverage on the required return on equity. Also, this ratio may vary with
Tobin'ss q and market-to-book of equity if the firm bases its debt ratio on market values in
steadd of book values. For both these reasons, Tobin's q and market-to-book of equity might
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bee positively related to the debt-ratio for reasons that have nothing to do with corporate
governance. .
Jensenn (1986) has argued that debt may positively affect firm performance because it
reducess the opportunities of management to inefficiently invest free cash flows. Debt forces
managementt to pay out these cash flows, after which they might have to turn to the market for
additionall financing. If the proposed investments are inferior, management might be unable to
obtainn these funds. This argument is only indirectly related to corporate governance. If debt is
indeedd useful because it reduces the cash flows that are at the discretion of management, one
stilll needs forces that induce management to take on a debt level that restricts them. The
positivee effect of debt on firm performance therefore does not run directly through the debt
levell but through the governance of the company. For these reasons, we do not consider the
debtt ratio itself as a governance channel.92
Wee include all these governance variables simultaneously in the regressions, using our
fourr different performance variables as independent variables. We exclude one observation in
bothh the regression for the market-to-book value of equity and the regression for the return on
equity,, because they are clearly outliers. 93 We also exclude one firm because of an extreme
valuee for their investment in tangible assets and one option trading company that doesn't
reportt any sales data. Our sample is therefore reduced to 130 or 129 firms, depending on the
performancee variable that we use. Table 2 reports the regression results using the specification
thatt we just outlined. We discuss these results in the next three sub-sections.

4.1.11 Ownership Structure and Corporate Performance
Thee regressions for Tobin's q and the market-to-book of equity show no evidence in favor of
aa positive relation between corporate performance and ownership by different types of
blockholders.. None of the coefficients for the total fraction of shares held by the different
blockholderss is significant. The regressions for the profitability measures paint a different
picture.. The return on assets of the firm is positively related with the amount of shares held
throughh blocks by banks/insurance companies, other financial institutions, individuals and
management.. The coefficients for the stakes held by non-financial companies and supervisory
boardd members are also positive and borderline significant at the 10% level. Overall, there
'' Admittedly, this argument is not complete. Other debt holders than banks may exercise control over the
companyy as well. This effect will then be captured by the debt ratio. Moreover, because we only have data on the
amountt of short-term bank debt in the capital structure of the firm, the debt ratio will reflect the control aspects
off long-term bank debt as well.
Thee market-to-book value of equity and the return on equity of this firm ('Management Share') are more than
threee times as high as the second highest values in the sample and they are both more than ten standard
deviationss above the mean.
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seemss to be a rather strong positive relation between return on assets and ownership
concentration.. When using the return on equity of the firm, this relation largely disappears.
Onlyy the coefficient for the amount of shares held through blocks by other financial
institutionss comes out significant.
Thee change in results from using the return on equity in stead of the return on assets is
somewhatt puzzling. The return on equity is more closely related to shareholder wealth than
thee firm's return on assets. If the relation between return on assets and ownership
concentrationn originates from monitoring by large outside shareholders or from a positive
incentivee effect associated with managerial ownership, we expect this to show up even
strongerr when we use the return on equity of firms.
Inn Section 4.2, we will further investigate whether there is a relationship between
ownershipp structure and performance by looking at various alternative specifications for the
shapee of this relationship.

4.1.22 Voting Rights and Corporate Performance
Thee coefficients for the two voting rights variables indicate that firms that operated
underr the governance regime in 1992, displayed poorer performance over the years 199219966 than those firms that did not. The dummy variable is significant at the 5% level in the
returnn on assets regression, and slightly less significant when using the other three
performancee variables. The economic significance of these coefficients is very large. The
returnn on assets for firms that operated under the governance regime was 2.4 percentage
pointss lower than the return on assets of other firms. This is quite a lot, considering that the
meann return on assets for the firms in our sample was 7.9%. For the return on equity
regression,, the size of the coefficient suggests an even more dramatic impact of the
governancee regime of -7.1 percentage points. Note that despite the large size of this
coefficient,, the governance regime dummy is less significant in this regression than its
counterpartt in the regression for the return on assets. This suggests that the return on equity a
moree noisy performance measure than the return on assets.
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Tablee 2: OLS Estimates from Regressing Corporate Performance on Various
Governancee Mechanisms: Different Types of Blockholders.
Thee regressions are based on averaged data for the years 1992-1996, unless indicated otherwise. Tobin's q is
calculatedd as the market value of equity plus the book value of debt over book value of the assets. 'M-B' is
market-to-bookk of equity. 'ROA' is Earnings Before Interest and Taxes over book value of assets. 'ROE' is Net
Incomee over book value of equity. Ownership structure data relate to the total sum of disclosed blocks. Blocks
aree only disclosed in the Netherlands if they exceed 5% of the total of shares. 'Other Financial Companies'
includess pension funds, mutual funds and other investment companies. 'Fixed Assets' and 'Investment in Fixed
Assets'' are based on tangible assets. 'Assets' always relates to the book value of assets 'Banker on the Board
(1992)'' is a dummy variable that equals one if the firm has a member of the management board of a
bank/financiall conglomerate with a banking division on the supervisory board in 1992. For a description of the
'Governancee Regime', we refer to the text. 'Excessive Control over Votes' refers to a dummy variable that
equalsequals one if the Firm controls at least 25% of the votes as a direct result of stripping the votes of the shares of
outsidee equityholders. All regressions include industry dummies.

Blockholder r
Constant t
Banks// Insurance Companies
Otherr Financial Companies
Non-Financiall Companies
Individuals s
Managementt Board
Supervisoryy Board
Governancee Regime (1992)
Excessivee Control over
Votess (1992)
Debt/Assets s
Short-termm Bank Loans Assets
Bankerr on the Board (1992)
Logg Sales
Fixedd Assets/Assets
Inv.. In Fixed Asset Fixed
Assetss Previous Year
Prob.. F-statistic
Adjustedd R-squared
Numberr of Observations

Tobin'ss q
Coeff. .
[S.F.J J
.129 9
[.5051 1
.388 8
[.508] ]
.009 9
[.323] ]
.231 1
[.255] ]
.555 5
[.607] ]
.206 6
[.310] ]
.238 8
[.412] ]
*-.200 0
[.105] ]
,107 7
[.095] ]
*.735 5
[.399] ]
**-1.300 0
[.554] ]
-.121 1
[1441 1
*.067 7
[034] ]
-.437 7
[.278] ]
*.642 2
[.338] ]

M-B B
Coeff. .
[S.F.] ]
*-2.911 1
[1.6771 1
1.017 7
[1.682] ]
.097 7
[1.070] ]
.570 0
[.853] ]
2.519 9
[2.046] ]
.368 8
[1.033] ]
0,941 1
[1.362] ]
*-.611 1
[.347] ]
.372 2
[.3151 1
***3.955 5
[1,357] ]
**-4.508 8
[1.837] ]
-.372 2
[.4761 1
**.236 6
[.115] ]
-1.230 0
[.920] ]
**2.27 7
[1.118] ]

[.032] ]
.056 6
[-0431 1
**-.024 4
[.011] ]
.004 4
[.010] ]
*-.073 3
[041] ]
*-.096 6
[.058] ]
-.003 3
[0151 1
***.016 6
[.004] ]
**-.071 1
[.029] ]
*.066 6
[.035] ]

ROE E
Coeff. .
[S.E.] ]
-.270 0
[,180[ [
.200 0
[.180] ]
**.256 6
[.114] ]
.023 3
[.091] ]
-.104 4
[.219] ]
.141 1
[.111] ]
.090 0
[.146] ]
*-.071 1
[.037] ]
-,041 1
[.0371 1
-.223 3
[.145] ]
**-.477 7
[.197] ]
-.049 9
[.051] ]
***.042 2
[012] ]
**-.228 8
[.098] ]
.098 8
[.120] ]

.00 0
.28 8
130 0

.00 0
.22 2
129 9

.00 0
.28 8
130 0

.00 0
.24 4
129 9

significantlyy different from zero at the 1"„ level
significantlyy different from zero at the ?"„ level
significantlyy different from zero at the 10"(. level

ROA A
Coeff. .
[SF.] ]
**-.105 5
[.0521 1
**.132 2
[.053] ]
**.079 9
[.034] ]
.038 8
[.027] ]
**M86 6
[.063] ]
** flQ'1
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Ourr results strongly suggest that the governance regime has adverse consequences for
thee performance of companies. In the introduction, we have offered several explanations for
suchh a negative impact. Perhaps these supervisory boards are relatively focused towards the
interestss of stakeholders such as employees, suppliers and creditors. Alternatively, because
thee supervisory board has complete control over its own composition, they might be
consensuss driven in their tasks. Our analysis doesn't allow us to discriminate between these
differentt scenarios, however.
Theree is no evidence that companies that controlled at least 25% of the votes in of
outsidee shareholders in 1992 perform differently. The dummy that captures such excessive
controll over votes by the firm is never significant in the regressions. We also used 50% as a
thresholdd for this dummy. This variable then separates the firms that controlled a majority of
thee votes in 1992 by stripping these votes from the shares of outside shareholders from those
thatt did not.94 If we replace the old dummy by its new version, there is still no evidence that
firmsfirms that control most of the votes of the firm by stripping these from the shares of outside
equityy holders perform less well. The regressions even indicate that there is some mild
evidencee that those companies perform better. For Tobin's q, market-to-book of equity and
returnn on assets, the coefficient of this dummy shows up positively and significant at the 10%
levell (but not at the 5%).
Thee two voting rights dummies that we used in the regressions reported in Table 2 are
constructedd with data for the year 1992. The performance date related to the year 1992-1996.
Thiss specification makes sense because if these two governance variables are relevant for
corporatee decisions, we expect that the consequences will be materialized over the following
feww years (as well the contemporaneous year). Moreover, whether or not a firm operates
underr the governance regime or controls the votes of the shares held by outsiders does not
varyy strongly from year to year. To check whether the previous results are sensitive to fact
thatt we used the year 1992 to construct the two dummies, we reran the regressions using the
yearss 1992-1996 to base the dummies on. 95 The results are almost identical to the ones
reportedd above. Interestingly, the pattern that we observed above when using 50% as the
cutofff value to measure excessive control over voting rights by the firm, still persists.

Thee inclusion of this dummy is somewhat tricky, though, because we saw in Chapter 3 that ownership
structuree and the incidence that a firm controls more than 50% of the votes of outside shareholders are closely
relatedd to each other. The dummy variable is therefore correlated with the ownership variables in our regression.
Thiss also applies for the dummy that uses 25% as the threshold, although the data show that the differences in
thee ownership structures of these two groups of firms are then less extreme.
Moree precisely, if the firm operates under the governance regime in any of the years 1992-1996, we coded the
dummyy variable as equaling one. To capture excessive control over votes, we constructed a dummy variable that
equalsequals one if on average the firm controlled more than 25% of the votes of outside shareholders over the years
1992-1996. .
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Ourr analysis clearly indicates that the concentration of voting rights in the hands of
companiess that results from a separation of cash flow rights and voting rights has no direct
adversee consequences for the performance of these companies. In Section 4.3 we will
investigatee whether stripping the votes of the shares of outside blockholders is innocuous as
well.. This aspect was neglected in the current analysis because we did not consider whether
thee votes under control of the firm were stripped from the shares of blockholders or from the
sharess of small equity holders.

4.1.33 Ties with Banks and Corporate Performance
Tablee 2 reveals that there is a strong negative relation between corporate performance and the
amountt of short-term bank loans over assets. This is particularly true if we use Tobin's t/, the
market-to-bookk ratio of equity and the return on equity. It is weaker, however, when we
measuree performance by the overall profitability of the firm. The coefficient of the bank loans
variablee in the return on assets regression is five times as low its counterpart in the return on
equityy regression.
Theree does not seem to be any relation between firm performance and the presence of
aa banker on the supervisory board of the firm. The debt ratio shows up significantly positive
inn our market-to-book regressions but negative and almost insignificant in the profitability
regressions.. This suggests that firms set their debt levels on the basis of the market value of
thee firm, so that higher book to market increases their perceived debt capacity.
Thee strong negative impact of bank loans on firm performance requires some
additionall analysis. It may be that companies that perform poorly increase the amount of
short-termm bank loans to overcome liquidity problems. To check this, we calculated for each
firm,, the average increase in short term bank loans over assets over the sample years.
Includingg this term in the regressions does not affect the coefficient on the short-term bank
loann variable. Moreover, the coefficient for the increase in bank loans is highly insignificant,
implyingg that firms that increased the amount of short-term bank loans that they borrowed
overr the sample period were not performing particularly poorly. We also calculated the
differencee between the average ratio of short-term bank loans and assets and the 1992 value.
Includingg this term in the regressions does not alter the results either. Hence, there is no
evidencee that the negative relation between performance and the relative amount of short-term
bankk debt is due to increases in bank borrowing after poor performance.
Thee correlation between the debt ratio and the relative amount of short-term bank
loanss in the capital structure is 0.43, which is quite high. It is unlikely, however, that our
resultss are driven by multi-collinearity of these variables. Excluding the debt ratio from the
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regressionn decreases the coefficient for the bank loans term in the regression for Tobin's q
somewhat,, but it is still significant at the 10% level. Moreover, the significance of the bank
loann term in the profitability regressions only goes up after excluding the debt ratio.
Wee find the strong relation that we document between firm performance and the use of
short-termm bank loans intriguing. The evidence with respect to this relation is consistent with
thee view that banks are potentially powerful through their lending relations with firms and
thatt this enables them to enforce conservative, low profitability corporate policies as well as
too extract rents. If banks are indeed using their power this way, we expect this to show up in
lowerr market-to-book type performance measures. Our findings that profitability decreases
withh short-term bank lending suggests that these policies are to some extent value reducing. In
addition,, the overall profitability of the firm seems to suffer less from the influence of banks
thann the return on equity does; the absolute value of the coefficient is almost five times as
small.. This is what we would expect to find if at the expense of shareholders, banks are able
too extract a larger part of the profits through their credit relations.
Wee are unwilling to adopt this view, however, solely on the basis of the current
analysis.. We haven't tested directly for the adoption of more conservative corporate policies
ass companies rely more on short-term bank financing nor do we have direct evidence that
bankss extract rents through interest charges as they increase their short-term lending to a
company.. Also, conversations with some practitioners about the possibility of banks
squeezingg firms that extensively rely on bank debt cast some doubts on this interpretation.
Onee consultant argued that he has analyzed the loan pricing process several times and that he
consistentlyy came to the conclusion that banks provide loans at too favorable terms, which
theyy try to make up for by earning additional fees from other services. Our results therefore
pointt at an interesting topic for future research.

4.22 Ownership
Specifications s

Structure

and

Corporate

Performance:

Other

Thee base case regression in Table 2 searches for a monotonie linear relation between the sum
off the blocks held by the different type of shareholders. There is no reason to assume that this
iss the best way to capture the relation between ownership structure and performance. Studies
thatt are similar to ours have used different specifications and we will try some other
functionall forms that are reasonable as well. We start with a specification that classifies the
differentt

types of blockholders as either outside blockholder or inside blockholder

(managementt board or supervisory board). Such a specification may be useful because if all
typess of outside blockholders improve corporate performance through monitoring, classifying
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outsidee shareholders in four different categories as we have done is not necessary.
Distinguishingg between different shareholders will then reduce the regression power to detect
aa relationship between concentrated ownership and performance.
Wee therefore rerun the regressions using the total sum of the blocks held by outsiders
andd the total sum of the blocks held by insider as independent variables. The results, reported
inn Table 3, are largely similar to the ones we obtained before. Block ownership of outsiders
andd insiders improves the return on assets, but there is no relation between ownership
concentrationn and the other three performance measures. Note however that the ownership
coefficientss in the return on equity regressions are quite large. They are more than 1.5 times
ass large as their counterparts in the return on assets regression. Apparently, the return on
equityy regression lacks the statistical power to produce significant results regarding the
relationshipp between ownership structure and firm performance.
Thee change in the specification of the regression equations slightly affects the
significancee pattern of the other variables. Most notably, the negative coefficient of the shorttermm bank loans term in the return on assets regression is now no longer significant at the 10%
levell while the results of the return on equity regression are unaffected. This further supports
thee interpretation we gave earlier about rent extraction by banks. Also, the negative effect of
thee governance regime in the regression with the return on equity becomes insignificant
althoughh its size is still economically very large.96

'"" Observe also that based on the adjusted R-squared of the regressions, the fits of both specifications are quite
similar r
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Tablee 3: OLS Estimates from Regressing Corporate Performance on Various
Governancee Mechanisms: Inside and Outside Blockholders.
Thee regressions are based on averaged data for the years 1992-1996, unless indicated otherwise. Tobin's q is
calculatedd as the market value of equity plus the book value of debt over book value of the assets, 'M-B' is
market-to-bookk of equity. 'ROA' is Earnings Before Interest and Taxes over book value of assets. 'ROE' is Net
Incomee over book value of equity. Ownership structure data relate to the total sum of disclosed blocks. Blocks
aree only disclosed in the Netherlands if they exceed 5% of the total of shares. 'Outsider Blockholdings' is the
summ of the blocks held by banks/insurance companies, other financial companies, non-financial companies and
individuals.. 'Insider Blockholdings' is the sum of the blocks held by the members of the management board and
supervisoryy board. 'Fixed Assets' and 'Investment in Fixed Assets' are based on tangible assets, 'Assets' always
relatess to the book value of assets. 'Banker on the Board (1992)' is a dummy variable that equals one if the firm
hass a member of the management board of a bank financial conglomerate with a banking division on the
supervisoryy board in 1992. For a description of the 'Governance Regime', we refer to the text. 'Excessive
controll over votes' refers to a dummy variable that equals one if the firm controls at least 25% of the votes as a
directt result of stripping the votes of the shares of outside equity-holders. All regressions include industry
dummies. .
Tobin'ss q
Coeff. .
Blockholder r
Constant t
Outsiderr Blockholdings
Insiderr Blockholdings
Governancee Regime (1992)
Excessivee Control over
Votess (1992)
Debt/Assets s
Short-termm Bank Loans/Assets
Bankerr on the Board (1992)
Logg Sales
Fixedd Assets/Assets
Inv,, In Fixed Asset/Fixed
Assetss Previous Year
Prob.. F-statistic
Adjustedd R-squared
Numberr of Observations

.171 1
r.4821 1
.200 0
[.209] ]
.207 7
[.270] ]
**-.201 1
[.100] ]
.103 3
[.094] ]
*.722 2
[.382] ]
**-1.294 4
[.544] ]
-.110 0
[.140] ]
**.064 4
[032] ]
-.430 0
[.268] ]
**.657 7
[.328] ]

M-B B
Coeff. .
[S.E.] ]
-2.572 2
[1.6011 1
.600 0
[693] ]
.500 0
[.9001 1
*-.606 6
[.331] ]
.363 3
[310] ]
***4.052 2
[1.288] ]
**-4.442 2
[1.805] ]
-.350 0
[.463] ]
*.204 4
[.105] ]
-1.125 5
[.891] ]
**2.262 2
[1.087] ]

ROA A
Coeff. .
[S.E.1 1
-.076 6
[.052] ]
**** Q72
[.023] ]
**.079 9
[.029] ]
*-.019 9
[.011] ]
.004 4
f.010] ]
-.060 0
[041] ]
-.082 2
[.058] ]
-.002 2
[.015] ]
***.0I3 3
[003] ]
**-.065 5
[.029] ]
\061 1
[.035] ]

ROE E
Coeff f
[S.E.1 1
-.254 4
[.174] ]
.110 0
[076] ]
.130 0
[.098] ]
-.056 6
[.036] ]
-.036 6
[.034] ]
-.224 4
[.140] ]
**-.450 0
[.197] ]
-.045 5
[.051] ]
***.041 1
[.015] ]
**-.243 3
[.098] ]
.062 2
[.118] ]

.00 0
.30 0
130 0

.00 0
.24 4
129 9

.00 0
.25 5
130 0

.00 0
.24 4
129 9

rs.E.i i

significantlyy different from zero at the 1 % level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level
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Onee may argue that some minimal degree of outsider ownership concentration might
bee sufficient to ensure shareholder monitoring, so that once outsider ownership concentration
reachess this minimal level, increasing ownership concentration does not affect corporate
performancee beyond this critical level. Clearly this is not the case when we measure
performancee by the return on assets, but perhaps such a relation exists for our other
performancee measures. Similarly, it may be that once insiders own a significant fraction of the
shares,, the interests of insiders and shareholders are largely aligned so that their decisions are
noo longer affected very much by the exact size of their stake.
Too test these relations, we run our regressions using dummy variables for the
ownershipp structure of the firm in stead of the sum of the stakes of the blockholders. Given
thatt 94% of the firms in our sample have at least one outside blockholder, we decided to
createe a dummy that equals one if the average sum of the stakes of outside blockholders
exceededd 10%.97 For 8 1 % of the firms in our sample this is the case. We also create separate
dummiess for whether or not the management board or supervisory board owns a block. To
capturee the effects of higher degrees of ownership concentration, we include a dummy in the
regressionn that equals one if on average more than 25% of the shares of the firm were in the
handss of outside blockholders.
Tablee 4 displays the results of these regressions. Tobin's q and market-to-book of
equityy are positively related to the 10% outside block ownership dummy. Observe that the
coefficientss of the dummies are quite large (.29 and .93), given that the sample averages for
thesee two performance measures are 1.36 and 2.08 respectively. The insider block ownership
dummies,, however, are clearly insignificant. For the return on equity, all the dummy variables
aree insignificant. Again, the coefficients are generally quite high but the regression seems to
lackk the statistical power that the other regressions tend to have.
Inn comparison with our previous results, the change in the specification hardly affects
thee coefficients of the other variables. Note however that for the regression where we use the
returnn on equity as the performance variable, the dummy for the governance regime still has a
largee coefficient but it is no longer significant (t-value -1.59, Prob. = .11). Also, compared to
Tablee 2, the significance for the short-term bank loans variable in the return on assets
regressionn now disappears.

s
"" There is another good reason for setting the threshold for the dummy above the 5% level. Corporate
blockholderss that own 5% of a firm obtain a tax reduction on the dividends they reeene from their
blockholdings.. This provides firms, especially financial ones, with an incentive to acquire a block just above the
5%% independent of whether or not they plan to exercise control.
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Tablee 4: OLS Estimates from Regressing Corporate Performance on Various
Governancee Mechanisms: Dummies for Blockholders.
Regressionss are based on averaged data for the years 1992-1996, unless indicated otherwise. Tobin's q is
calculatedd as the market value of equity plus the book value of debt over book value of the assets. 'M-B' is
market-to-bookk of equity. 'ROA' is Earnings Before Interest and Taxes over book value of assets. 'ROE' is Net
Incomee over book value of equity. Ownership structure data relate to the total sum of disclosed blocks. Blocks
aree only disclosed in the Netherlands if they exceed 5% of the total of shares. 'Outsider Blocks > 10%' and
'Outsiderr Blocks > 25%' are dummy variables equaling one if the sum of the blocks of outside shareholders is
largerr than 10% and 25% respectively. 'Management Board > 5%' and 'Supervisory Board > 5%' are dummies
equalingg one if the firm has a blockholder that is a member of the management board and supervisory board
respectively.. 'Fixed Assets' and 'Investment in Fixed Assets' are based on tangible assets. 'Assets' always
relatess to the book value of assets. 'Banker on the Board (1992)' is a dummy variable that equals one if the firm
hass a member of the management board of a bank/financial conglomerate with a banking division on the
supervisoryy board in 1992. For a description of the 'Governance Regime', we refer to the text. 'Excessive
controll over votes' refers to a dummy variable that equals one if the firm controls at least 25% of the votes as a
directt result of stripping the votes of the shares of outside equityholders. All regressions include industry
dummies. .

Blockholder Blockholder
Constant t
Outsiderr Blocks > 10%
Outsiderr Blocks > 25%
Managementt Board > 5%
Supervisoryy Board > 5%
Governancee Regime (1992)
Excessivee Control over
Votess f 1992 J
Debt/Assets s
Short-termm Bank Loans/Assets
Bankerr on the Board (1992)
Logg Sales
Fixedd Assets/Assets
Inv.. in Fixed Asset/Fixed
Assetss Previous Year
Prob.. F-statistic
Adjustedd R-squared
Numberr of Observations

ROA A
Coeff. .
[S.E.] ]
-.072 2
[.050] ]

[.325] ]

M-B B
Coeff. .
[S.E.] ]
**-3.113 3
[1.5311 1
**.963 3
[.452] ]
-.276 6
[.381] ]
-.287 7
[.399] ]
.558 8
[495] ]
*-.605 5
[.320] ]
.171 1
[.307] ]
***4.589 9
[1.289] ]
**-4.612 2
[1.785] ]
-.120 0
[.4591 1
*.197 7
[.100] ]
-1.087 7
[.857] ]
**2.309 9
[1.076] ]

[.015] ]
.016 6
[.013] ]
*.022 2
[.013] ]
*.028 8
[.016] ]
**-.024 4
[.011] ]
.006 6
[.0101 1
-.048 8
[.042] ]
-.093 3
[.059] ]
.007 7
[-0151 1
***.012 2
[.003] ]
*-.052 2
[.028] ]
.051 1
[.036] ]

ROE E
Coeff. .
[S.E.] ]
*-.289 9
[.169] ]
.079 9
[.050] ]
.002 2
[.042] ]
.055 5
[.044] ]
.044 4
[.055] ]
-.056 6
[.035] ]
-.054 4
[-034] ]
-.201 1
[.142] ]
**-.458 8
[.197] ]
-.033 3
[051] ]
***.040 0
[.010] ]
**-.221 1
[.095] ]
.050 0
[.119] ]

.00 0
.32 2
130 0

.00 0
.26 6
129 9

.00 0
.24 4
130 0

.00 0
.24 4
129 9

Tobin'ss q
Coeff. .
[S.E.] ]
.062 2
[-4611 1
**.315 5
[.137] ]
-.129 9
[.115] ]
-.060 0
[.120] ]
.132 2
[1561 1
**-.198 8
[097] ]
.044 4
[.093] ]

*\874 4
[383] ]
**-1.310 0
[.539] ]
-.056 6
[-1391 1
*.058 8
[.030] ]
-.398 8
[.258] ]

*\678 8

significantlyy different from zero at the ] % level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level

\029 9
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Wee reran the regressions including additional dummies for insider block ownership
higherr than 25%. The results are similar to the ones reported in Table 4. We also included a
dummyy for (average) majority insider ownership in the regressions but this dummy came out
insignificant.. Hence, there is no evidence that firms with high level of insider ownership
performm different.

In addition, we tested whether performance was related to the average

stakee size of the largest shareholder and the largest three shareholders. We found no evidence
thatt there are such relations.
Finally,, it may be that ownership concentration is good for performance up till a
certainn level but detrimental for performance beyond that point. This last effect may be the
resultt of an expropriation of minority shareholders, the entrenchment of insiders at high levels
off insider ownership, lower liquidity of the stocks, or of the risk aversion of the large
shareholderss who control the company. To test for such a non-linear relation between
ownershipp and corporate performance, we reran our regressions using a specification with
averagee total outsider block ownership, average total insider block ownership and two
separatee terms for the squares of these variables. None of these four terms however came out
significantly.. We also estimated a quadratic specification where we distinguished between the
managementt board block ownership and supervisory board block ownership. The coefficients
forr these four variables were clearly insignificant.

This result contrasts with the findings of

Dee Jong (1999) that we discussed in the introduction of this chapter. Searching for non-linear
effectss of block ownership by banks/financial institutions, we fail to find support for their
relevance. 100 0
Inn conclusion, our analysis suggests that both the positive effects monitoring by
blockholderss and positive incentive effects from insider block ownership are relevant for the
performancee of Dutch firms. Table 3 indicates that the return on assets is increasing in the
fractionn of the shares held through blocks of outsiders and insiders. We fail to find such a
positivee effect of insider ownership when we focus on Tobin's q or market-to-book of equity
ass performance variables. These two indicators are positively affected by the presence of
Ourr evidence is consistent with the results of Denis and Denis (1994) and Holdemess and Sheehan (1988) that
alsoo indicate that the performance of majority owned firms is no different from other firms.
Too be more precise, we estimated three different versions of the specification presented in Table 3. Using
Tobin'ss q as a performance variable, we included the total fraction of shares held by outside blockholders, the
squaredd terms of these variables, and (A) the non-quadratic and quadratic term for management board and
supervisoryy board block ownership or (B) the non-quadratic and quadratic term of only management board
ownershipp or (C) the non-quadratic and quadratic term for total insider ownership. In none of the specifications,
anyy of the coefficients of these variables came out significant.
11
This is in line with the results in Chirinko et al (1999). Although they report evidence in favor of a non-linear
relationn between block ownership by three largest Dutch banks and the performance of companies, this pattern
disappearss when the block of banks, insurance companies and pension funds are taken together. In our data, we
doo not distinguish between banks and insurance companies because the large banks in the Netherlands are all
extensivelyy active in the insurance market while in turn insurance companies are also active as lenders.
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outsidee blockholders that own at least 10% of the shares, but do not increase further after
outsidee block ownership has reached this level. The results are therefore not completely
consistentt with each other. In the concluding remarks of this chapter, we will offer a possible
explanationn for this lack of consistency.
Thee direct relevance of the ownership structure of the firm and their performance that
wee find is quite different from the international evidence. As far as we are aware of, most
studiess that use a similar cross-sectional framework find that corporate performance is
unaffectedd by outside block ownership. There is also no strong evidence that suggests that
insiderr ownership is important for corporate performance. The direct comparability of the
resultss of these studies is of course limited because they are derived within governance
systemss that are quite different from the Dutch system. Moreover, most of these studies focus
onn a single country: the US.

4.33

Voting Blocks and Corporate Performance

Soo far, we have accounted for the dilution of voting rights by including dummy variables for
thee presence of the governance regime and for excessive control over votes that are stripped
fromfrom shares held by outside equity holders. At the same time, we have used the blocks of
largee shareholders to capture their monitoring incentives. However, if votes are essential for
effectivee control by outside shareholders, neglecting whether or not the blocks carry votes is
inappropriate.. Because we have precise data on whether or not the shares of the blockholders
carryy votes as well, we can investigate this issue by rerunning the regressions using only the
blockss that actually carry votes.
Tablee 5 reports the results from the specifications that we used earlier for constructing
Tablee 2 and Table 4. We only display the regressions where we used Tobin's q and the return
onn assets as the performance variables. The table shows that corporate performance is not
stronglyy related to the voting blocks in the hands of outside shareholders. In fact, treating the
blockss of shares without votes as 'zero ownership concentration' generally breaks down the
relationn between performance and ownership concentration that we found before. The positive
relationn between return on assets and ownership concentration is much weaker and the
dummyy for outside block ownership exceeding 10% is now no longer significant in the
regressionn for Tobin's q.101 The results in Table 5 thus imply that the relation between

1011
The regressions that we report in Table 5 include the blocks of votes held by corporate insiders as well.
Whetherr or not their blocks of shares carry votes is largely immaterial in this context because the votes that are
separatedd from the shares reside with the company itself. For sake of comparability between the regressions, we
includee these blocks as well. Excluding them leads to similar results.
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performancee and ownership concentration that we documented in Table 2 and 4 holds
irrespectivee of whether or not the blocks of large shareholder carry votes as well.
Ourr analysis clearly indicates that corporate control over votes does not insulate the
firmm from disciplinary forces that enhance their performance. The dummy variable for the
incidencee that the firm controls a high fraction of the votes is never significantly negative.
Thee fact that the results of Table 2 and 4 are largely broken down if we concentrate on
blockholderss with votes suggests that large shareholder can improve the performance of
companiess irrespective of whether or not they hold votes. It seems therefore that shareholder
monitoringg does not become ineffective when the firm controls the votes of blockholders.

55 Concluding Remarks
Inn this chapter, we have analyzed whether the governance characteristics of Dutch firms have
implicationss for their performance. The main focus was on establishing whether the
ownershipp structure of companies is important in this respect. Block ownership gives
shareholderss an incentive to improve firm performance through monitoring. Also, insider
ownershipp ties the wealth corporate insiders to the value of the equity of the firm, which
mightt be good for their incentives to maximize firm value. To investigate the relevance of
thesee two hypotheses for the Netherlands, we tested whether the presence of large
shareholders,, such as inside blockholders (management and supervisory board members) and
outsidee blockholders (companies, financial institutions, investment companies, individuals)
influencess corporate performance. We used four different performance measures: Tobin's q,
thee market-to-book ratio of equity, the return on assets and the return on equity. Our crosssectionall regressions revealed that the return on assets of a firm is increasing in the fraction of
sharess held through blocks by both inside and outside shareholders. For the other three
performancee measures, we failed to find the same pattern. Tobin's q and market-to-book of
equityy however are higher in firms where outside blockholders own more than 10% of the
sharess than in firms that are characterized by a lower degree of outside ownership
concentration. .
Whenn using the return on equity as a performance measure, none of these relations
weree statistically significant. Nevertheless, these regressions did produce results that were
largelyy consistent. The coefficients for the ownership structure variables are generally larger
andd of equal sign as their counterparts in the return on assets regressions. It seems that despite
reducingg the noise in the performance data by averaging them over a large number of years,
ourr regressions still lack the statistical power for this performance variable.
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Tablee 5: OLS Estimates from Regressions of Corporate Performance on Various
Governancee Mechanisms: Votes of Blockholders.
Thee regressions are based on averaged data for the years 1992-1996, unless indicated otherwise. Ownership
structuree data relate to the total sum of disclosed blocks of votes. For a description of the variables, see Table 2
andd Table 4. All regressions include industry dummies.

Blockholderr with votes
Constant t
Banks// Insurance Companies
Otherr Financial Companies
Non-financiall Companies
Individuals s
Managementt Board
Supervisoryy Board

Tobin'ss q
Coeff. .
[S.E.1 1
.281 1
[-4781 1
-.234 4
[.627] ]
-.039 9
[.337] ]
.148 8
[.251] ]
.609 9
[.653] ]
-.089 9
[.315] ]
-.040 0
[.432] ]

ROA A
Coeff. .
[S.E.] ]
-.052 2
[.051] ]
.099 9
[.067] ]
.055 5
[036] ]
.011 1
[027] ]
**.178 8
[.070] ]
**.068 8
[.034] ]
.003 3
[.046] ]

[004] ]
*-.058 8
[.030] ]
.059 9
[.036] ]

.00 0
.28 8
130 0

.00 0
.23 3
130 0

.00 0
.29 9
130 0

Supervisoryy Board > 5%

Bankerr on the Board (1992)
Logg Sales
Fixedd Assets/Assets
Inv.. in Fixed Asset/Fixed
Assetss Previous Year
Prob.. F-statistic
Adjustedd R-squared
Numberr of Observations

.00 0
.17 7
130 0

**\013 3

Managementt Board > 5%

Short-termm Bank Loans- Assets

-.011 1
[.015] ]
.022 2
[.016] ]
.021 1
[.016] ]
.007 7
[-020] ]
**-.025 5
[.011] ]
.005 5
[-0121 1
-.073 3
[.044] ]
-.075 5
[.062] ]
.004 4
[.016] ]
***.009 9
[.003] ]
*-.051 1
[031] ]
*.051 1
[.038] ]

[.396] ]
**-1.268 8
[.553] ]
-.119 9
[-1481 1
*.060 0
[.033] ]
-.424 4
[.276] ]
*.610 0
[.340] ]

Outsiderr Blocks > 25%

Excessivee Control over
Votess (1992)
Debt'Assets s

ROA A
Coeff. .
fS.E.1 1
.007 7
[.050] ]

.000 0
[.130] ]
-.030 0
[.147] ]
-.119 9
[.139] ]
.063 3
[.1821 1
**-.223 3
[.098] ]
.064 4
[.107] ]
*.7S4 4
[.389] ]
**-1.23 3
[.551] ]
-.086 6
M421 1
.046 6
[031] ]
-.368 8
[.273] ]
**.687 7
[.338] ]

Outsiderr Blocks > 10%

Governancee Regime (1992)

Tobin'ss q
Coeff. .
[S.E.1 1
.501 1
[.448] ]

*-.213 3
[.107] ]
.133 3
[.118] ]

\707 7

significantlyy different from zero at the 1% level
significantlyy different from zero at the 5% level
significantlyy different from zero at the 10% level

**-.028 8
[.012] ]
.019 9
[.013] ]
**-.084 4
[•042] ]
-.070 0
[.059] ]
.003 3
[.016] ]
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Thee positive relation between outsider bock ownership and corporate performance that
wee find suggests that value enhancing monitoring takes place in the Netherlands. The
regressionss provide somewhat ambiguous results, however, with respect to the nature of this
relationship.. The market-to-book regressions indicate that after a minimum degree of
ownershipp concentration, the positive effect disappears. The return on assets of the firm,
however,, is increasing in the total amount of shares held by outside blockholders. For the
effectt of insider ownership on corporate performance, the ambiguity is even larger. In the
regressionss where we used market-to-book variables, insider ownership and performance
seemm to be unrelated. This contrasts with our findings for the return on assets regressions,
whichh revealed that the higher insider ownership, the higher the profitability of the firm. If
insiderr block ownership indeed improves the return on assets because of positive incentive
effects,, we expect this to show up in the market-to-book variables as well.
Ann explanation for this lack of consistency might be that market-to-book measures are
alsoo affected by the growth opportunities of the firm. Such growth opportunities are not
necessarilyy related to quality of managerial decisions. The standard way to control for this is
too include R&D investments and sales expenses (such as marketing costs) in the regressions.
Thesee data are not publicly available in the Netherlands, however.
Inn all, our results do not paint a clear-cut picture about the precise relation between the
ownershipp structure of the firm and its performance. In this respect, they fit in with the
inconclusivee evidence produced by Chirinko et al (1999) and De Jong (1999) that we
discussedd in the introduction of this chapter. The sensitivity of the results to the research
approachh that is being used suggests that more work is needed to firmly establish this delicate
issue. .
Wee also tested whether firms that operate under the governance regime perform
differently.. We found that these firms are characterized by poorer performance compared to
firmsfirms that do not operate under the governance regime. The economic significance of this
effectt is quite large. Controlling for the ownership structure as well as other characteristics of
thee firm, the return on assets of these firms is around 2 percentage points lower. Apparently,
thee concentration of power in the hands of supervisory board members in these firms
adverselyy affects performance. There are several explanations that are consistent with this
result.. For example, it may be that control over management by the supervisory board in these
companiess is excessive

in reducing managerial

discretion

over corporate policies.

Alternatively,, these supervisory board members might use their formal authority to protect the
interestss of other stakeholders of the firm at the expense of investors. The negative effect is
alsoo consistent with the argument that the governance regime leads to consensus driven
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supervisionn and to a lack of alertness within the supervisory board. Our analysis doesn't allow
uss to discriminate between these explanations.
Wee found no evidence that firms that control a significant fraction of the votes after
strippingg these from the shares of outside equity holders performance worse. Moreover, when
wee neglected those blockholders whose shares do not carry voting rights, the relation between
performancee and block ownership that we documented before largely broke down. Taken
together,, these results clearly indicate that corporate control over its own votes does not
insulatee the firm from disciplinary forces such as shareholder monitoring.
Finally,, we briefly looked at whether the presence of a banker on the supervisory
boardd of a firm or its reliance on short-term bank debt financing was related to corporate
performance.. For the relative amount of short-term bank debt, we indeed found that this is the
case.. The effect was particularly present for Tobin's q, market-to-book of equity and return on
equity.. It was much milder when we analyzed the return on assets of firms. This pattern is
consistentt with banks enforcing conservative policies and extracting rents through the interest
payments.. However, we have no direct evidence in support of this story. Whether or not credit
relationss between banks and firms lead to rent extraction and conservative corporate policies
iss an interesting topic for future research.

Chapterr 6
Monitoring,, Shareholder Activism and the Correction of
Manageriall Failure

11

Introduction

Severall authors (e.g. Jensen 1989 and 1993, Porter 1992) have argued that the financial
systemss of Japan and many Continental European countries provide relatively efficient
solutionss to resolving conflicts of interests between investors and managers of large firms.
Thee (supervisory) board members that monitor firms in these countries tend to be independent
inn the sense that they are not also executives of the same company. Share ownership is
concentratedd and these large shareholders are able to exercise control, for example through
supervisoryy board representation.
Accordingg to this view, the Continental European and Japanese governance structures
createe financial systems where de facto agents are extensively monitored and controlled by
principals.. In this chapter, we present a different view on the nature of control in these
systems.. We presume that control over large companies is generally of a more hierarchical
naturee and that it is better characterized by a framework where agents monitor/control other
agentss on behalf of the principal(s). To illustrate why this approach might be more
appropriate,, consider the monitoring role of the board of directors/supervisory board. Most
theoreticall models that focus on agency problems do not allow for any specific role for the
boardd of directors. Therefore, these studies implicitly assume that either (A) the interests of
thee board are fully aligned with those of management or that (B) if the board disciplines
management,, there exists some sort of residual agency problem that remains to be analyzed
andd for which we can abstract from the existence of the board of directors.
Thesee implicit assumptions may not be innocuous. For example, the board's
effectivenesss in monitoring and controlling the firm may depend crucially on the presence of
otherr governance mechanisms such as takeovers and concentrated ownership. To analyze the
precisee role of the board of directors in reducing agency problems between management and
shareholders,, one therefore needs to consider the board as a separate entity, which has its own
incentivess and that is 'positioned' somewhere in between the agent (management) and
principall (shareholders). Or, as Hirshleifer and Thakor (1998) argue, "... we must be
cognizantt of the hierarchical nature of agency relationships in publicly-owned corporations.
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Managerss are agents of the boards of directors, who are themselves agents of shareholders,
whoo in turn rely on potential acquirers to monitor the performances of both managers and
boards." "
Thee need to look beyond a non-hierarchical principal-agent framework when
analyzingg governance issues does not solely arise from the presence of a board of directors or
aa supervisory board. Even if we assume away these delegated monitors, the hierarchical
naturee of the agency problem is likely to persist. Consider how control takes place by large
shareholders.. The standard way of approaching concentrated ownership in theoretical work is
too assume that the large shareholder is also the principal in the sense that the wealth of this
shareholderr changes dollar for dollar with the value of the stake. This interpretation of the
largee shareholder as a principal can be troublesome, however. Large shareholders in most
countiess are not individuals, but tend to be financial institutions and corporations. These
shareholderss are therefore agents themselves of their own shareholders.
Abstractingg from this may be without much loss of generality for some agency
problemss but not for others. For example, 'the large shareholder' may be quite effective in
reducingg excessive expenditures by the company or in limiting over-investment. On the other
hand,, he/she may be more reluctant than the ultimate shareholders/principals to press for
drasticc intervention, for example because this disturbs the relation with corporate insiders.
Thee consequence of this observation is that with concentrated ownership, control by large
shareholderss may be of quite a different nature than control by the principal.
Bothh visions outlined above necessitate a broader perspective on the monitoring
solutionss of agency problems than is employed by most papers. In this chapter, we develop a
modell that recognizes that governance tends to take place through monitoring by parties who
aree not in fact the principals. The incentives of these monitors are to maintain their reputation
ass a capable monitor. We analyze the effectiveness of such a monitor in correcting
managementt when it fails to implement the optimal corporate strategy.
Ourr analysis suggests that intrusive monitoring by such parties can actually be
inefficientt from the perspective of firm value. The reason is that intrusive monitoring by a
delegatedd monitor not only has benefits in terms of a timely correction of managerial failure,
itt also creates a potential for a lack of objectivity of the monitor in evaluating corporate policy
inn later stages. The source of this distortion is that intervention in the firm may have adverse
consequencess for reputation of the monitor. With intrusive monitoring, the need to intervene
inn the firm is more likely if the monitor has failed to correct managerial policy at an early
stage.. Intervention may therefore suggest that the monitor is not very capable in performing
herr task. To avoid this, the monitor may decide to continue to support managerial policy even
iff this policy is sub-optimal.
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Suchh a distortion does not arise if the monitor is put in a position where close or
intrusivee monitoring is impossible, i.e. where timely recognition of managerial failure is
difficult.. In that case, the need to intervene in the firm in order to correct earlier failures is
relativelyy uninformative about the quality of the monitor. Even the best monitors will be
unlikelyy to be timely informed about managerial failures if the distance between the firm and
thee monitor is large. The cost of preserving the objectivity of the monitor this way is that by
virtuee of the distance between the firm and the monitor, the latter will be unable to recognize
andd correct managerial failure at an early stage.
Thiss result sharply contrasts with the general notion that more effective monitoring
andd control over the agent will be beneficial for the principal. Our model therefore points at a
costt of arranging close and intrusive monitoring by parties such as the independent
(supervisory)) boards and 'large shareholders'. Although the interests of these monitors are
initiallyy not aligned with those of management, the close involvement in monitoring
manageriall policy creates an incentive for them to support inefficient managerial policies.
Wee also consider whether control by non-monitoring parties, i.e. shareholder activism,
cann easily substitute for the objectivity of the monitor. Our analysis suggests that outsiders
mayy prefer to remain passive, however, even when the objectivity of the monitor is minimal.
Thee reason is that intrusive monitoring creates uncertainty about whether or not managerial
failuree has been corrected by the monitor. If erroneous interference is costly, public
informationn on which non-monitoring parties can act might be too noisy to make outsider
interferencee viable. The limited power of outsider interference to substitute for the objectivity
off the monitor cannot be easily dismissed. The impaired objectivity of the monitor and the
reluctancee of outsiders to interfere both originate from the same source, namely the
uncertaintyy about whether or not managerial failure has been timely corrected by the monitor.
Ourr analysis also reveals that the probability of observing outsider interference can be highest
inn a system where the objectivity in monitoring is large. This result might explain why
shareholderss are more passive in exercising corporate control in Continental European
countriess than in Anglo Saxon ones (Franks and Mayer 1990, 1997b)
Thee argument that intrusive monitoring introduces reputational distortions is closely
relatedd to the one presented in Boot and Thakor (1993a) and Boot (1992).lo: Boot and Thakor
(1993a)) analyze how the reputational concerns of a bank regulator affect her bank closure
policy.. With uncertainty about the ability of the regulator to monitor the bank's asset choice,
thee need to close a bank potentially suggests a poor monitoring ability of the regulator. To
protectt her reputation, the regulator will be more lax in his bank closing policy than what is
sociallyy optimal. Boot (1992) rationalizes why management may be reluctant to divest assets
'"" A part of our analysis can also be find in Boot and Macey (1999).
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thatt are worth more outside the firm. Incapable managers are more likely to end up with
assetss that are worth divesting. If managers would always divest their assets whenever this
optimall for the value of the firm, low ability managers would end up divesting relatively more
frequentlyy than good managers. Boot shows that it is optimal for low ability managers to
divestt less often than good managers.
Ourr work incorporates some main aspects of two approaches in the theoretical
literaturee that have recently emerged. The first one is the explicit recognition that the board of
directorss serves as an independent monitoring entity whose incentives and actions need to be
modeledd separately. In the next section, we will discuss most of this work in greater detail.
Thee second strand in the literature that has a lot of similarities to our work has focussed on the
costss of control over agents. The theoretical papers that we will discuss in Section 3 reveal
thatt more control or more effective monitoring by the principal can be counterproductive
becausee it distorts the incentives of the agent.

22

Corporate Control through the Board of Directors: Theoretical

Insights s
2.11

Introduction

Inn this section we discuss some important theoretical contributions that recognize that the
boardd of directors represents a separate entity in corporate governance. As we already argued
inn the introduction of this chapter, most theoretical studies in the literature do not recognize a
separatee role for the board of directors in corporate governance. Such an approach would be
fullyy justified if one can safely assume that the interests of the board arc fully aligned with
thosee of management. There is ample empirical evidence, however, that suggest that this is
generallyy not the case. Boards are not completely inactive as monitors of management and
characteristicss such as the composition of the board seem to be important for corporate
decisionss in many different countries (John and Senbet 1998).
Thee board of directors can therefore best be considered as a separate entity whose
interestss will not be perfectly aligned with either shareholders or management. What then
determiness the board's attitude or stance towards management? In the next sub-section, we
willl discuss two theoretical papers that endogenize the incentives of members to monitor and
controll management. After that, we will describe some papers that focus on the interaction of
corporatee control through the board of directors and through takeovers. In section 2.4, we will
discusss the implication of a paper that analyzes the efficiency of the board of directors as a
governancee mechanism relative to other control mechanisms.
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Attitude of the Board towards Management

Inn most countries, the law states that shareholders appointment the members of the board.
However,, management might be able to exert significant influence over board composition. In
thee US, boards are generally considered to be insider dominated. The chairman of the board
off directors is frequently also the CEO of the company and a majority of the directors on the
boardd are often chief officers of the firm or closely affiliated with management (for example
exx CEOs or directors who are appointed by the CEO). At first sight, it seems that such high
degreee of managerial control over the composition of the board will unlikely provide effective
monitoringg by the board and that it is indicative of a lack of vigilance of the board towards
management. .
Hermalinn and Weisbach (1998) present a model that suggests that the attitude of the
boardd towards management is presumably of a much more delicate nature than the one
outlinedd above. Their analysis implies that board dependence may arise naturally in a setting
wheree the board in fact actively monitors of management. As such, board dependence is not
necessarilyy a clear indication of a failure of corporate governance. The underlying question
thatt Hermalin and Weisbach thus address is how the composition of the board of directors can
bee (partially) controlled by the CEO of the firm while at the same time this board still
functionss as an effective monitor management. They thereby focus on the process of how a
CEOO and other board members choose new members of the board. The task of the board of
directorss is to bargain with the CEO about the appointment of these new board members as
welll as about the CEO's compensation. Newly appointed board members can be independent
directorss who intensively monitor CEO performance, or they can be more or less dependent
directors,, who are at the hand of the incumbent CEO. Which type gets appointed depends on
thee outcome of the bargaining process between the CEO and the board. Because the CEO
valuess control and would like to stay with the firm, she prefers dependent board members.
Hermalinn and Weisbach show that whenever the board learns that the current CEO is
probablyy of higher than average ability, the CEO essentially has larger bargaining power
whenn negotiating with the board of directors than before. The reason is that if the CEO leaves
thee firm, she will be replacement by a CEO who is expected to be of a lower ability. The CEO
cann use this bargaining power to obtain higher wages and to influence board compensation by
proposingg his own candidates. At the same time, the favorable track record of the incumbent
CEOO reduces the need to intensely monitor performance in order to check whether the CEO is
capable.. The increased bargaining power of the CEO together with the reduced need to
monitorr the CEO, create a situation where it is optimal for shareholders to allow the CEO
greaterr influence over board composition. Without this concession, the CEO will be able to
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negotiatee higher wages. Consequently, independent directors who act on behalf of the
shareholderss will allow the CEO to appoint his own candidates. The model therefore predicts
thatt the independence of the board of directors declines after good performance as well as
overr the CEO's tenure. Alternatively, poor performance will lead to an increase in the
probabilityy that independent directors will be appointed.
Thee approach in Hermalin and Weisbach (1998) recognizes that the joint control of
independentt board members and management over the composition of the board introduces
somee degree of heterogeneity in the composition of the board. This heterogeneity then
translatess into different intensities of monitoring, depending on the relative number of
dependentt and independent directors in the board.
Wartherr (1998) however argues that heterogeneity of the board will be suppressed in
itss decisions and that the board will generally fail to act against management. In his model,
boardd members act on behalf of the shareholders but also have a preference for remaining on
thee board. An individual board member will be removed if she votes against management
whilee others support the incumbent managers. To avoid becoming a dissident, board members
willl only vote against management if they belief that others will vote against incumbent
managementt as well. This implies that only if their own information is strong enough in
suggestingg that management is incapable, an individual board member will be willing to take
positionn against management. The probability that other board members will have favorable
informationn about management is then rather limited so that the chance of becoming a dissent
whenn speaking out against management is small. Unfavorable information about current
managementt will be neglected if this information is not strong enough. Board members will
thereforee display a tendency to support management.
Wartherr also shows that as the power of management over the board increases, this
effectt of neglecting negative information about incumbent management becomes more
prominent.. In a board that is dominated by directors that tend to support incumbent
management,, independent board members are likely to become dissident when they oppose
management.. As a result, they will have stronger incentives to neglect negative information
aboutt managerial ability. Likewise, in a board where most members care less about
shareholderr value and more about remaining on the board, information will be neglected as
longg as it does not unambiguously indicate that management is incapable.
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Board of Directors and the Interaction with Takeovers

Thee papers that we discussed in the previous sub-section endogenized the behavior of the
boardd in absence of any other governance mechanisms. In this sub-section, we turn to two
paperss by Hirshleifer and Thakor (1994, 1998) that study how internal control by the board of
directorss and external control through takeovers act simultaneously to replace inadequate
management.. The focus of their analysis is to look at the interaction of these two mechanisms.
Too what extent does an active takeover market obviate the need for effective control by the
boardd of directors and do we still need takeovers if board members are quite effective in
monitoringg and controlling management?
Hirshleiferr and Thakor model the board as an institution that is in control of the
appointmentt and dismissal of management. On behalf of the shareholders, the board monitors
manageriall performance and obtains private information about the ability of the incumbent
managers.. To capture the possibility of conflicts of interests between shareholders and the
boardd of directors, they assume that the board can either be vigilant or lax towards
management.. A vigilant board acts on behalf of the shareholders and replaces management
wheneverr this is optimal for firm value. The interests of a lax board are more aligned with
management.. This implies that the board is less inclined to fire incapable management.
Whetherr or not the board is vigilant is unknown to outsiders and hence there is uncertainty
aboutt the effectiveness of the board in replacing inefficient management.
Thee takeover market consists of potential acquirers who themselves collect private
informationn about managerial ability. They can solicit a bid for the shares of the company if
theirr information indicates that replacing management is optimal for firm value. If the
takeoverr market is inactive, the probability that an acquirer indeed solicits a bid is always
low.. Alternatively, an active takeover market implies that if management is of poor ability,
thee takeover market is likely to step in and to generate a bid. This will be the case when
potentiall acquirers are able to obtain quite accurate information about the ability of incumbent
management. .
Hirshleiferr and Thakor assume that control always resides with the board. The board
decidess whether or not management is replaced, as well as whether or not an acquirer who
bidss for the shares of the firm is allowed to take over the firm. The sequence of events is as
follows.. First the board privately observes a noisy signal about managerial performance and
decidess whether or not to fire management. If management is replaced by the board the game
ends.. If the board does not replace management, a potential acquirer receives his own private
signall about managerial ability. This signal allows the acquirer to obtain an estimate of the
gainss from replacing management. The potential acquirer may then solicit a bid for the shares
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off the firm. Whether or not the bid succeeds depends on the willingness of the board to accept
thee bid.
Becausee a lax board only acts in the interests of management, it will always neglect
unfavorablee information about managerial ability. A vigilant board is willing to replace
managementt if the signal that it receives indicates poor managerial ability. However, it may
nott always be optimal from the perspective of firm value to immediately fire management in
thatt case. The reason is that an active takeover market provides additional information about
manageriall ability. By deferring replacement, the board can wait and see whether the takeover
markett generates a bid. If the takeover market is active but no acquirer appears, this is
probablyy because the market possesses favorable information about the ability of incumbent
management.. It may therefore be optimal in terms of firm value to rely at least to some degree
onn the takeover market, provided that this market functions well.
Thee above argument suggests that the decisions of the board are affected by the extent
too which the takeover market is indeed active. The more effective the takeover market, the
moree lenient a vigilant board will be towards management because they will rely on the
takeoverr market. Hirshleifer and Thakor show that the reverse holds as well: the functioning
off the takeover market is affected by the effectiveness of board control. If boards are
effective,, i.e. if the probability that a board is vigilant is high, takeover activity will be low.
Thee reason is that acquirers will neglect their own information about managerial ability if they
believee that the board is vigilant and yet did not replace management. In turn, they will be less
reluctantt to solicit a bid if they expect that the firm is monitored by a lax board. Taken
together,, these observations imply that the presence of these two control mechanisms lead to
ann aggregation of information about managerial quality which creates an interaction between
them.. As a result, internal control by the board of directors and external control through
takeoverss are substitutes. When internal control works well, the scope for external control is
limited.. Alternatively, when external control is active, internal control becomes less active in
thee sense of more leniency towards management.
Althoughh these results are quite intuitive, they might not be very general. Using a
similarr setting, Hirshleifer and Thakor (1998) allow the bidder to replace the board if he
succeedss in taking over the firm. The acquirer has an incentive to do so whenever he has
sufficientt reason to believe that the incumbent board is lax. The result of this change in the
settingg is that the board's decision to fire management will also be driven by reputational
concerns.. Because a lax board never dismisses management, firing the manager becomes a
signall of board vigilance. This implies that the incentives to be lenient towards management
inn order to use the information supplied by the takeover market are reduced. Hirshleifer and
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Thakorr (1998) show that the threat of an active takeover market may in fact induce a vigilant
boardd to be too strict towards management from the perspective of the shareholders.

2.44

Board of Directors vs. Alternative Control Mechanisms

Thee major task of the board of directors in the two papers of Hirshleifer and Thakor discussed
abovee was to gather private information about managerial ability and to appoint or dismiss
inadequatee management. Maug (1997) also focuses on the monitoring role of the board but
assumess that the board of directors obtains information about the amount of firm-specific
skillss that management has invested while running the company. The board then negotiates
withh management about their compensation schemes. In contrast with Hirshleifer and Thakor
(1994,, 1998), the board cannot directly dictate corporate decisions because management
effectivelyy controls the firm.
Thee focus of the paper is on how corporate governance can simultaneously ensure that
managementt invests sufficiently in firm-specific human capital while at the same time the
firmfirm will be liquidated whenever this is optimal from the perspective of firm value. Without
governance,, these goals are in conflict with each other because management will lose its firmspecificc human capital if there is liquidation. The idea behind such firm-specific human
capitall is that management may need to invest in skills that are worth less outside the
companyy than they are worth inside the company. For example, it may be optimal from the
perspectivee of firm value to concentrate on entering some niche markets or on developing
somee very special technology. Management, however, may be reluctant to invest their human
capitall in these activities. If the strategy fails after a few years, they may be specialized to do
aa type of job for which there is little demand on the managerial labor market. Likewise,
stimulatingg the workers by spending a lot of time at the work floor may be good for firm
value,, but career wise, the manager may be better of networking with powerful people. In
bothh cases, investment in general skills, as opposed to firm specific skills, may be better from
thee perspective of the manager because it improves her outside opportunities.
Thee concern of management about developing firm-specific skills stems from the
uncertaintyy that these skills will be sufficiently rewarded in the future. In Maug (1997), this
uncertaintyy arises from the possibility that the firm is worth more in the future when it is
beingg liquidated than when it remains in business. With liquidation, the manager has to find a
neww job and the more he has invested in firm specific skills, the lower his career
opportunities.. Without corporate governance, the manager would therefore never liquidate the
firmfirm in order to avoid this loss.
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Ideallyy then, governance would be able to induce both first-best investments by the
managerr and liquidation of the firm whenever this is optimal. Maug considers how well three
differentt governance mechanisms will work in this setting. These are compensation contracts,
takeoverss and the board of directors.
Lett us first look at compensation contracts, neglecting the possibility of a takeover and
presencee of a board of directors. A compensation contract can provide a golden parachute to
managementt in the state of the world where liquidation is optimal. Management will then
voluntarilyy liquidate the firm as long as the severance payment is high enough to compensate
themm for their loss of firm-specific human capital. However, without information about the
levell of firm-specific investments, the compensation contract cannot condition the golden
parachutee on the true investments made by management. As a consequence, the level of firmspecificc investment will be lower than the first best, which could be achieved if these
investmentss were contractible.
Noww consider the consequences of having takeovers as a governance mechanism. A
takeoverr shifts control from management to the raider. The raider can then enforce liquidation
withoutt paying a golden parachute, breaching the previous compensation contract. This saves
thee shareholders an amount equal to the golden parachute. The cost of allowing takeovers to
enforcee liquidation is that in anticipation of the control shift, the manager will be reluctant to
investt in firm specific skills. Maug shows that if bonuses that are paid out in those states of
thee firm where liquidation is not optimal are powerful enough to elicit a substantial level of

firm-specificfirm-specific investment, takeovers will be more efficient than only having a compensatio
contract. .
Finally,, let us look at the role of monitoring by the board of directors. Maug assumes
thatt the potential advantage of having a board is that management can be fully compensated
forr firm specific investments because the board can observe these. This mechanism is
potentiallyy more efficient than takeovers or compensation schemes. Confronted with a state of
thee world in which liquidation is beneficial, the board can use its information about the firm
specificc investments made by management and renegotiate any existing compensation
contractt with management. With perfect knowledge about these investments, the board of
directorss can potentially resolve the conflicts of interests completely. If management knows
beforee hand that they will be compensated for any future loss of skills, their reluctance to
investt in firm-specific skills will disappear.
However,, the board probably offers only a partial solution to the agency problem.
Boardd member may not be able to perfectly observe the investments of management. In that
case,, their information about the investments made by managers will be imprecise. Also, the
efficiencyy of the board depends on the bargaining power of the board. If management is still
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inn control of the decision whether to liquidate or not, they will have some bargaining power
duringg the negotiations the board of directors. With weak directors, management may be able
too negotiate an excessive severance payment before liquidation. Maug shows that in that case,
havingg a board of directors may be less efficient than allowing for corporate control through
takeovers.. A strong board, however, only compensates the manager for firm specific skills
andd is likely to dominate both takeovers and compensation contracts as a governance
mechanism. .

2.55

Concluding Remarks

Thee papers that we have discussed in this section explicitly analyzed how the board of
directorss functions as a governance mechanism. The motivation for the analytical approach
thatt these papers pursued was that regardless of the corporate governance system that we
consider,, the board is a separate entity whose interests are unlikely to be perfectly aligned
withh shareholders or with management. So, for a thorough understanding of how control over
corporatee decision takes place, one cannot neglect this institution as is done by considering a
standardd principal-agent framework.
Thee first two papers that we discussed in this section endogenized the behavior of the
boardd in a framework where there where no alternative governance mechanisms. The paper
byy Hermalin and Weisbach (1998) illustrated that CEO control over the composition of the
boardd is not necessarily an indication of ineffective corporate governance. Warther (1998)
arguedd that the board of directors will show a tendency towards ineffectiveness because
individuall board members will neglect to act on information that might make them dissidents.
Hirshleiferr and Thakor (1994, 1998) concentrated on the interaction between control
throughh the board of directors and control through takeover. Their analysis showed that these
mechanismss can enforce as well as weaken each other's effectiveness. If board members care
aboutt their reputations, they may become overly aggressive in replacing management if
takeoverr markets are active. Maug (1997) showed that strong, independent directors are
probablyy more efficient governance mechanisms than takeovers when firm specific human
capitall and liquidation are both relevant for firm value.
Alll these papers focus primarily on managerial control over the board and its
consequencess for the effectiveness of corporate governance. In the US, managerial control
overr the board is indeed an immediate issue. The one-tier board structure by necessity creates
aa situation where management and independent directors are brought together to form a
governancee institution. However, in many countries, supervision and management are
formallyy separated and managerial control over the supervisory board might be limited. In
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Germany,, the supervisory board often consists only of shareholders and workers. In the
Netherlands,, management generally does not hold a seat on the supervisory board. According
too the analyses above, if managerial control over the board is indeed limited in these
countries,, governance by the board will work quite well. The model that we present later on in
thiss chapter shows that this need not be the case. It suggests that even if management is
unablee to control the board so that its members are initially completely independent, there
mayy be powerful forces that drive them to support management in inefficient policies.

33

Excessive Control or Monitoring by the Principal

Parallell to the recognition of the role of the board of directors in the formal literature, several
theoreticall papers have appeared that suggest that allowing the principal to extensively
monitorr or control the agent may not always be beneficial for the principal himself. Such
conclusionss are particularly interesting from the perspective of corporate governance because
thee general presumption in the governance debates is that inefficiencies arise from a lack of
controll or oversight of investors over management. The papers that we discuss in this section
suggestt that this presumption might be misleading. These basic argument of these
contributionss is that control by the principal distorts can distort the incentives of the agent to
takee initiative.

3.11

Benefits of Arm's Length Monitoring

Crémerr (1995) considers a situation where the principal can choose to monitor the agent
intensivelyy or to stay at arm's length of the agent. If the principal engages in an arm's length
relationn with the agent, he will be less informed about the ability of the agent who is working
forr him. At first sight, then, it seems that the principal will always be better of by intensively
monitoringg the agent. Crémer shows that this is not necessarily the case. He uses a multiperiodd framework where in each period, the agent affects output in two different ways. The
firstt one is the effort that the agent supplies, which is a choice variable for the agent. The
secondd factor relates to the suitability of the agent for the specific job. Initially, all parties are
uninformedd about the suitability of the agent.
Presumee that the principal engages in an arm's length relation with the agent so that
thee principal can only observe the output that the agent produces. Whether or not she will rehiree the agent after one period then only depends on the output realization. This gives the
agentt an incentive to work hard because that increases the probability of being hired for
anotherr period. Now consider what happens if the principal can observe both output and the
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abilityy of the agent. Agents then know that they will only be re-hired if they are of high
ability.. Because effort doesn't affect ability, the agent has fewer incentives to exert effort.
Hence,, with more information, the principal will find it more costly to induce effort on behalf
off the agent.
Theree is of course also an advantage for the principal of being able to obtain more
precisee information. On average, he will be hiring more capable agents. If the differences in
abilityy are not very large, this positive effect is likely to be dominated by the negative effect
off the increase in costs to induce effort. The principal is then better of by acquiring less
precisee information about the agent by engaging in an arm's length relationship.103
Observee that if an arm's length relationship between the agent and the principal is
optimal,, the principal needs to be able to credibly commit to staying at arm's length from the
agent.. The latter will anticipate that the principal would like to induce high effort by making
thee agent believe that the re-hiring decision will only depend on output and to then monitor
thee agent along the way. How can the principal commit not to obtain precise information
aboutt the agent's ability? A promise by the principal not to obtain such information is not
veryy credible. Several papers have argued that the ownership structure of the firm provides
suchh a commitment mechanism. In the next sub-section, we will discuss them.

3.22

Benefits of a Lack of Control by Shareholders

Iff ownership is dispersed, the monitoring incentives of shareholders are relatively low
becausee the benefits are limited by the small sizes of the stakes of the different shareholders.
Burkart,, Gromb and Panunzi (1997) suggest that such a lack of monitoring and control by
shareholderss may in fact be beneficial for these shareholders because it reduces their
incentivess to interfere with the firm and to push for efficiency

gains. This seems

counterintuitivee because agency problems between management and shareholders are driven
byy the incentives of management to deviate from value maximization.
Startingg point of their analysis is that there exists some degree of congruence in the
interestss of management and shareholders. Management is useful because it can search for
investmentt opportunities that are valuable to shareholders. At the same time, management and
1033
Rajan (1992) and Dewatripont and Maskin f 1995) also stress the benefits of arm's length relationships but
theyy consider settings where there is adverse selection. By producing information about the status of the firm
throughh a close relation, a financier (such as a bank) can obtain more precise information about the firm than
otherr parties have. In Rajan, this allows the investor to extract rents from the firm when it has to refinance itself
becausee the firm is unable to turn to other investors who then have less information about the firm. In
anticipationn of the future rent extraction, the incentives of the firm's insiders are distorted. In Dewatripont and
Maskin,, the information production of the financier creates a soft-budget constraint because the investor can no
longerr credibly commit not to refinance the firm if it is in distress.
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shareholderss will disagree about the investment opportunities they prefer to see earned out.
Managementt may suggest to invest in a project out of personal motives and not because the
projectt is the best one from the perspective of the shareholder. Loosely speaking, shareholders
willl be concerned that management neglects investment opportunities that are more valuable
inn terms of the return on investment. The congruence between the interests of management
andd shareholders however implies that shareholders expect to gain from a project that is
proposedd by management.
Assumee now that searching for projects is costly for management. The harder they
search,, the higher the costs they incur but also the more likely it will be that they find a
projectt that they prefer to see carry out. Because of the congruence, shareholders profit from
thesee initiatives of management. Firm value is therefore increasing in the effort that
managementt invests in searching for projects.
Att the same time, shareholders know that the manager does not necessarily suggest the
projectt that is most profitable to them. This gives them an incentive to search for valuable
investmentt opportunities themselves. They can then intervene in the firm to enforce their own
projectt choice whenever they believe that it is superior to the one that management proposes.
Thee interference of the shareholders will have two effects on firm value. The first one
iss a control effect, which is positive. It originates from overruling the manager whenever the
shareholderss have found a more valuable project. The second effect is a behavioral effect,
whichh will have a negative impact on firm value. By overruling the manager if both parties
havee found a valuable project, shareholders lower the expected pay off from the initiatives of
managementt to search for projects. With costly effort, the anticipation of the possibility of
shareholderr control will therefore lower managerial effort, which negatively affects firm
value. .
Iff shareholder interference is expected to occur frequently, this negative behavioral
effectt may dominate the positive control effect. In order to preserve managerial initiative,
shareholderss would then like to commit not to interfere too often. Burkart et al (1997) argue
thatt the ability of shareholders to do so essentially depends on the ownership structure of the
firm.firm. With completely dispersed ownership, no shareholder will find it valuable to engage in a
costlyy search for projects because the costs outweigh the increase in the value of their
negligentt stakes in the firm. The manager will then never be overruled and his incentives for
initiativee will be maximal. As ownership becomes concentrated, shareholders will have an
incentivee to search for improvements in corporate policy and therefore to interfere with the
firm.firm. The incentive of a single shareholder to do so increases monotonically with his stake in
thee firm. Consequently, managerial effort will be decreasing in the stake size of this
shareholder. .
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Burkartt et al (1997) show that firm value may be maximal at some intermediary level
off ownership concentration. Beyond that level, the distortive effect of shareholder
interventionn on managerial initiative will dominate the control effect on corporate
performance.. For lower levels of ownership concentration, the lack of control over corporate
policyy is more costly than the gain from improved managerial incentives.
Thee analysis of Burkart et al (1997) therefore suggests that systems with high levels of
ownershipp concentration may suffer from a lack of initiative from management because they
anticipatee to be overruled by controlling shareholders. As Burkart et al (1997) and Aghion
andd Tirole (1997) point out, the implications of the model are much broader. For example, it
mayy not be optimal to have a board of directors whose interests are fully aligned with
shareholders.. Collusion between the board of directors and management, for example by
passingg up interventions that are only marginal improvements, may be beneficial. In that
sense,, the compensation of the board of directors should not be tied too closely to share
prices.. Also, insulating the firm from takeovers through the adoption of takeover defenses
mayy be good for firm value. Another implication of the analysis of Burkart et al is that
reducingg the efficiency with which shareholders can produce information about corporate
policyy may be optimal. This implication is quite similar to the conclusion in Crémer (1995)
thatt the ability to accurately monitor the agent may not always be valuable for the principal.
Myerss (1998) and Acemoglu (1995) also present a model that stresses the benefits of
dispersedd ownership. Myers (1998) considers a two stage R&D project. The first stage
consistss of the initiation of the project, which requires the specific knowledge of a capable
entrepreneur.. If the project succeeds in the first stage, the value of the project will be fully
embodiedd in the assets of the firm. Managing the firm is then relatively straightforward and
thee entrepreneur becomes redundant at that stage. It will then be optimal for the shareholders
too fire the entrepreneur after making the firm a success because this economizes on the wages
theyy have to pay. Ex ante, however, shareholders would like to commit not to remove the
entrepreneurr in the future. Anticipating that she might be fired whenever the project succeeds,
thee entrepreneur loses some of her incentives to make the project a success. Myers argues that
thiss can be done by dispersing the shares in the early stage of the project through a public
issue. .
Acemogluu (1995) uses a similar argument to rationalize the optimality of a lack of
controll that is associated with dispersed ownership. In his model, the entrepreneur also
becomess more or less redundant for running the firm at a later stage. The agency problem that
shareholderss worry about is that cash flows are not verifiable so that outsider control or
compensationn contracts are needed to prevent management from consuming the cash flows as
perks.. In itself, this agency problem aligns the interests of both parties. A good performance is
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alsoo in the interests of management because it implies high cash flows that can be diverted.
Therefore,, ex ante it may be optimal for shareholders to allow management to consume some
perkss in the future because this is good for their incentives. Such a promise potentially lacks
credibility.. Ex post, shareholders would like to prevent perk consumption and they can
enforcee this through exercising control. A commitment not to intervene can be obtained
throughh a dispersion of shares. Compensation contracts can then be used to control perk
consumptionn and to further induce effort.

44

General Discussion of Our Analysis

Thee analysis we put forth in the remaining part of this chapter has features of both strands of
thee literature that we discussed in the previous two sections. We focus on the behavior of a
monitorr whose task consists of detecting and correcting managerial failure. We assume that
thee monitor acts to maximize its reputation for being a capable monitor. One interpretation of
thiss monitor is that it represents the board of directors. The monitor can detect managerial
failuree as early as possible when she is able to closely monitor the firm/managerial policy.
However,, our analysis shows that it may not always be optimal from the perspective of firm
valuee to place the monitor in such a position. Shareholders may in fact be better if the monitor
iss in a position where she can never detect managerial failure at an early stage.
Too see why this result arises, consider a setting where the monitor can correct
manageriall failure at two different stages, namely at an early stage or at a late stage. The
abilityy of the monitor to detect and correct managerial failure at an early stage depends on two
factors.. The first one is the quality of the monitor. A good monitor is in general more likely to
timelyy recognize managerial failure. The second factor concerns the distance between the
monitorr and the firm. If the monitor is put in a position where she can closely follow
manageriall decisions, she will be most likely to detect inefficiencies at this early stage.
Generallyy speaking, the distance between the monitor and the firm is small in that case.
Alternatively,, if this distance large, the probability that any monitor (i.e. of low and high
ability)) will have detailed information about firm policy will be relatively small and
recognitionn of managerial failure by the monitor is unlikely. In our model, maximal distance
impliess that no monitor will ever be able to detect managerial failure at an early stage.
Clearly,, the scope for monitoring and early detection of managerial failure is then
largestt if the distance between the monitor and the firm is minimal, i.e. in case of intrusive
monitoring.. Minimal distance therefore has the benefit of facilitating early correction. Our
analysiss points out, however, that there are also costs of such intrusive monitoring. Allowing
closee monitoring implies that the differences in ability between monitors will manifest
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themselves.. The higher the quality of the monitor, the more likely she is able to detect
manageriall failure in the early stage. As a result, allowing close monitoring implies that good
monitorss are less likely to be confronted with an inefficient corporate policy in the late stage.
Thee state of the firm is therefore informative about the quality of the monitor. In a sense,
managementt and the monitor become jointly responsible for corporate policy. This may
adverselyy affect the incentives of the monitor to intervene in the firm at a late stage. The need
too intervene points at a lack of early correction of managerial failure, which in turn suggests
poorr monitoring ability. When the monitor is concerned about her reputation, close
monitoringg at an early stage therefore introduces what we refer to as a lack of objectivity of
thee monitor. The monitor will then sometimes neglect adverse information about managerial
failuree in order to conceal the ineffectiveness of early monitoring.
Thiss lack of objectivity suggests that there is a benefit of putting the monitor in a
positionn where irrespective of the quality of the monitor, early detection of managerial failure
iss unlikely. It preserves the objectivity of the monitor because the differences in ability to
detectt managerial failure at an early stage are then irrelevant. The objectivity of the monitor
constitutess a benefit of creating distance between the monitor and the firm. Our analysis
revealss that the more one allows the monitor to observe managerial failure at an early stage,
thee more the future state of the firm will be informative about the ability of the monitor and
thee less objective the monitor will be in her future decisions. Minimizing the distance between
thee monitor and the manager therefore intensifies reputational distortions, which suggests that
theree is a trade off between early detection of managerial failure and preserving objectivity in
thee future decisions of the monitor. In fact, our analysis reveals that it may be optimal for firm
valuee to completely preserve the objectivity of the monitor at the cost of a lack of early
correctionn of managerial failure
Followingg Boot and Macey (1999), we refer to the distance between manager and
monitorr as the proximity of the monitor. How should we interpret this proximity of the
monitorr in the context of the different ways in which corporate governance takes place across
differentt countries? Consider how monitoring of management is shaped in Continental
Europeann countries and in Japan. The general notion is that these systems are characterized by
closee monitoring by large shareholders and independent (supervisory) boards. Blockholders
frequentlyy appoint (supervisory) board members and cross-ownership of shares between firms
inducess continuous monitoring of managerial decisions. As we argued in the introduction of
thiss chapter, one should not interpret this constellation as one where principals are monitoring
agents.. Independent supervisory board members probably not only care about shareholder
wealth,, but also about their reputation for being capable board members. The same applies for
boardd members who represent their family members or other large shareholders. A CEO of
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onee firm who is on the board of another firm in which the company of the CEO holds a stake,
cann hardly be considered to be a principal. The Continental European and Japanese corporate
governancee systems can therefore be characterized as systems where intrusive monitoring by
agentss is dominant and, according to our analysis, where objectivity of monitoring is
relativelyy low.
Thee US system is characterized by a one tier board system and dispersed ownership.
Severall authors (e.g. Jensen 1993) have suggested that internal control by the board is
basicallyy absent because management effectively controls the board. Control takes place
throughh takeovers and shareholder pressure. Monitoring by these governance mechanisms is
off a less intrusive nature. The US system is therefore better interpreted as one where
monitoringg takes place in arm's length relationships and where the objectivity of governance
mechanismss in evaluating corporate policy is high.
Ourr model clearly points at a trade off between proximity and objectivity. This
indicatess that it might be impossible to combine the best of both systems into one robust
governancee arrangement. If one would like more timely correction of managerial failure by
closingg the gap between management and monitoring institutions, one necessarily incurs a
losss in terms of a reduction in objectivity in corporate control.
Wee would like to stress that the set up of our mode! should not be interpreted as one
thatt perfectly describes the differences in governance systems that we just referred to. Our
mainn point is that monitoring entities are often agents themselves, in stead of principals and
thatt this distinction sheds a different light on the effectiveness of governance with close and
continuouss monitoring than the one that is frequently suggested in the literature.

55

Outline of the Model

5.11

Timing of Events

Ourr (basic) model consists of three dates, t - 0, 1, 2. At t = 0, management makes a decisions
aboutt the policy of the firm. This decision can either be good or bad for the firm, where a bad
decisionn of management represents an inefficient corporate policy from the perspective of the
shareholders.. The focus of our analysis is on the correction of such managerial failure, and
nott on disciplining of management or on reducing managerial moral hazard. We assume
thereforee that the t = 0 decision of the manager is unaffected by the manager's expectations
aboutt future governance. We also assume that management will never correct its own failure
becausee this is costly for them. Let ö e (0, 1] be the probability that management makes the
wrongg decision at t = 0.
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Att t = 1, the monitor can correct the inefficient policy that is initiated by management.
Too do so, the monitor must be informed about the exact characteristics of current policy and
shee must recognize the potential inefficiencies. If both these conditions are not satisfied,
actionss by the monitor to undo managerial failure are impossible. The probability that the
monitorr corrects managerial failure at t = 1 therefore depends on two factors. The first one
relatess to the distance between the firm and the monitor, i.e. the intrusiveness of monitoring.
Withh minimal distance between the monitor and the manager, the monitor is most likely to be
sufficientlyy informed about managerial policy. The larger the distance between the monitor
andd the manager, the less precise the information of the monitor about corporate activities will
be.. We capture the proximity of the monitor by the variable/? e [0,1], where p ~ 1 stands for
maximall proximity and p = 0 represents maximal distance. The proximity of the monitor is
publiclyy known and it is not a choice variable for the monitor.
Thee second factor that determines whether managerial failure is corrected depends on
thee ability of the monitor to recognize that corporate strategy is inefficient. We assume that
thee monitor can be of high or low ability and denote this by or e {a//,öz.}- Let 0 < at < aH ^ 1
andd let the ability of the monitor represent the probability that this monitor is able to
recognizee managerial failure when the distance between the monitor and the firm is minimal.
Together,, the ability and proximity of the monitor determine whether or not the
monitorr is able to correct managerial failure at t = 1. We assume that if distance is maximal,
thee monitor will never be able to correct corporate policy at t = 1 because she is in no position
too recognize inefficiencies. Similarly, for a given ability of the monitor, early correction is
mostt likely when the distance between the monitor and the firm is minimal. We let the
interactionn between proximity and ability capture whether or not managerial failure is
corrected.. This implies that p-au.L represents the probability that the monitor corrects at t = 1.
Thee probability that managerial failure remains uncorrected by the monitor is therefore equal
too 1 -p-aHX.
Inn our analysis, we will not distinguish between the situation where the monitor is
informedd about managerial policy but is unable to recognize inefficiencies and the situation
wheree the monitor is simply not informed about current policy. One can create this distinction
byy letting p present the probability that a monitor is informed about the exact characteristics
off corporate policy and by letting au.i presents the probability that conditional on being
informed,, the monitor recognizes the inefficiencies. Although this approach seems more
generall than ours, it creates an additional decision node for which we need to derive an
equilibriumm strategy of the monitor. The results are similar however, both qualitatively and
quantitatively. .
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Att t = 2, the monitor is perfectly informed about the state of the firm (and therefore
aboutt any inefficiencies). When managerial failure has remained uncorrected until this date,
thee monitor can intervene in the firm to prevent that corporate policy remains inefficient for
yett another period. For simplicity, we simply assume that intervention is not possible if
manageriall failure did not occur or if the monitor was able to correct managerial failure at t 1.. All our results hold if we drop this assumption.
Anyy period that the firm operates under the inefficient policy is costly. The loss in firm
valuee from inefficient operation from t = 0 to t = 1 is irrelevant from our analysis. We will
thereforee neglect it and express all the losses relative to the situation where early correction of
manageriall failure takes place. Let X represent the loss if the firm operates inefficiently from t
== 1 to t = 2 while intervention takes place at that last date. Abstaining from intervention if
failuree is not corrected at t = 1 costs Y, relative to early correction. Let 0 < X < Y, so that the
persistencee of managerial failure from t = 0 all the way to t = 2 is most costly.

5.22

Objectives of the Monitor and Information Structure

Wee assume that the monitor receives a wage at the end of the game. This wage is based on the
monitor'ss reputation, which is the market's perception of the probability that the monitor is of
highh ability. Let qx denote this probability at time t. The wage of the monitor is increasing in
herr reputation at the end of the game. The monitor's objective is then to maximize her wages
byy maximizing qi.
Thee market will use all observable information that is valuable to update its beliefs
aboutt the ability of the monitor. We assume that the market can only observe whether or not
interventionn takes place. Early correction is not visible to outsiders. Changing corporate
policyy in an early stage presumably requires re-assessing decisions such a whether or not to
enterr certain markets or to develop certain products. These types of decisions are less visible
too outsiders. At a later stage, corporate policy has been fully implemented. Correction of
corporatee policy than requires drastic actions such as reorganizations, divestitures and closure
off divisions. Such intervention in corporate policy cannot take place unnoticed by outsiders.
Ourr setting implies the market can only update the reputation of the monitor after
havingg observed whether or not intervention at t = 2 took place. Let 7i e (0.1) be the prior that
thee board is of high ability (i.e. the fraction of good monitors in the economy) at t = 0. The
posteriorss after observing the intervention decision of the monitor are determined using
Bayes'' rule. Defining q2 and q2sl as the reputation of the monitor after observing intervention
andd no-intervention at t - 2, these posteriors are
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The Trade-off between Proximity and Objectivity

Wee are now in a position to analyze how the intervention strategy of the monitor will depend
onn the distance between the monitor and the firm. The setting that we have outlined above
representss a signaling game where the informed agent (the monitor) moves first, and the
uninformedd (the market) will use the move of the informed to rationally update his beliefs
aboutt the type of the informed agent. We use the concept of a Perfect Bayesian Equilibrium to
solvee this game, which is suitable for such a setting (see Gibbons 1992).
Too characterize the equilibria, we need to specify the strategies of both types of
monitors.. These strategies are in fact the probabilities that a monitor of a given type will
intervenee whenever she learns that managerial failure has remained uncorrected in the early
stage.. Let y and p denote the probability that respectively a high or a low ability monitor
interveness at t = 2 if the firm policy is inefficient at that time. We assume that the monitor
knowss her own type.104 We first give a general description for all plausible equilibria in Result

Resultt 1: Assume that at t = 2 managerial failure has remained uncorrected by the monitor.
Withh some proximity, i.e. with/? e(0,l], in all plausible Perfect Bayesian Equilibria, a high
abilityy monitor intervenes with probability y e [/,1], where / > 0 , while a low ability
monitorr intervenes with a strictly lower probability 0 < p < y. With maximal distance, i.e. for
pp = 0, p = y is the only plausible Perfect Bayesian Equilibrium. Also, in equilibrium, p is
monotonicallyy increasing in y.
Proof:: See Appendix.
Thee analysis would not be very interesting if the monitor didn't know its own type. In that case, it would
neverr be optimal to intervene (see Boot and Macey 1999).
Withh 'plausible' equilibria, we mean equilibria that are not supported by 'implausible' off-equilibrium path
beliefs.. For example, an equilibrium where no monitor ever intervenes can be supported by the belief of the
markett that if a monitor actually does intervene, it will be a low ability monitor. The perfect Bayesian
Equilibriumm does not rule out such an equilibrium because it does not restrict off-equilibrium path beliefs.
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Resultt 1 shows that if there is some proximity of the monitor, low ability monitors will
intervenee less often if they are confronted with uncorrected managerial failure than high
abilityy monitors. The intuition behind this distortion

in the intervention policy is

straightforward.. With some proximity, a high ability monitor is more likely to correct
manageriall failure at an early stage. They are therefore less often confronted with the need to
relyy on late intervention to undo managerial failure. Assume now that low-ability monitors
wouldd intervene just as often as good monitors, implying that p = y. Because low-ability
monitorss are more likely to be in a situation where intervention is needed, they would
intenenee relatively more frequent than good monitors. Intervention would then become a
signall for a poor ability to monitor. Both types are better of in that case if they would never
intervenee in the firm in order to avoid the reputational loss associated with intervention.
Therefore,, identical strategies for the low and high ability monitors can never be an
equilibriumm outcome. Result 1 shows that to reach an equilibrium, the strategy of the low
abilityy monitor requires intervening less frequently when early correction failed than high
abilityy monitors do.
Notee that with maximal distance between the monitor and the firm, both types are
equallyy likely to end up in a situation where early correction failed and intervention is
required.. Identical intervention strategies then no longer results in a signal of poor
monitoring.. The last part in Result 1 states that the strategies of both types need to be the
samee in order to ensure that there are no reputational effects associated with intervention.
Resultt 1 only provides a general description of the intervention policies of both types
off monitors. The reason is that there are multiple equilibria for every distance/? between the
monitorr and the firm. Any pair of strategies (y, P) that ensures that outsiders can't learn about
thee ability of the monitor from the intervention decision of the monitor will support an
equilibrium.. More precisely, as long as the intervention policies are such that q? = qi , these
strategiess constitute a Perfect Bayesian Equilibrium. Result 1 merely states that with some
proximityy of the monitor, this requirement implies that a bad monitor is less likely to
intervenee after a lack of early correction than a good monitor.
Forr the remainder of this paper, we will assume that only the most efficient equilibria
willl prevail. Because p is monotonically increasing in y, the most efficient equilibria are those
wheree a high ability monitor always intervenes if managerial failure is uncorrected at t = 2.
Onlyy the intervention incentives of the low ability monitors are then potentially distorted by
reputationall concerns. Note however that when there is no proximity, the coincidence of the
interventionn strategies of the low and high ability monitors implies that intervention can
alwayss take place because reputational distortions are then absent. Assuming that high ability
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monitorss always intervene, we derive a closed form solution that reveals how the distance to
thee firm affects the incentives of a low ability monitor. We first calculate the posteriors after
observingg intervention (qJ) and observing no-intervention (</ƒ7). With y = 1, these become
// _
qq

''

TT[S(1-paH)\
0 )

~ x[S{\-paH)]+(\-x)W-paL)P\

and d

««

=

x[(\-ö) + SpaH]

4(\-ö)4(\-ö) + öpaH] + (\-xi(\-S)

+ SpaL+ö(\-paL)(\-/3)}

Recalll that 8 is the probability that managerial failure occurs and that n represents the prior
forr the probability that the monitor is of high ability (i.e. the reputation of the monitor just
beforee intervention becomes relevant).
Inn equilibrium, any monitor will be indifferent between intervening and foregoing
interventionn after learning that managerial failure has remained uncorrected. That is, in
equilibriumm the strategy of the low ability type has to be such that, given that good monitors
alwayss intervene when this is necessary, 'intervention' and 'no intervention' have similar
consequencess for the reputation of the monitor. We therefore need to equate Pr {ai{ \ I, y =1) =
Prr (a w | A7, y =1), which are given in (1) and (2). Solving these, we obtain Result 2.
Resultt 2: The probability that a low ability monitor intervenes when she learns that
uncorrectedd managerial failure has occurred is given by
\-pa\-paH H

PP =

\~pa\~paL L

Notee that a low ability monitor in fact mimics the intervention behavior of a good monitor.
Thee probability that there will be intervention when a firm is monitored by a low ability
monitorr equals (l-pa L )p = (\-paH)

This is exactly the probability that there will be

interventionn when the firm has a good monitor. The reputation of the monitor at the end of the
gamee is always equal to the prior, i.e. q2' = qiN! = n. This is of course the best the low ability
monitorr can expect to obtain in equilibrium because she is able to fully undo the intervention
decisionn from information about the quality of the monitor.
Resultt 2 reveals that the intervention strategy is independent of the likelihood of
manageriall failure (5) and of the fraction of low ability monitors in the economy (the prior TT).
Thee likelihood of managerial failure only affects the probability of reaching the initial stage of
thee game where monitoring becomes relevant and it is unrelated to the ability of the monitor.
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Ass such, it is irrelevant to the low ability monitor when she wants to mimic a good monitor.
Thee same applies for the relative amount of low and high ability monitors.
Noww that we have a closed form solution for the intervention strategy of a low ability
monitor,, we can easily analyze how this strategy is affected by the proximity of the monitor.
Differentiatingg the probability that a low ability monitor intervenes after uncorrected
manageriall failure with respect to proximity shows that

dpdp _
dpdp

aH ^-a< 0 VV
(\-paLY

pe[0,l].

Clearly,, the incentives of a low monitor to intervene are always worsened as proximity
increases.. The reason is that as the distance between the monitor and the firm decreases, the
abilityy of a monitor becomes increasingly relevant for the future state of the firm. The
responsee of a low ability monitor then is to increasingly neglect information that indicates at
ann inefficiency of corporate policy. We interpret this a loss of objectivity of the monitor.
Resultt 3 restates these findings.
Resultt 3: The incentives of a low ability monitor to intervene always become worse as
proximityy increases, indicating a loss of objectivity. As a consequence, objectivity in
monitoringg is lowest when the distance between the monitor and the firm is minimal.
Resultt 3 does not necessarily imply that increasing proximity always proves to have be
negativee effect on future intervention. There is also an opposing effect of creating proximity:
itt allows the monitor to correct managerial failure at an early stage, reducing the need to rely
onn intervention. Despite that increasing proximity aggravates the incentives to intervene, the
probabilityy that managerial failure escapes both early correction and intervention may in fact
goo down as proximity increases. If this would be true, increasing proximity does not
necessarilyy come at a cost in terms of a loss of objectivity because the reduced need to rely on
interventionn may compensate for the loss in objectivity when corporate policy requires
intervention. .
Wee can check whether this indeed the case by calculating the probability that
manageriall failure remains both uncorrected and un-intervened. Result 4 shows that the loss
inn objectivity always manifests itself so that proximity always comes at a cost of a loss of
objectivity. .
Resultt 4: The probability that managerial failure remains both uncorrected and un-intervened
iss given by
S(\S(\ - n){\ - paL )(1 -P) = 8{\ - n)p{aH - a J ,

SHAREHOLDERR ACTIVISM AND THE CORRECTION OF MANAGERIAL FAILURE

187

whichh is strictly increasing in proximity. As a result, there is always a trade-off between
proximityy and objectivity.
Ourr analysis thus shows that while increasing proximity leads to more early correction
byy the monitor, it also increases the probability that managerial failure is left unaddressed by
thee monitor because of a lack of objectivity. There are no parameter regions for which this
trade-offf does not prevail. Results 4 therefore shows that one can never obtain the benefits
fromm increasing proximity without incurring a loss that results from lower objectivity.
Doess there exist an optimal degree of proximity that balances these costs of a loss of
objectivityy with the benefits of early correction? It turns out that in our framework, there isn't.
Too see this, let us write down the value of the firm V, using V^ to denote firm value if early
correctionn takes place. Without loss of generality, assume that managerial failure has taken
place.. Firm value V'\s then equal to:
VV = PaVc + /r(l - paH )[vc - x]
++ ( l - ; r ) ( l - pa,)/3[vc

- x ] + < l - / r ) ( l - paL){\-

(3)[vc

-Y]

wheree X (Y) presents the loss in firm value from having (no) intervention in stead of early
correction.. Using Result 2, we can rewrite this as
VV = VC -{\-pan)X-{\-n)p(aH-aL)Y

(3)

Firmm value is therefore linear in proximity so that either maximal or minimal proximity is
optimall for firm value. This provides the following result.
Resultt 5: Firm value is highest under minimal proximity of a monitor, i.e. p* = 0, if aHX <
(\-7r)(a(\-7r)(aHH

-aL)Y

. Otherwise, it is optimal to maximize proximity, implyingp* - 1.

Too see where the condition in Result 5 comes from, one can derive it using a different line of
reasoning.. Assume that managerial failure took place. The probability of observing
interventionn is given by K{\ - paH) + (1 - n){\ - paL )(3 , which simply equals 1 - patl

(see

Resultt 2). So, the marginal effect of increasing proximity on the probability of observing
interventionn is constant. From Result 4, we know that the probability that managerial failure
escapess both early correction and monitoring is given by (1 - n ) ( a H -aL)p.

This probability

iss also linear in proximity. These two probabilities exactly describe the costs and benefits
fromm increasing proximity and if we add the losses from lack of early correction and
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interventionn to them we obtain equation (3). Their linearity implies that there is no way to
balancee them and that the optimum is either maximal or minimal proximity.
Thee conditions that favor minimal proximity are quite straightforward. If the gains
fromm early intervention are relatively small compared to the losses from foregoing future
interventionn (X is relatively small compared to Y), objectivity is crucial. Also, a small
differencee in monitoring abilities favors proximity because the loss in objectivity will be
small.. Finally, as the fraction of low ability monitors decreases, the probability of a loss in
objectivityy decreases as well, which favors proximity.
Thee relative importance of late intervention is likely to differ across industries. In
industriess where early mistakes are costly because of large sunk investments in assets that are
nott very deployable, early monitoring is probably crucial as the costs of late intervention are
relativelyy small with respect to the costs of a lack of early correction. Our analysis therefore
suggestss that different industries require different governance structures with respect to the
organizationn

of monitoring

institutions. This contrasts

sharply,

however,

with

the

interpretationn that we gave earlier about the dominance of intrusive monitoring of the
governancee 'systems' in Continental European countries and in Japan.
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Control by Non-Monitoring Parties: Shareholder Activism

7.11

Introduction

Inn the previous section we focussed on the effectiveness of control by parties who monitor the
firmm in order to identify managerial failure. Throughout the analysis, we assumed that nonmonitoringg parties (or outsiders) have no information about the status o( the firm other than
thee intervention decision of the monitor. In this section, we enrich this framework by allowing
forr the possibility that non-monitoring parties also receive information about the efficiency of
corporatee policy. These non-monitoring parties can then decide to exercise control over the
firm.. One can best interpret these outsiders as shareholders who do not intensely monitor the
firm,firm, but who might become active after observing publicly available information about the
firm.firm.106106 We also refer to this as shareholder activism.
Ourr analysis concentrates on the interaction between outsider control and a lack of
objectivityy from monitoring parties. Anticipating a lack of objectivity of the monitor,
outsiderss may interfere themselves in the firm after they have received

unfavorable

informationn about the state of the firm. Shareholder activism thus provides a potential
1066
More generally formulated, these non-monitoring parties can be considered as the principals who for
exogenouss reasons (for example because this is too costly) are unwilling to monitor the firm themselves.
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substitutee for (objective) control by the monitor. If this works well, the trade-off between
proximityy and objectivity is less immediate than was suggested by the previous section and
thee benefits of close monitoring might be achieved without strong distortions in the future
interventionn policy.
Ourr results suggest that this may not be the case. Even if the objectivity of the monitor
iss low, outsiders may decide to remain inactive after receiving unfavorable information about
thee firm. The reason for this is that the uncertainty about the effectiveness of early monitoring
mightt discourage outsiders because they are afraid of interfering in the firm while monitoring
hass been effective. Shareholder activism may therefore serve as a poor substitute for the
objectivityy of the monitor.

7.22

Outline of the Extended Model

Wee extend the setting that we used in the previous section by introducing a publicly
observablee signal. This signal is received after the monitor has potentially corrected
manageriall failure but before the intervention decision is made. We denote this date by t = 1.5
too distinguish the timing of the signal from the dates at which the monitor can correct
manageriall failure or intervene in the firm. This assumption about the timing of the signal is
nott innocuous and we will discuss its implications at the end of this section. We assume that
thee signal points at uncorrected managerial failure but that it is noisy in the sense that even
whenn there was early correction by the monitor, the signal may be observed. Let 5 e (0,1) be
thee probability that outsiders observe a signal while managerial failure has already been
correctedd by the monitor and s e (0,1) represent the probability of receiving a signal if the
monitorr indeed failed to correct it. Informativeness of the signal implies that 0 < 5 < 5 < 1.
Afterr observing the signal, shareholders can decide to become active and interfere
withh the firm. The potential for control by outsiders originates from the anticipation of a lack
off objectivity of the monitor. Fearing a lack of objectivity of the monitor, they can intervene
themselvess in the firm in stead of relying on the monitor. We assume that outsider control and
interventionn by the monitor are equally effective in terms of firm value so that outsiders are in
principlee indifferent between intervention by the monitor and interference by themselves.
Theree is, however, also a potential cost of interference by outsiders. Their decision to interfere
iss based on publicly available information about the firm, which may erroneously point at
uncorrectedd managerial failure. If managerial failure was indeed already corrected, the change
inn corporate policy that is enforced by the outsider will be inefficient. Let Z be the loss in
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valuee if an outsider exercises control based on a wrong signal, where Z is measured relative to
thee value of the firm after early correction by the monitor.
Throughoutt the analysis, we will implicitly assume that outsider interference is only
relevantt after receiving a public signal. We could endogenize this by assuming that if there is
noo signal, there is a sufficient chance that management succeeded in designing an optimal
strategyy and that intervention would be extremely costly in that case. To concentrate on the
interactionn between outsider control and the effectiveness of monitoring, we simply assume
thatt managerial failure always takes place and that outsiders will remain passive if there is no
adversee public information about the firm.
Too summarize our new setting, the sequence of the events and the decisions taken by
thee different parties is now as follows. At t = 0, managerial failure takes place. At t = 1,
manageriall failure may or may not be corrected by the monitor. At t - 1.5, outsiders receive
orr do not receive a signal that indicates that managerial failure has remained uncorrected and
theyy decide whether or not to exercise control. If outsiders do not exercise control at t = 1.5
andd if the monitor was unable to correct managerial failure at t = 1, the monitor observes at t 22 that managerial failure has occurred and makes her intervention decision. If outsiders
interferee at t ~ 1.5, the monitor has no further decision to make. Finally, the monitor gets paid
basedd on its reputation.

7.33

Analysis

Lett us first inspect the implications of the information structure that we have imposed by
analyzingg the probability that outsiders observe a signal and the quality of this signal.
Considerr the probability of observing a signal. Define a as the average ability of the
monitorss in the economy (i.e., a ~naH +(1 -n)aL).

The probability of receiving a signal is

thenn gi\ en by pas_ + (1 - pa)s = s - pa(s - s) . Note that this probability is declining in the
proximityy of the monitor. This is quite natural because if proximity is minimal, managerial
failuree will never be corrected at t = 1 and the probability of receiving a signal that is
suggestivee about such failure is than maximal.
Noww consider the precision of the signal. Let ' G ' denote the event that the firm is in a
goodd state, i.e. the event that managerial failure has already been corrected by the monitor and
lett '5' denote the event that outsiders receive a signal. The probability that a signal is false is
thenn given by
?r(G\s)=?r(G\s)=
_ P"S_.
paspas + (\ - pa)s

SHAREHOLDERR ACTIVISM AND THE CORRECTION OF MANAGERIAL FAILURE

191

Remarkk that without proximity, early correction never occurs so that the signal is never false.
Takingg the derivative with respect to p shows that the probability of a false signal is
increasingg in proximity. So, the quality of the signal tends to decline as the distance between
thee monitor and the firm becomes larger. Result 6 summarizes these findings.
Resultt 6: Increasing proximity reduces the likelihood that outsiders receive a signal that
indicatess that the firm policy is inefficient and lowers the quality of the signal.
Notee that the first part of Result 6 is nothing more than the observation that because of
monitoring,, the firm is less likely to be in bad shape when proximity increases. The second
partt of Result 6 points at the uncertainty that proximity introduces about the state of the firm,
whichh in turn will be crucial for the willingness of outsiders to interfere in the firm. In fact, it
revealss that when the scope for control of outsiders is the largest because objectivity is
minimal,, the information on which they have to base their decision is the least reliable.
Withh Result 6 in mind, we now analyze how the incentives of outsiders to interfere
interactt with the proximity of the monitor. We first determine how the intervention strategy of
aa monitor is affected by the extension of our framework. Will the strategy of the low ability
monitorr be different from the one presented in Result 2? The answer is no. If the distance
betweenn the monitor and the firm is less than maximal, the reputation of the monitor at the
timee she will have to make the intervention decision will depend on whether or outsiders
observedd a signal. Good monitors are then less likely to receive a signal than bad monitors.
Remember,, however, that in equilibrium, the strategy of a low ability monitor was aimed at
undoingg the informational content of the intervention decision and that preserving her
reputationn is the best the monitor can do at that stage. Therefore, mimicking the behavior of a
goodd monitor by intervening relatively as often remains the optimal strategy. Result 7
presentss this result and the formal prove of it is given in the appendix.
Resultt 7: The intervention strategy of allow ability monitor is unaffected by the possibility
thatt outsiders receive a signal.
Proof:: See Appendix.
Noww that we have characterized the intervention strategy of the low ability monitor,
wee can determine under what conditions outsiders are willing to exercise control after
receivingg a signal. Recall that the only reason for outsiders to interfere is their anticipation of
aa lack of objectivity of the monitor. Interference by the outsider will therefore only take place
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iff the expected gains from avoiding a lack of future intervention are larger than the expected
losss from erroneous interference.
Wee first calculate the expected loss from erroneous outsider interference. This loss is
simplyy the probability Pr(G| s) that the firms is in a good shape, multiplied with the expected
losss from erroneous interference, which is Z The expected gain from outsider interference is
lesss easy to calculate. It consists of four components: (i) the probability that managerial policy
iss uncorrected, (ii) the probability that the monitor is a low ability monitor if managerial
policyy is uncorrected, (iii) the probability that such a monitor will not intervene and (iv) the
losss from a lack of intervention. We will now derive each of these components. Let B denote
thee event that early correction by the monitor did not take place. Observe that the probability
thatt managerial policy is uncorrected after observing the signal is given by
P r ( g | , ) ==

_ 0 - ^ _ _
paspas + (] - pa)s

Inn turn, the probability that after observing a signal, the monitor is of low ability is given by
Pr(aJ5)) = -

0-*)0-/>«,)

(X-xW-paJ(X-xW-paJ

+ nQ-pa,,)

Thee probability that a low ability monitor does not intervene at t = 2 if early correction did not
takee place and outsiders did not interfere at t = 1.5 is equal to (1 - (3). Finally the loss from a
lackk of intervention in that case is (Y- X), which equals the gain from having intervention if
manageriall has remained uncorrected. So, interference by outsiders after observing a signal is
beneficiall if the following condition holds:
?r(B\s)xPr(a?r(B\s)xPr(aLL\B)x(\-\B)x(\-

/3)(Y -X)-Pr{G\s)z

(4)

Notee that besides the anticipated lack of objectivity of the monitor, there will two important
factorss that determine whether outsider interference is beneficial. These are (i) the loss Z from
erroneouss interference relative to the intervention benefit Y - X and (ii) the probability of an
erroneouss signal for a given level of proximity/?.
Thee above formula is quite messy to work with without explicit assumptions about the
valuess of the parameters. However, we can obtain some basic results quite easily. The first
questionn we wish to consider is whether it is possible (and likely) that while objectivity of the
monitorr is minimal, outsiders will still neglect negative information about the firm and abstain
fromm interference. We therefore check whether under fairly general parameter constellations,
interferencee can be detrimental to firm value with p= \. Result 8 states that this is indeed the
case. .
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Resultt 8: With minimal objectivity, i.e. p=\, there exists a whole range of parameter values
forr which interference by outsiders at t = 1.5 does not enhance firm value.
Proof:: Assume that n = 0.5, a = 0.5,a„ = 0.75 so that aL = 0.25 . In addition, let 0 represent
thee loss from erroneous interference relative to the benefit of avoiding a lack of intervention,
i.e.. 9 = {Y~X)l Z. With/? = 1, whether or not there is a gain from outsider interference after
theyy observe a signal then depends on the sign of
0.5~s-s9, 0.5~s-s9,
wheree negativity of the above expression corresponds with an expected loss from
interference. .

••
Resultt 8 implies that even if the potential for outsider interference is high because the
objectivityy of monitor is minimal, non-monitoring shareholders remain passive in interfering
withh corporate policy. Interestingly, this reluctance originates from the same source that
introducess a lack of objectivity, namely, the uncertainty that proximity creates about the
effectivenesss of monitoring. As a result, outsiders will stand the risk of interfering in the firm
whilee in fact current corporate policy is optimal. This suggests that outsider control may be a
poorr substitute for objectivity of the monitor and that it is not generally true that the trade-off
betweenn proximity and objectivity can be broken down by allowing for control by nonmonitoringg parties.
Anotherr interesting implication of our analysis is that it suggests that outsider
interferencee might be observed more frequently if proximity is low, rather than high. To see
why,, recall that the probability of receiving a signal is decreasing in proximity. Assume now
thatt the effect of outsider interference on firm value is positive after receiving a signal,
irrespectivee of the proximity. Outsiders will then always interfere after observing a signal.
Fromm Result 6, we know that the probability of observing a signal is decreasing in proximity.
Consequently,, the probability of observing outsider interference will be decreasing in
proximityy as well.
Onee may conjecture therefore that our model predicts that non-monitoring
shareholderss will generally be more active in corporate governance in a system where
proximityy of the monitor is low. Because of the complexity of (4), we are unable to verify this
conjecturee rigorously. However, the next result shows that there exists a large set of quite
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reasonablee parameter constellations for which a "low" degree of proximity leads to a higher
probabilityy that outsiders will interfere than a "high" degree of proximity.

Resultt 9: Assume that n = 0.5, a = 0.5,a ;/ = 0.75 so that aL = 0.25 . In addition, assume that
thee other parameters are such that
0.5-ié?>0 0
ss
Theree then exists a p e (0, p\ with/? e (0, 1) for which the probability of observing outsider
interferencee is higher than for a n y / / e (/?, 1].
Proof:: Differentiating (4) with respect to proximity/? and evaluating it at p = 0 shows that if
thee above condition holds, the benefit from interference after observing the signal is
increasingg in proximity a t p = 0. Recall that this benefit is equal to zero at/? = 0. Let p be any
valuee such that p e (0, 1) and that for any p e (0, p ], the benefit of outsider interference is
positive.. From Result 6, we know that the probability of receiving a signal is declining in p.
Thiss implies that even if at some p° e ( p , 1] the benefit of interference is positive after
observingg a signal, the probability of observing interference a t / / is still lower than a t p e (0,

£]••

•
Onee may argue that Result 9 is mainly driven by our assumption that outsider

interferencee precedes intervention by the monitor. This assumption is quite immaterial,
though.. Outsiders have nothing to gain from deferring interference until the monitor has made
herr intervention decision. Recall that whether or not the monitor intervenes is uninformative
too outsiders because of the reputational distortion in the intervention policy. Therefore, the
trade-offf between correcting a lack of objectivity and erroneous interference will be
unaffectedd by delaying the interference decision. Moreover, we have imposed that outsider
interferencee and intervention by the monitor are equally effective. It seems more natural,
though,, to assume that deferring interference is costly because the firm will operate longer
underr the inefficient policy. Hence, if we would alter the setting by making interference at t =
1.55 slightly better than late intervention by the monitor and outsiders, the ambiguity would be
dissolved. .
Ourr assumption about the timing of the signal is less innocuous. Consider what would
happenn if the signal would be received after the intervention decision of the monitor. Result 7
willl then no longer hold because the intervention strategy of the low ability monitor will be
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affectedd by the presence (and informativeness) of the signal. To see this, assume that if early
correctionn takes place, there will never be a signal, implying 5 = 0 . If the low ability monitor
wouldd decide not to intervene at t = 2 after learning that managerial failure has remained
uncorrected,, she would lose all of her reputation if these is a signal. Therefore, the low ability
monitorr will now run the risk of being 'caught' if she does not intervene. This will mitigate
thee reputational distortions in the intervention policy. As long as the information about the
statee is sufficiently noisy, the trade-off between objectivity and proximity will of course
persist.. Note also that the sources that induce a reluctance of outsider to interfere will remain
intact.. We conjecture therefore that in a setting where outsiders act on the basis of untimely
informationn about the status of the firm, a result similar to our Result 8 can be derived.

88

Conclusion

Inn this chapter, we have focussed on some recent theoretical insights on the effectiveness of
corporatee governance. The literature that we discussed provided two elements of corporate
governancee that are not very well understood. The first one concerns the role and
effectivenesss of board control. The board of directors/supervisory board is best considered as
aa separate entity whose interests are unlikely to be perfectly aligned with either shareholders
orr management. As a consequence, when studying the corporate governance in a theoretical
frameworkk it may be crucial to explicitly model the incentives of the board of directors. The
secondd element relates to the dominant notion that more control or more effective monitoring
onn behalf of the principal will be beneficial for the latter. It turns out that this may not be
generallyy the case: the principal may in fact be better of is she is able to commit not to
monitorr and control the agent intensively.
Ourr approach combined these two recent insights into one model. We analyzed the
effectivenesss of a monitor who is concerned about her reputation as a capable monitor. Our
analysiss pointed at the existence of a trade-off between the proximity of the monitor and
preservingg her future objectivity in evaluating corporate policy. Proximity allows for more
efficientt monitoring in terms of a timely recognition of managerial failure. However, it also
createss a situation where the monitor and management become jointly responsible for
corporatee policy, introducing a lack of objectivity in monitoring.
Ourr analysis also revealed that the lack of objectivity that is induced by close and
intrusivee monitoring might be accompanied by a reluctance of non-monitoring shareholders to
interferee with the firm. The source of this inactivity is the uncertainty about the effectiveness
off intrusive monitoring, which in fact also facilitates the lack of objectivity of the monitor in
thee first place. Therefore, outsider interference such as shareholder activism may not be very
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viablee as a substitute for the objectivity of the monitor. We also showed that the probability of
observingg shareholder activism might be lowest in a system where objectivity of the monitor
iss minimal. Hence, shareholder activism that is driven by concerns about the objectivity of the
monitorr might be less frequently observed in corporate governance systems where objectivity
iss low. This might explain why shareholders are relatively passive in Continental European
countriess (Franks and Mayer 1990, 1997b).
Wee believe that our results provide a new perspective on the effectiveness of
governance.. When monitoring and control take place through close and intrusive monitoring
byy parties such as non-executive directors (or supervisory board members) and
(representativess of) large shareholders, these parties do not de facto behave as principals. As a
consequence,, their involvement in monitoring corporate policy may be associated with both
benefitss and costs. Our analysis therefore suggests a disclaimer for the popular notion that
agencyy problems are more efficiently controlled in governance systems where large
shareholderss and non-executive board members are closely involved in monitoring corporate
policy. .
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Appendix x
Prooff of Result 1:
Too proof Result 1, we follow the proof of Theorem 1 in Boot (1992). We first define a Perfect
Bayesiann (Nash) Equilibrium (PBE). Then we show that identical intervention strategies by
bothh types of monitors can never be an equilibrium if there is proximity, and we will
characterizee how the equilibrium strategies will depend on each other.
Too define a PBE, we first need to introduce some notation. Let the type of the monitor be
representedd by T e {L, H] and let a e T be the intervention strategy of a monitor at t = 2, with
H** representing the set of strategies. We denote the actions 'intervention' (/) and 'no
intervention'' (NJ) by a (a) € {/, AT).
Definition:: A pair of strategies [cT, Vx; q'2a), VaeT] constitutes a PBE if
(i))

a monitor of type i chooses his strategy aT optimally in maximizing q2,
anticipatingg the beliefs qa2{a);

(ii))

q"2(a) is translated into a wage such that this wage is increasing in qa2u);

(iii))

the market's belief q°{a) following an equilibrium move is a Bayesian
posteriorr of n given a (a).

Notee that the second requirement represents the response of the uninformed (the market) to
thee action of the informed (the monitor).
Lett y e [0,1] and p e [0,1] represent the probability that a respectively a high and a low
abilityy monitor will intervene if the monitor learns that managerial failure has remained
uncorrectedd until t = 2. The posteriors of n after observing the intervention decision by the
monitorr are then:
qq'='=
::

s,s,

n[S(\-paH)\
jz[S{\ - paH )v]+ (1 - rr)[S(\ - paL )ft]
;r[(l -S) + 6paH + S{\ - pa,, )(1 - y)}
x[(\-8)x[(\-8) + 8paH+8(\-pa,,){\-YJ\
+ {\-jt)[(\-ö) +

=

öpaL+S(\-paL)(\-p)\
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wheree we have used Bayes Rule to construct these probabilities.
Noww conjecture an equilibrium where y = p > 0, implying an equilibrium where both type of
monitorss intervene with positive probability. Substituting for p in (Al) and (A2) shows that
</.'' < <7J' if/7

>

0 and that q2 = q2NI if/? = 0. Therefore, y = P satisfies our definition of a PBE

if/?? = 0. Ifp > 0, y = p can never be a PBE because the monitor will strictly prefer not to
intervene,, in stead of intervening with probability y = p > 0.
Wee now characterize how y and p will depend on each other in equilibrium when/? > 0. These
propertiess almost immediately follow from the next three results:
(1))

q2 is monotonically decreasing (increasing) in p (y);

(2))

qi

(3))

For all y e (0,1] and p e (0,1], q/ and q2s' are continuous in y and p.

is monotonically increasing (decreasing) in p (y);

Onee can easily verify these results from (Al) and (A2). Note that as a consequence, with p >
0,, y > p is required to obtain q2' = q2N1 and that p is monotonically increasing in y. Finally, we
needd to establish that there indeed exists an equilibrium in which 0 < p < y < 1. Let y = 1.
Notee that lim

</2'L , =1 while q2s' < 1. Result (1) and (2), together with the continuity

suggestedd by result (3) then imply that there must exist some value p e (0, y) for which q2 <i2<i2

Notee that there are no out-of-equilibrium moves, so that our proof is complete.
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Prooff of Result 7: Let q(s) denote the updated probability that the monitor is of high ability
afterr the market observes a signal (i.e. q(s) is the reputation of the monitor at t = 1.5).
Substitutingg q(s) for TT in (1) and (2) and evaluating q 2 ; and q2%/ using the strategy proposed in
Resultt 2 shows that q(s) = q-/ = q2 V . The strategies y = 1 and J3 =
\-\-

— therefore still
paL

satisfyy the equilibrium conditions that are stated in the proof of Result 1.
Thee proof for the case when there is no signal is analogue to the one presented here.

•

Chapterr 7
Summaryy and Conclusions

Overr the last two decades, the subject of corporate governance has received an increasing
amountt of attention from academics. The reason for this is the recognition that the traditional,
neo-classicall micro-economic framework is inappropriate for understanding firm behavior. In
thatt framework, the actions of all parties that are involved with the activities of the firm are
completelyy guided towards firm value maximization. Such a narrow view of how companies
operatee is strongly at odds with the complex setting in which corporate decisions come about.
Thee self-interest of parties that are closely involved with the firm, such as management,
employees,, shareholders and creditors, might lead to behavior that deviates from value
maximization.. Moreover, the interests of these stakeholders will frequently conflict with each
other.. For example, the decision to reorganize the firm by closing down inefficient factories
mightt be in the interest of investors but can harm the wellbeing of management and
employees.. If the latter two parties are able to control the reorganization decision, the firm
mightt abstain from a reorganization that would increase its market value.
Ass a consequence, one cannot simply presume that corporate policies will be directed
towardss value maximization. This observation is of great relevance for studying corporate
finance.. Most modern companies are large organizations. They are not run by investors but by
managers.. This so-called separation of finance and control exacerbates the potential for
conflictss over corporate policies. When management supplies only a small amount of the
fundss that the firm requires, managerial objectives such as personal career concerns, prestige
andd perk consumption might dominate and define the policies that management prefers to
carryy out. If top-officers then effectively control the policy of the firm, the interests of
investorss will not be fully reflected in corporate decisions and value maximization can be
seriouslyy compromised. This might have severe repercussions for the ability of firms to
financee their operations. The values of the different financial claims on the firm are strongly
affectedd by the decisions that are taken within the company. Rational investors will therefore
adjustt the prices at which they supply capital to a level that properly compensates them for
whatt they perceive as inefficiencies in corporate policies. Consequently, the cost of capital of
thee firm is increased and investment projects that are attractive from a (frictionless) economic
perspectivee might not be initiated.
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Thee corporate finance literature has recognized that there are several mechanisms that
reducee such adverse consequences of conflicts of interests over corporate policy. One of these
mechanismss concerns the capital structure of the firm, i.e. the debt-equity choice of the firm.
Byy cleverly balancing the relative amounts of debt and equity (or by choosing for either debt
orr equity when the firm needs additional funding), the extent to which conflicts over
corporatee decisions will arise can be controlled. Recently, the literature has also analyzed the
importancee of the design of control rights that are attached to securities. This so-called
securityy design approach recognizes that when firms finance themselves, they design a
financiall contract that specifies both the cash flow rights and the control rights of the investor
thatt acquires the contract. If their contractual control rights are comprehensive enough,
investorss can use these to safeguard their interests. Chapter 2 of this dissertation provides an
extensivee overview of both these strands of the corporate finance literature.
Financiall contracts therefore offer the potential for a contractual solution to resolve
conflictss over corporate policy. However, the scope of contracts to influence decisions is
limitedd by their incomprehensive nature. Corporate decisions are typically not directly
governedd or dictated by detailed contractual arrangements. Contracts are incomplete in the
sensee that there will be many circumstances that are virtually impossible to capture in
contracts.. For example, the conflict about whether or not to reorganize, which we referred to
earlier,, is in practice never resolved by a contract that dictates the circumstances under which
managementt should initiate a reorganization.
Thee incomplete nature of contracts implies that there exists substantial discretion in
corporatee decisions and that the actual policy of the firm will depend on the power of the
differentt stakeholders to exercise control. This is precisely what corporate governance is all
about.. In its broadest sense, corporate governance refers to the way in which companies are
directedd and controlled. It looks at how and whether the interests of parties such as
management,, employees, shareholders and creditors are reflected in corporate policies
(Charkhamm 1995). Because of the close relation between corporate decisions and the value of
thee securities of investors, it is obvious that corporate governance has implications for the
efficiencyy of the capital markets. If the governance over companies is weak from the
perspectivee of investors, the cost of capital at which firms can finance themselves will reflect
this. .
Thesee observations have inspired academicians, policy makers and practitioners to
scrutinizee current governance practices. In most developed countries, serious efforts are made
byy these parties to obtain precise knowledge about the prevailing governance arrangements
andd their implications. This dissertation adds to this growing literature. The main part of our
workk consists of empirical analyses regarding corporate governance in the Netherlands. We

SUMMARYY AND CONCLUSIONS

203 3

therebyy focus on firms that are listed on the Dutch stock exchange, i.e. on publicly held firms.
Too obtain precise information about the governance structures of these firms, we collect data
onn four different aspects. These concern the ownership structure of firms, the allocation of
controll rights over shareholders and corporate insiders (i.e. management and supervisory
boardd members), the role of the supervisory board as an internal control mechanism and the
tiess between firms and banks. Chapter 3 of this dissertation reports and discusses the so-called
Dutchh system of corporate governance that emerges from these data.
Too leam about the consequences of the Dutch system of corporate governance, we
concentratee on the probability that members of the management board or the supervisory
boardd give up their positions. We relate these turnover probabilities to the performance of
companiess and to their governance characteristics. This enables us to assess whether corporate
insiderss in the Netherlands are held accountable for corporate performance and whether the
governancee structures of firms are important for enforcing turnovers. These issues are
particularlyy interesting because it is often suggested that the Dutch system of corporate
governancee places so much power in the hands of insiders that they can insulate themselves
fromm disciplinary forces. Our analysis, for which the results are presented in Chapter 3 and 4,
willl reveal whether or not these concerns are justified.
Besidess focusing on whether or not corporate insiders give up their positions, we
concentratee at the performance of companies. More precisely, we investigate whether
differencess in the governance structures of firms tend to have consequences for their
performance.. Such an analysis presents a strong but more indirect test for the relevance of the
governancee characteristics of companies for the decisions that are taken within firms. Chapter
55 of this dissertation reports the results of this part of our research. That chapter also
concludess our empirical work on corporate governance in the Netherlands.
Chapterr 6 of this dissertation presents a game-theoretic model where we analyze the
effectivenesss of monitoring in correcting managerial failure. The focus in that chapter is on
thee distance between the firm and monitoring parties. One might expect that from the
perspectivee of firm value it will be optimal to ensure that monitoring takes place from a
minimall distance to the firm. Our analysis however shows that this is not necessarily the case.
Inn the last part of that chapter we investigate whether non-monitoring parties such as (small)
shareholderss are willing to intervene in the firm to correct monitoring failures.
Thee major results of these chapters are as follows. In Chapter J, we find that share
ownershipp tends to be rather concentrated in the Netherlands. In virtually all firms in our
samplee there was at least one shareholder that owned more than 5% of the shares in 1992. The
averagee stake size of the largest shareholder was 28.5% in that year. Total ownership
concentration,, as measured by the sum of all blocks that are larger than 5%, was on average

204 4

CHAPTERR 7

aroundd 50% per firm. Compared to the UK and (especially) the US, these figures are rather
high.. In many other Continental European countries however, ownership is even more
concentratedd than in the Netherlands.
Thee major block owners are insiders (i.e. management and supervisory board
members),, financial institutions and non-financial companies. Insider ownership is on average
quitee large: In 1992, inside blockholders held 9.6% of the shares of their companies. In that
samee year, they owned more than 20% of the shares through blocks in 28 out of the 156 firms
inn our sample. Because only those blocks that exceed 5% are disclosed in the Netherlands,
thiss figure even understates the importance of insider ownership.
Shareholderr control rights are generally diluted in the Netherlands in the sense that in
mostt firms much of the power of the shareholder meeting is transferred to corporate insiders.
Ann important source for this is the widespread use of various takeover defenses. To protect
themselvess against hostile takeovers, firms issue golden shares, use binding nomination
clausess for the appointment of the members of the management and supervisory board, limit
thee number of votes of single shareholders or strip the votes from the shares before issuing
them.. These defense measures not only deter hostile takeovers, they also have repercussions
forr the control rights of shareholders in the absence of a takeover attempt. Golden shares
typicallyy carry the exclusive right to appoint management or supervisory board members and
aree held by corporate insiders. Binding nomination clauses allow corporate insiders to
proposee two candidates for any vacancy in the management board or supervisory board. The
shareholderr meeting is then forced to elect one of these two candidates. The voting caps limit
thee number of votes that a single shareholder has on shareholder meetings. Finally, after
strippingg the votes from the shares these are kept at a trust that is (effectively) controlled by
corporatee insiders.
Ass a result of the last two defense mechanisms, total voting rights concentration was
aroundd 10 percentage points lower than total ownership (or cash flow rights) concentration in
1992.. In that same year, 45% of the firms used trusts to control the votes of outside
shareholders.. In 25% of the firms, corporate insiders were ensured of at least 60% of the votes
afterr stripping these from the shares of outside equity holders. The combined effect of insider
ownershipp and the use of voting trusts implies that in that same year, in 60 out of the 156
companiess a majority of the votes was directly controlled by the firm.
Ann additional source for the dilution of shareholder control rights in the Netherlands is
thee governance regime (in Dutch 'structuurregime'). Roughly speaking, firms are required to
adoptt the governance regime if they have more than 100 employees, a book value of equity of
moree than 12 million US Dollars and a council that represents the firm's employees. The
regimee dictates that the company must have a two-tier board structure. The supervisory board
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shouldd then consist of members that are not also on the management board of the same
company.. The formal authority of the supervisory board is large because the governance
regimee also states that most of the formal control rights of the shareholder meeting have to be
transferredd to this institution. Under the regime, the supervisory board has the exclusive right
too appoint and dismiss the members of both boards of the firm. The shareholder meeting only
hass to right to approve the annual accounts that are drawn up by the supervisory board and to
startt a legal procedure to object against the supervisory board candidates that are put forward
byy the supervisory board itself. 60% of the listed firms in the Netherlands operated under this
regimee in 1992.
Becausee of all these arrangements, the formal authority to appoint or dismiss
managementt and supervisory board members is practically always transferred from the
shareholderr meeting to corporate insiders in the Netherlands. If a firm operates under the
governancee regime, this transfer is completely directed towards to supervisory board, which
thenn formally controls the appointment and dismissal of the members of both boards.
Wee also examine whether ownership concentration and the degree in which the control
rightsrights of shareholders are diluted tend to be related with each other. We find that firms that
relyy the least on takeover defenses typically have a very large shareholder. They are also
characterizedd by higher degrees of total ownership concentration. This suggests that
concentratedd ownership serves as a substitute for takeover defenses. With a controlling
shareholderr or with concentrated ownership, there is no need to rely on takeover defenses
becausee the blockholders themselves can directly prevent that other parties obtain control over
thee company.
Practicallyy all listed firms in the Netherlands are characterized by a two-tier board
structure.. In general, the supervisory board completely consists of members who or not also
top-officerss of that same company. We find that supervisory board members are more likely
too leave the firm when corporate performance is poor. This suggests that the supervisory
boardd is accountable for firm performance and that it changes its composition to cope with the
neww situation. This finding contrasts with the results of similar studies for other countries. The
accountabilityy of supervisory board members to stock price performance is also somewhat
surprisingg because the composition of the supervisory board in the Netherlands is decided
uponn internally. It seems therefore that the formal insulation of the appointment process does
nott lead to a constellation where the positions of fellow board members are unquestionable.
Thee chairman of the supervisory board, however, is undisputed in the Netherlands. After poor
performance,, there is no increase in the probability that the chairman leaves the firm.
Wee also analyze whether changes in the supervisory board composition are related to
thee ownership structure of the firm and to the different ways in which shareholder control
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rightsrights are diluted. We find no evidence that outside block holders are important in enforcing
supervisoryy board turnover. In addition, their presence does not lead to the appointment of
neww supervisory board members after poor performance. In all, these results suggest that large
shareholderss are not active in initiating changes in the composition of the supervisory board in
thee Netherlands. Our results do show however, that supervisory board turnover is significantly
lowerr in firms that operate under the governance regime. This indicates that the composition
off the supervisory board changes less frequently in these firms. A possible explanation is that
thee governance regime tends to result in an automatic stay of board members.
Inn the final part of Chapter 3, we briefly look at the ties between financial
conglomeratess and non-financial firms that arise from the credit relations between banks and
firmsfirms and from supervisory board representation. Both these aspects provide a potential
channell for banks to exercise control over companies. In 1992, 21 out of the 145 nonfinancialfinancial

companies had a member of the management board of a bank/financial

conglomeratee on their supervisory board. The presence of these 'bankers' is associated with
significantt direct equity stakes but not with high levels of short-term bank debt over assets. It
seemss therefore that supervisory board representation by banks/financial conglomerates
originatess from the equity investments that these financial institutions make and not from
theirr bank lending activities.
Inn Chapter 4 we investigate to what extent managers in the Netherlands give up their
positionss in the management board if corporate performance is poor. This relationship is
informativee about the accountability of management in the Netherlands. Our analysis shows
thatt poor recent stock price and earnings performance trigger large increases in the likelihood
off management turnover. Hence, there is no evidence that management is not accountable for
poorr performance. The importance of stock returns in this respect contrasts sharply with the
negligencee oi shareholder value that is suggested by the strong degree in which shareholder
controll rights are diluted. Also, the corporate performance-management turnover relation as
welll as the overall level of management turnover that we find is rather similar to those found
forr countries whose governance systems are different. Hence, the typical Dutch constellation
off governance mechanisms tends to lead to similar dynamics in management turnover.
Wee then search for evidence on the importance of different governance mechanisms
forr enforcing management turnover. We first analyze whether the ownership structure of the
firmfirm affects management turnover. It turns out that outsider block ownership is unimportant
forr explaining management turnover after poor performance. The presence of large, outside
shareholderss is thus not vital for inducing management turnover. This conclusion continues to
holdd if we concentrate only on those outside blockholders that actually hold votes.
Supervisoryy board block ownership and managerial block ownership are also irrelevant for
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thee probability that management leaves the firm after poor performance. This suggests that the
stancee of the supervisory board towards management is not different if they own a significant
fractionn of the shares and that managerial block ownership does not entrench these topofficers. .
Whetherr or not the firm operates under the governance regime, does not matter for the
relationn between performance and management turnover. Hence, the complete control that the
supervisoryy boards formally have in these companies over the composition of the
managementt board does not lead to different dynamics in the replacement of management.
However,, we do find that in firms that control a substantial amount of the votes of outside
shareholders,, poor performance tends to increase management turnover more so than it does
inn other firms. Obviously then, control over voting rights by the firm does not weaken the
accountabilityy of management for poor performance. The increase in the sensitivity of
managementt turnover to performance suggests that governance mechanisms in these firms
relyy more heavily on corporate performance in enforcing management turnover. Perhaps this
iss due to a lower monitoring intensity under regular performance. We have no direct evidence
thatt supports this explanation, however.
Ourr analysis further indicates that banks in the Netherlands exercise control when their
loanss are at stake. As the cash flow performance of the firm relative to its debt obligation
worsens,, supervisory board representation by banks leads to higher levels of CEO turnover.
Whenn focusing on the stock price performance of companies, we fail to find a similar effect.
Becausee board representation is related to the equity stakes of banks and not to credit relations
{seee Chapter 3), it seems that banks use the power that originates from their equity
investmentss to exercise control when the loan performance of the company deteriorates. Also,
thee probability that a large fraction of the management board leaves the firm after poor loan
performancee is positively affected by increases in short-term bank lending. We do not find
suchh a relation when we consider supervisory board representation by banks. This suggests
thatt banks are able to exercise control more powerfully through their credit relations than
throughh their supervisory board memberships.
Inn Chapter 5 we analyze whether the differences in the governance characteristics of
firmsfirms affect their performance. We thereby primarily focus on the question whether
concentratedd ownership of shares leads to better firm performance. Such a positive influence
willl exist if monitoring by outside blockholders disciplines management or if insider block
ownershipp improves the incentives of management and supervisory board members. Using a
samplee of 132 non-financial firms that are followed from 1992-1996, we find that the return
onn assets of a firm is indeed increasing in the fraction of shares held through blocks. This
holdss for both insider block ownership and outsider block ownership. Such a relation is not
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observedd if we use Tobin's q or market-to-book of equity instead of the return on assets.
However,, these two performance indicators are higher in firms where outside blockholders
ownn more than 10% of the shares than in firms that are characterized by a lower degree of
outsidee ownership concentration. Our findings therefore suggest that both shareholder
monitoringg and the alignment of interests that results from insider ownership are relevant for
Dutchh firms. Nevertheless, the lack of consistency of our results implies that our analysis does
nott produce a clear-cut picture about the relation between the ownership structure Dutch firms
andd their performance.
Wee also examine the impact of the different ways in which shareholder control rights
aree diluted on firm performance. We observe that firms that operate under this regime display
poorerr performance.

We consistently find this negative effect

across our

different

performancee indicators. The economic significance of this result is quite large. Controlling for
thee ownership structure of firms as well as for industry effects and other firm characteristics,
thee return on assets of these firms is around two percentage points lower. This suggests that
thee (formal) concentration of power in the hands of the supervisory board in these firms has a
strongg negative impact on corporate performance. Our analysis clearly indicates that firms
thatt control a significant fraction of the votes by stripping these from the shares of outside
shareholderss perform no worse. Moreover, when excluding those blockholders whose shares
doo not carry voting rights, the relation between performance and block ownership that we
documentedd before largely breaks down. Taken together, these findings indicate that control
overr its own votes does not insulate the firm from disciplinary forces such as shareholder
monitoring. .
Finally,, we briefly look at whether the ties between banks and companies affect the
performancee of non-financial firms. Our measures of corporate performance were negatively
relatedd to the amount of short-term bank loans over assets. This is particularly true for Tobin's
q,q, market-to-book of equity and return on equity. The effect is much milder when analyzing
thee return on assets. The pattern that we find is consistent with banks exercising control
throughh credit relations, thereby enforcing conservative policies and extracting rents through
thee interest payments. We have no direct evidence, however, in support of this story.
Lett us summarize the main findings of Chapter 3-5 and suggest some interesting topics for
futuree research. We believe that Chapter 3 and 4 of this dissertation present some rather
comfortingg results for the Dutch system of corporate governance. The sensitivity of
supervisoryy and management board turnover to corporate performance indicates that those in
controll of Dutch companies are not deeply entrenched and that they are to a considerable
extentt accountable for poor corporate performance. Thus, the formal insulation of the
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compositionn of both these boards from parties outside the firm does not severely impair the
accountabilityy of these corporate insiders. Also, the importance of stock returns in explaining
changess in board composition that we report is strongly at odds with the notion that
shareholderr wealth is subordinated to the interests of corporate insiders.
Ann interesting question that emerges from this part of our analysis is how these board
turnoverss are brought about in the Netherlands. There is no evidence that the presence of
outsidee blockholders is important for initiating such changes in the composition of either the
managementt board or the supervisory board. Are the members of these boards voluntarily
leavingg the firm when they learn that they may not be the right candidates for the seats they
hold?? If the answer to this question is yes, self-correction is an essential element of corporate
governancee in the Netherlands. Alternatively, it might be that the supervisory board plays a
keyy role in enforcing turnovers in both boards. If this is indeed how changes in board
compositionn are brought about, the supervisory boards seems to function as a largely
independentt governance institution that is characterized by a critical stance towards
managementt as well as its own members.
Thee analysis in Chapter 5 suggests that monitoring by outside blockholders and
(positive)) incentive effects from insider ownership are important for corporate decisions in the
Netherlands.. In our opinion, further research is needed to establish whether these are indeed
thee underlying mechanisms for the relations that we report. Up to this date, the amount of
researchh in the Netherlands in this area has been very limited. A fruitful approach for future
researchh would be to search for more direct evidence that insider block ownership and
shareholderr monitoring affect corporate decisions. This may be accomplished through case
studies,, questionnaires and interviews.
Wee consistently find evidence that banks exercise control in the Netherlands. Their
creditt relations with firms and their presence on supervisory boards have implications for
managementt board turnover. Also, the relation between the amount of short-term bank loans
thatt companies rely on their performance suggests that banks are able to enforce conservative
corporatee policies and to extract rents. Whether banks indeed play such an adverse role is an
interestingg question for future research.
Chapterss 3-5 provide no disturbing evidence concerning the consequences of corporate
controll over votes. Our results with respect to the governance regime, however, are somewhat
lesss comforting for the Dutch system of corporate governance. The strong negative impact of
thiss regime on the performance of companies that we report in Chapter 5 begs the question in
whatt respect corporate decision making tends to be different in these firms. Does the
concentrationn of formal control rights in the supervisory board lead to inertia in corporate
decisionss and to consensus driven supervision? Or do the supervisory boards in these
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companiess attach more weight to the interests of other stakeholders? More research is needed
too be able to answer these questions.
ChapterChapter 6, which is called "Monitoring, Shareholder Activism and the Correction of
Manageriall Failure", provides a theoretical model that stresses the limits of the effectiveness
off monitoring in correcting managerial failure. The set-up of our model recognizes that
monitoringg by parties such as the board of directors, the supervisory board and large
shareholderss is often best characterized as a situation where agents monitor other agents on
behalff of pnncipals. Supervisory board members or independent board members are unlikely
too behave as if they are the sole shareholder of the firm. Large shareholders are in fact mostly
companiess (either financial or non-financial) instead of individuals. The representatives of
thesee companies are therefore agents themselves who act on behalf of their own shareholders.
Too capture this hierarchical nature of monitoring of management, we focus on the behavior of
aa monitor whose task consists of detecting and correcting managerial failure and whose
actionss are driven by her reputation of being a capable monitor.
Ourr analysis points at the existence of a trade-off between the proximity of the
monitorr and the preservation of her future objectivity in evaluating corporate policy. Close
andd intrusive monitoring of management facilitates a timely recognition and correction of
manageriall failure. At the same time, it creates a situation where the monitor and management
becomee jointly responsible for corporate policy. The need to intervene then indicates that the
monitorr has failed to capitalize on her proximity. This distorts the incentives of the monitor to
intervenee in the firm whenever managerial failure persists over time. Close and intrusive
monitoringg therefore reduces the incentives of the monitor to speak out against managerial
policiess and introduces a lack of objectivity in monitoring. As a result, it can be optimal to
increasee the distance to a level where early recognition of managerial failure is impossible.
Interventionn in corporate policy by the monitor then no longer suggests a monitoring failure,
providingg complete objectivity.
Wee then focus on the scope of control by non-monitoring parties, i.e. shareholder
activism,, to correct for the negative effects of a lack of objectivity in monitoring. Our analysis
revealss that shareholder activism does not necessarily provide a viable substitute for the
objectivityy of the monitor. Outsiders might be reluctant to interfere because they are uncertain
aboutt whether or not managerial failure has been timely corrected by the monitor. This
uncertaintyy is exactly the reason why a lack of objectivity can occur. The lack of
substitutabilityy between the objectivity of the monitor and control by non-monitoring parties
iss therefore inherent to the incentive problem of the monitor. We further show that the
probabilityy of observing shareholder activism can easily be highest when the need to correct
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thee monitor is low. Hence, shareholder activism that is driven by concerns about the
objectivityy the monitor might be the least frequently observed in governance systems where
objectivityy is low.
Thesee results contrast strongly with the notion that more monitoring and control over
thee agent will be beneficial for the principal. Chapter 6 therefore points at a cost of arranging
closee and intrusive monitoring by agents such as supervisory boards and large shareholders.
Thee close involvement of these parties in monitoring managerial policy may create a tendency
too support inefficient managerial policies. This suggests that agency problems are not
necessarilyy more efficiently controlled in governance systems where agents are closely
involvedd in monitoring corporate policy. Moreover, our analysis suggests that shareholder
activismm might be less frequently observed in a system where objectivity in monitoring is
relativelyy low. This might explain why shareholder activism is not an essential element of
corporatee governance in Continental European countries and in Japan.
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Samenvattingg (Summary in Dutch)
Binnenn de economische wetenschap neemt het bestuderen van corporate governance
tegenwoordigg een prominente plaats in. Kort gesteld betreft corporate governance de wijze
waaropp en de mate waarin diverse participanten invloed kunnen uitoefenen op
ondememingsbeslissingenn (Boot en Verheyen 1997). Deze aandacht is pas recentelijk tot
standd gekomen. De traditionele, neoklassieke economische theorie veronderstelt dat het
gedragg van ondernemingen volledig wordt bepaald door het motief van winstmaximalisatie.
Eenn dergelijke benadering veronachtzaamt echter dat ondernemingen complexe organisaties
zijnn waarin partijen zoals management, werknemers en financiers wel eens andere voorkeuren
kunnenn hebben dan louter winstmaximalisatie. Bovendien kunnen de preferenties van deze
betrokkenenn ernstig met elkaar botsen. Een reorganisatie die het sluiten van inefficiënte
bedrijfsonderdelenn met zich meebrengt is in het belang van de financiers maar kan
tegelijkertijdd schadelijk zijn voor de posities van het management en de werknemers. Als deze
laatstenn de controle hebben over de reorganisatiebeslissing zal de waardevermeerderende
herstructureringg wellicht niet worden geïnitieerd.
Dezee observaties suggereren dat men niet zonder meer mag veronderstellen dat
ondernemingsbeleidd volledig gericht zal zijn op winstmaximalisatie. Vanuit het oogpunt van
dee financiering van ondernemingen is het cruciaal om dit te onderkennen. Ondernemingen
zijnn veelal grote organisaties die niet worden bestuurd door financiers maar door managers.
Dezee zogenaamde scheiding tussen financiering en bestuur zorgt ervoor dat
belangentegenstellingenn prominent naar de voorgrond treden. Indien het management slechts
inn geringe mate voorziet in het financiële kapitaal van de onderneming winnen persoonlijke
motievenn als prestige, carrière mogelijkheden, emolumenten en een prettige werksfeer aan
belang.. Als de effectieve zeggenschap van het management dan dermate groot is kan een
situatiee ontstaan waarin het maximaliseren van de (financiële) waarde van de onderneming als
motieff voor het beleid naar de achtergrond is geraakt. Dit kan grote gevolgen hebben voor de
mogelijkheidd van ondernemingen om zich te financieren. Rationele investeerders zullen bij
hett bepalen van de waarde van uit te geven vermogenstitels rekening houden met dergelijk
gedrag.. Dit betekent dat ten opzichte van een situatie zonder belangentegenstellingen, de
effectievee vermogenskostenvoet van de onderneming omhoog gaat en investeringsprojecten
financieell minder attractief worden.
Wetenschappelijkee studies hebben ons geleerd dat er verschillende mechanismen
bestaann die dergelijke negatieve consequenties van belangentegenstellingen tussen financiers
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enn het management kunnen beperken. Eén van deze mechanismen betreft de financiële
structuurr van de onderneming. Door de relatieve hoeveelheden van het eigen en vreemd
vermogenn te optimaliseren kunnen belangentegenstellingen gedeeltelijk worden vermeden.
Recentelijkk heeft de financieringsliteratuur ook het nut van het ontwerp van de
zeggenschapsrechtenn van vermogenstitels binnen deze context bestudeerd. Deze zogenaamde
'securityy design' benadering erkent expliciet dat bij het aantrekken van vermogen, bedrijven
eenn financieel contract moeten ontwerpen. Middels dit contract kunnen zij tevens de
zeggenschapp over ondernemingsbeslissingen vorm geven. Indien de zeggenschapsrechten van
investeerderss dan contractueel voldoende krachtig zijn gespecificeerd, wordt de financiers de
mogelijkheidd gegeven de ondernemingsstrategie richting waardemaximalisatie te sturen.
HoofdstukHoofdstuk 2 van deze dissertatie voorziet in een uitgebreid literatuuroverzicht van deze beide
stromingen. .
Dee aandacht in de literatuur voor de mogelijkheid om contractuele oplossingen te
vindenn voor belangentegenstellingen heeft ons echter ook geleerd dat de reikwijdte hiervan
beperktt is. Ondernemingsbeslissingen zijn over het algemeen niet nauwgezet via contracten
aann banden gelegd. Het is namelijk onmogelijk (ofwel: te kostbaar) om contracten af te
sluitenn die met precisie aan duiden welke bedrijfsbeslissingen in de toekomst allemaal zullen
moetenn worden genomen. In andere woorden, contracten zijn incompleet wat betreft het
aansturenn van ondernemingsbeleid. Zo kennen we in werkelijkheid geen directe contractuele
oplossingg voor het conflict waar we eerder aan refereerden betreffende de reorganisatie van
bedrijfsonderdelen.. Het management van een onderneming is nooit gebonden aan een
dwingendd contract dat dicteert onder welke omstandigheden zij moeten overgaan tot een
reorganisatie. .
Hett incomplete karakter van (financiële) contracten impliceert dat er discretie bestaat
aangaandee vele ondernemingsbeslissingen en dat het uiteindelijke beleid afhangt van de mate
waarinn de verschillende betrokken partijen deze weten te beïnvloeden. Dit is precies de
problematiekk waar corporate governance zich op richt. In de breedste zin behelst corporate
governancee de manier waarop ondernemingen worden bestuurd, waarbij met name wordt
gekekenn naar de mate waarin ondernemingsbeleid de belangen van verschillende betrokkenen
zoalss management, werknemers, aandeelhouders en vermogensverschaffers weerspiegelen.
Vanwegee de nauwe relatie tussen ondernemingsbeleid en de waarde van de onderneming
mogee het duidelijk zijn dat corporate governance van eminent belang is voor de werking van
dee kapitaalmarkt. Als de beheersstructuur van een onderneming dermate is dat de belangen
vann financiers onvoldoende worden gewaarborgd, dan zal dit het aantrekken van financiële
middelenn bemoeilijken.
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Dezee observaties hebben er recentelijk, toe geleid dat wetenschappers, beleidsmakers
enn vertegenwoordigers van ondernemingen zich tot taak hebben gesteld om de huidige
beheersstructurenn aan de kaak te stellen. In de meeste ontwikkelde landen probeert men
momenteell inzicht te krijgen in de wijze waarop ondememingsbeslissingen tot stand komen
enn wat de implicaties hiervan zijn. Dit proefschrift draagt hieraan bij. Het grootste gedeelte
bestaatt uit empirische analyses die relevant zijn voor corporate governance in Nederland,
Daarbijj concentreren we ons op ondernemingen die op de Amsterdamse aandelenmarkt een
beursnoteringg hebben. Om inzicht te krijgen in de beheersstructuren van deze ondernemingen
concentrerenn wij ons op vier aspecten. Deze betreffen de (1) eigendomsstructuur, (2) de
zeggenschapsrechtenn van aandeelhouders, bestuurders en commissarissen, (3) de rol van de
Raadd van Commissarissen als interne monitor en (4) de relaties tussen ondernemingen en
banken.. Hoofdstuk 3 van dit proefschrift rapporteert het zogenaamde Nederlandse corporate
governancee systeem dat ontstaat indien we naar deze karakteristieken van beursgenoteerde
ondernemingenn kijken.
Tevenss analyseren we enige consequenties van het Nederlandse corporate governance
systeem.. Hiertoe concentreren we ons met name op het verloop onder de leden van de Raad
vann Bestuur (RvB) en de Raad van Commissarissen (RvC). We relateren dat verloop aan de
bedrijfsprestatiess om zodoende inzicht te krijgen in de mate waarin topfunctionarissen in
Nederlandd verantwoording afleggen voor de resultaten die de onderneming boekt. Dit
vraagstukk is ons inziens interessant omdat veelal wordt gesuggereerd dat de RvB en RvC
dermatee veel macht hebben in Nederland dat zij zich kunnen onttrekken aan disciplinerende
krachten.. Aan de hand van onze analyses, welke in Hoofdstuk 3 en 4 worden gepresenteerd,
kunnenn we hier meer inzicht in verkrijgen.
Naastt het verloop in de RvB en RvC richten wij ons op de prestaties van Nederlandse
ondernemingen.. In het bijzonder kijken wij of deze afhangen van de specifieke
beheersstructurenn van de bedrijven. Een dergelijke analyse stelt ons in staat om op een wat
indirectee wijze te onderzoeken of ondememingsbeslissingen hierdoor worden beïnvloed. De
resultatenn staan in Hoofdstuk 5, welke tevens het empirische gedeelte van dit proefschrift
afsluit. .
Hoofdstukk 6 presenteert vervolgens een speltheoretisch model waarbij het toezicht op
dee besluitvorming van het management centraal staat. We gebruiken dit model om inzicht te
krijgenn in de effectiviteit van verschillende wijzen waarop dit toezicht kan plaatsvinden.
Hierbijj wordt gekeken naar de optimale afstand tussen de toezichthouder en de onderneming.
Menn zou verwachten dat het vanuit het oogpunt van de waarde van de onderneming optimaal
iss om het toezicht op het management zo dicht mogelijk bij de onderneming te laten
plaatsvinden.. Hoofdstuk 6 laat echter zien dat dit lang niet altijd het geval hoeft te zijn.
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Binnenn dezelfde context bekijken we ook of aandeelhouders die in principe geen toezicht
uitoefenenn op de onderneming toch actief willen worden om mogelijk falen van de
toezichthouderr te corrigeren.
Dee belangrijkste bevindingen van deze hoofdstukken zijn als volgt. In Hoofdstuk 3
rapporterenn we dat het eigendom van beursgenoteerde ondernemingen in Nederland redelijk
geconcentreerdd is. In 1992 was in praktisch alle ondernemingen een aandeelhouder aanwezig
diee meer dan 5% van de aandelen bezat. Deze aandeelhouders duiden we in het vervolg aan
mett de term 'grootaandeelhouders'. In dat zelfde jaar bezat de grootste aandeelhouder
gemiddeldd genomen 28.5% van de aandelen van de onderneming. De totale concentratie van
eigendom,, gemeten als de som van alle aandelen die worden gehouden door de
grootaandeelhouders,, bedroeg toen gemiddeld zo'n 50% per onderneming. Vergeleken met de
Verenigdee Staten en het Verenigd Koninkrijk zijn deze getallen vrij hoog. Echter, in vele
anderee Europese landen is het eigendom nog meer geconcentreerd dan in Nederland.
Dee belangrijkste grootaandeelhouders in Nederland zijn financiële instellingen en nietfinanciëlee ondernemingen. Echter, ook de leden van de RvB en RvC, die tot de 'insiders' van
dee onderneming behoren, zijn frequent grootaandeelhouder. In die hoedanigheid bezaten zij in
19922 gemiddeld 9.6% van de aandelen per onderneming. In 28 van de 156 bedrijven in onze
steekproeff was in datzelfde jaar het totale grootaandeelhouderschap van insiders, gemeten als
dee som van hun aandelen, hoger dan 20%. Gegeven dat grootaandeelhouders slechts bij een
belangg van 5% of meer hun bezit hoeven te openbaren, zullen deze getallen het
daadwerkelijkee eigendom van aandelen door leden van de RvB en RvC nog onderschatten.
Dee rechten van aandeelhouders zijn over het algemeen sterk verwaterd in Nederland.
Dee formele zeggenschap van de aandeelhoudersvergadering is beperkt omdat veel rechten zijn
overgeheveldd naar de RvB of de RvC. Een belangrijke bron voor deze overheveling is het
wijdverbreidee gebruik van beschermingsconstructies, welke dient te voorkomen dat
ondernemingenn door middel van vijandige overnames van eigenaar verwisselen. Het betreft
hierr het gebruik van prioriteitsaandelen en bindende voordrachten, stemrechtbeperkingen en
dee certificering van aandelen. Deze constructies beïnvloeden echter ook de
zeggenschapsrechtenn van aandeelhouders in situaties waarin er niet sprake is van een poging
tott een vijandige overname. De prioriteitsaandelen en bindende voordrachten zorgen ervoor
datt de RvB en RvC een beslissende invloed hebben op de benoeming van nieuwe bestuurders
enn commissarissen. De stemrechtperkingen limiteren het maximaal aantal stemmen dat een
individuelee aandeelhouder mag uitoefenen. Bij certificering wordt het stemrecht zelfs volledig
losgekoppeldd van 'aandelenbezit' omdat de 'aandeelhouder' dan slechts certificaten bezit van
aandelen.. De stemrechten van de aandelen zijn in dat geval in handen van het
administratiekantoorr dat de aandelen in bewaring heeft en de certificaten uit heeft gezet.
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Alss gevolg van deze laatste twee beschermingsconstructies was de total concentratie
vann stemrechten in 1992 10 procentpunten lager dan de totale concentratie van aandelen (of
certificaten)) die we zojuist rapporteerden. Beschouwen we het administratiekantoor eveneens
alss insider, dan controleerden in 1992 25% van de ondernemingen op zijn minst 60% van de
stemmenn als een direct gevolg van het gebruik van certificering. Het gecombineerde effect
vann grootaandeelhouderschap van RvB en RvC leden en certificering zorgt ervoor dat in
datzelfdee jaar in 60 van de 152 ondernemingen de insiders zich van een meerderheid
verzekerdd wisten op de aandeelhoudersvergadering.
Eenn andere bron voor de verwatering van de rechten van aandeelhouders in Nederland
iss het structuurregime. Grof gezegd zijn ondernemingen met meer dan 100 werknemers, een
boekwaardee van het aandelenkapitaal van tenminste 25 miljoen gulden en met een
ondernemingsraadd verplicht het structuurregime toe te passen. Het regime dicteert dat de
ondernemingg een Raad van Commissarissen instelt wiens leden niet tevens actief zijn binnen
dee raad van bestuur. Deze Raad van Commissarissen krijgt dan vervolgens een formeel sterke
positiee
doordat
de meeste zeggenschapsrechten
die normaliter
aan de
aandeelhoudersvergaderingg zijn toebedeeld worden overgeheveld. Zo heeft onder het
structuurregimee de RvC het exclusieve recht om de leden van zowel de RvB als de RvC te
ontslaann en te benoemen. De aandeelhoudersvergadering heeft dan nog slechts het recht om
dee jaarrekening, welke door de RvC wordt goedgekeurd, definitief vast te stellen alsmede zich
tegenn een kandidaat voor de RvC te verzetten. In 1992 was het structuurregime in ongeveer
60%% van de Nederlandse beursgenoteerde ondernemingen in werking.
Doorr het veelvuldig voor komen van al deze constructies is bij praktisch alle
ondernemingenn het recht op benoeming en ontslag van de RvB en RvC in handen van
insiders.. Als op de onderneming het structuurregime van toepassing is dan zijn deze rechten
inn handen van de RvC.
Wee kijken in Hoofdstuk 3 ook of er een verband bestaat tussen de eigendomsstructuur
vann de onderneming en de manier waarop of de mate waarin de rechten van aandeelhouders
verwaterdd zijn. Het blijkt dat ondernemingen die het minst de rechten van de aandeelhouders
verwaterenn over het algemeen een grootaandeelhouder hebben die een aanzienlijk deel van de
aandelenn in zijn/haar bezit heeft. De totale concentratie van aandelen is ook hoger in deze
ondernemingen.. Deze bevindingen suggereren dat geconcentreerd eigendom en
beschermingsconstructiess als substituut functioneren. Een grootaandeelhouder die een
omvangrijkk gedeelte van de aandelen in zijn bezit heeft hoeft immers niet op
beschermingsconstructiess te vertrouwen om zich te verzekeren van de controle over de
onderneming. .
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Bijnaa alle Nederlandse beursgenoteerde ondernemingen kennen een tweeledige
bestuurs-- en toezichtstructuur, waarbij het management en het toezicht op de onderneming via
gescheidenn organen, de RvB en de RvC, plaats vindt. Over het algemeen zijn de leden van de
Raadd van Commissarissen niet tevens lid van de Raad van Bestuur van dezelfde onderneming.
Uitt onze analyses blijkt dat het verloop binnen de RvC toeneemt bij een verslechtering van de
ondernemingprestaties.. Dit suggereert dat de RvC haar verantwoording neemt bij slechte
bedrijfsresultatenn en haar gelederen wijzigt om de problemen binnen de onderneming het
hoofdd te kunnen bieden. Het lijkt er dus op dat ondanks dat de samenstelling van de RvC in
Nederlandd vaak volledig is afgeschermd van de invloed van buitenstaanders, er geen situatie
ontstaatt waarin commissarissen een onvoorwaardelijke positie hebben. Overigens lijkt dit wel
tee gelden voor de voorzitter van de RvC. Onze resultaten duiden er namelijk op dat bij een
verslechteringg van de bedrijfsprestaties, er geen vergroting van de kans optreedt dat deze de
ondernemingg verlaat.
Wee analyseren in Hoofdstuk 3 ook of veranderingen in de samenstelling van de RvC
afhangenn van de eigendomsstructuur van de onderneming en van de wijze waarop de
zeggenschapsrechtenn van aandeelhouders verwaterd zijn. Onze bevindingen duiden er niet op
datt grootaandeelhouders die niet al in de RvC zitten bepalend zijn voor het aanbrengen van
dergelijkee veranderingen. We vinden echter wel dat in ondernemingen waarop het
structuurregimee van toepassing is de samenstelling van de RvC minder frequent verandert.
Wellichtt dat in deze ondernemingen het systeem van coöptatie, waardoor de RvC haar eigen
ledenn benoemt, (meer) leidt tot het automatisch aanblijven van commissarissen.
Inn het laatste deel van Hoofdstuk 3 bekijken we kort de relaties tussen niet-fmanciële
ondernemingenn en banken/financiële conglomeraten die ontstaan door bancaire
kredietverleningg en door vertegenwoordiging in de RvC. In 1992 waren banken in 21 van de
1455 niet-financiële, beursgenoteerde ondernemingen vertegenwoordigd met een lid van hun
RvBB in de RvC. De aanwezigheid van deze bankiers gaat gepaard met
grootaandeelhouderschapp van de betrokken bank, maar niet met meer korte termijn
bankleningen.. Dit duidt erop dat de bron van de vertegenwoordiging gelegen is in de aandelen
investeringenn van de banken/financiële conglomeraten en niet in hun functie als
kredietverlener. .
Inn Hoofdstuk 4 concentreren wij ons op het verloop onder de leden van de Raad van
Bestuur.. Allereerst bekijken wij of een verslechtering in ondernemingsprestaties leidt tot een
verhoogdee kans op het vertrek van deze leden van de RvB. Dergelijke informatie kan ons
inzichtt verschaffen in de mate waarin het management in Nederland verantwoordelijk wordt
gehoudenn voor de bedrij fsprestaties. Onze analyse laat zien dat een slecht recent
aandelenrendementt alsmede een lage recente winstgevendheid leiden tot een sterke toename

S A M E N V A T T I N GG ( S U M M A R Y IN D U T C H )

233 3

inn het managementverloop. Het belang van aandelenrendementen bij het verklaren van
managementverloopp in Nederland contrasteert sterk met de veronachtzaming van de positie
vann de aandeelhouder die lijkt te worden ingegeven door de verwatering van hun rechten.
Tevenss blijkt uit onze analyse dat zowel het niveau van het managementverloop als de relatie
tussenn bedrijfsprestaties en managementverloop die wij vinden voor Nederland sterk
overeenkomenn met bevindingen voor andere landen. Klaarblijkelijk leidt het Nederlandse
corporatee governance systeem niet tot een afwijkende dynamiek indien wij deze meten aan de
handd van het managementverloop.
Vervolgenss onderzoeken wij of het verloop binnen de RvB afhangt van de
beheersstructurenn van ondernemingen. Daartoe richten wij ons allereerst op de relevantie van
dee eigendomsstructuur. Grootaandeelhouderschap blijkt echter niet van invloed te zijn op
managementverloop.. Dit geldt zowel voor grootaandeelhouderschap van de RvB en de RvC
alss voor de aanwezigheid van andere grootaandeelhouders. Er is dus geen bewijs dat de RvC
hett management anders benadert indien zij een omvangrijk pakket aandelen in de
ondernemingg bezit of dat aandelenbezit door het management tot verschansing leidt. Onze
resultatenn duiden er tevens op dat externe grootaandeelhouders niet bepalend zijn voor het
initiërenn van veranderingen in de samenstelling van de RvB.
Verderee analyse leert ons dat het structuurregime geen invloed heeft op de relatie
tussenn ondernemingsprestaties en managementverloop. Het lijkt er dus niet op dat de
concentratiee van bevoegdheden die dit regime met zich meebrengt ertoe dat de RvC zich
anderss opstelt ten aanzien van het management. We vinden echter wel dat in ondernemingen
diee via certificering een groot gedeelte van de stemrechten controleren, slechte
ondememingsprestatiess leiden tot een extra verhoging van de kans op managementverloop.
Hieruitt blijkt overduidelijk dat het bezit van stemrechten door de onderneming er niet toe leidt
datt de verantwoording die door het management wordt afgelegd voor de
ondernemingsprestatiess vermindert. Het versterkte verband tussen bedrijfsprestaties en
managementverloopp kan worden verklaard uit een verminderde intensiteit van het toezicht
onderr normale bedrijfsomstandigheden. De ondernemingsprestaties zullen in dat geval een
belangrijkeree maatstaf vormen bij de beslissing voor het al dan niet vervangen van het
management.. We hebben echter geen direct bewijs dat deze stellingname inderdaad van
toepassingg is.
Inn het laatste deel van Hoofdstuk 4 wordt onderzocht of dat banken invloed uitoefenen
opp de samenstelling van de RvB. Het blijkt dat de aanwezigheid van bankiers in de RvC ertoe
leidtt dat bij een verslechtering van de kasstroomdekking van de kredietverplichtingen die de
ondernemingg is aangegaan, de kans op het vertrek van de voorzitter van de RvB hoger is.
Voorr een verslechtering van het aandelenrendement is een dergelijk effect niet aanwezig.
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Gegevenn dat we in Hoofdstuk 3 hebben gevonden dat de vertegenwoordiging in de RvC
samenhangtt met de aandeleninvesteringen van banken/financiële conglomeraten betekent dit
datt banken de macht die zij verkregen hebben door middel van aandeleninvesteringen
gebruikenn indien de terugbetaling van bankleningen in gevaar komt. Tevens vinden we dat
eenn verslechtering van de kasstroomdekking die gepaard gaat met een toename in de relatieve
hoeveelheidd kortetermijn

bankleningen tot een verhoogde kans leidt op een hoog

managementverloop.. Voor de representatie in de RvC bestaat dit verband niet. Dit duidt erop
datt banken via hun kredietrelaties in potentie een meer krachtig controlemiddel hebben dan
viaa vertegenwoordiging in de RvC.
Inn Hoofdstuk

5 analyseren we of de verschillen in de beheersstructuren van

Nederlandsee bedrijven van invloed zijn op het ondernemingsresultaat. Hierbij richten we ons
primairr op de vraag of grootaandeelhouderschap
bedrijfsresultaat..
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grootaandeelhouderschapp van de leden van de RvB en RvC de belangen van aandeelhouders
enn topfunctionarissen in potentie parallel getrokken. Wij onderzoeken in een steekproef van
1322 niet-financiële (beursgenoteerde) ondernemingen, die wij volgen van 1992 tot en met
1996,, of deze hypotheses inderdaad opgeld doen. We vinden dat het rendement op het totale
vermogenn inderdaad stijgt met de concentratie van het eigendom. Dit verband is aanwezig
voorr het aandelenbezit van zowel externe grootaandeelhouders als dat van de leden van de
RvBB en de RvC. Echter, voor Tobin's q en voor de marktwaarde-boekwaarde ratio van het
eigenn vermogen wordt deze relatie niet gevonden. Deze twee prestatiemaatstaven zijn echter
well weer hoger indien de onderneming externe grootaandeelhouders heeft die in totaal
tenminstee 10% van de aandelen bezitten. De bevindingen suggereren dus dat zowel de
'monitoring'' hypothese als de 'parallelle belangen' hypothese relevant zijn voor Nederlandse
ondernemingen.. Het gebrek aan consistentie van onze resultaten duidt echter op de noodzaak
tott voorzichtigheid omtrent het aanvaarden van deze conclusies.
Wijj bekijken in Hoofdstuk 5 ook of er een verband bestaat tussen de verschillende
wijzess waarop de rechten van aandeelhouders verwaterd zijn en de ondernemingsprestaties.
Hett blijkt dat ondernemingen waarop het structuurregime van toepassing is een lagere Tobin's
qq en marktwaarde-boekwaarde ratio van het eigen vermogen hebben. Eveneens vertonen zij
eenn lager rendement op het totale vermogen. Voor deze laatste prestatiemaatstaf vinden we
datt in ondernemingen met het structuurregime het rendement zo'n 2 procentpunten lager is.
Dezee resultaten suggereren dat de formeel krachtige positie die de Raad van Commissarissen
heeftt in deze ondernemingen sterk negatief uitwerkt op de bedrijfsprestaties. Onze analyse
laatt tevens zien dat bedrijven die over een aanzienlijk deel van de stemrechten beschikken als
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gevolgg van certificering geen afwijkende performance vertonen. Het blijkt bovendien dat als
wee de grootaandeelhouders die geen stemrechten hebben negeren, het eerder gevonden
verbandd tussen de concentratie van eigendom en ondernemingsprestaties praktisch volledig
verdwijnt.. Deze laatste twee resultaten impliceren dat certificering niet leidt tot het
afschermenn van de onderneming tegen disciplinerende krachten.
Tenslottee onderzoeken wij kort in Hoofdstuk 5 of de relaties tussen banken en nietfinanciëlee ondernemingen gevolgen lijken te hebben voor de bedrijfsresultaten van deze
laatstee groep. Het blijkt dat de prestatiemaatstaven negatief gecorreleerd zijn met de relatieve
hoeveelheidd kortetermijn bankkrediet. Dit geldt met name voor Tobin's q, de marktwaardeboekwaardee ratio voor het eigen vermogen en het rendement op het eigen vermogen. Het
negatievee effect is milder als we naar het rendement op het totale vermogen bekijken. Dit
patroonn kan worden verklaard door een sterke positie van de banken als gevolg van hun
kredietrelaties,, welke vervolgens wordt gebruikt om een conservatief ondernemingsbeleid en
eenn hoge interestvergoeding af te dwingen. We hebben echter geen direct bewijs die de
relevantiee van deze verklaring ondersteunt.
Latenn we in het kort de belangrijkste conclusies van Hoofdstuk 3 t/m 5 op een rijtje zetten en
enigee suggesties geven voor toekomstig onderzoek. Ons inziens bevatten Hoofdstuk 3 en 4
weinigg verontrustende resultaten voor het Nederlandse corporate governance systeem. Het feit
datt het verloop binnen zowel de Raad van Bestuur als de Raad van Commissarissen toeneemt
bijj een verslechtering van de ondernemingsresultaten duidt erop dat zij die in Nederland het
meestt direct betrokken zijn bij het beleid van de grote ondernemingen ook verantwoordelijk
zijn/wordenn gehouden voor de prestaties van deze bedrijven. De geringe invloed die
buitenstaanderss formeel kunnen uitoefenen op de samenstelling van beide raden leidt dus niet
tott een situatie waarbij de leden over het algemeen hun posities aanhouden bij slechte
ondernemingsprestaties.. Bovendien blijken aandelenrendementen belangrijk te zijn voor het
verklarenn van veranderingen in de samenstelling van beide raden. Dit duidt erop dat de
belangenn van eigen vermogenverschaffers wellicht minder veronachtzaamd worden dan de
sterkk verwaterde rechten van aandeelhouders doen vermoeden.
Eenn interessante onderzoeksvraag die uit onze analyses naar voren komt betreft de
kwestiee hoe het verloop binnen de RvB en RvC nu daadwerkelijk tot stand wordt gebracht in
Nederland.. Ons onderzoek suggereert dat grootaandeelhouders hier geen actieve rol in spelen.
Verlatenn de leden van de RvB en RvC over het algemeen vrijwillig de onderneming wanneer
dee omstandigheden erop wijzen dat zij niet de juiste persoon op de juiste plaats zijn? Indien
ditt het geval is dan lijkt het erop dat zelfcorrectie een essentieel element is bij het bestuur van
grotee ondernemingen in Nederland. Anderzijds kan het zijn dat de RvC een bepalende rol
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speeltt bij het initiëren van wisselingen in de samenstelling van beide raden. In dat geval
kunnenn we de Nederlandse Raden van Commissarissen een onafhankelijke rol toedichten die
eenn kritische houding met zich meebrengt ten aanzien van zowel het management als haar
eigenn leden.
Dee analyse in Hoofdstuk 5 suggereert dat de aanwezigheid van externe
grootaandeelhouderss alsmede de concentratie van aandelenbezit in handen van de leden van
dee RvB en de RvC tot betere ondernemingsprestaties leidt. Dit is in overeenstemming met de
hypothesess dat externe grootaandeelhouders door monitoring een disciplinerende werking
hebbenn en dat aandelenbezit door management en commissarissen de belangentegenstellingen
tussenn topfunctionarissen en aandeelhouders verminderen. Ons inziens is echter meer
onderzoekk vereist om hierover een definitieve uitspraak te doen. Momenteel zijn er slechts
eenn gering aantal studies gedaan naar de relevantie van deze hypotheses. Wellicht kunnen
onderzoeksmethodenn zoals case studies, enquêtes en interviews hierbij in de toekomst
behulpzaamm zijn.
Onss onderzoek aangaande de rol van banken/financiële conglomeraten bij het besturen
vann ondernemingen impliceert dat bankiers invloed uitoefenen op het ondernemingsbeleid.
Zowell door bancaire kredietverlening als door vertegenwoordiging in de Raad van
Commissarissenn worden wijzigingen in de Raad van Bestuur afgedwongen. Bovendien
vindenn we resultaten die lijken te suggereren dat banken via hun kredietverlening in staat zijn
omm een conservatieve bedrijfspolitiek af te dwingen alsmede een hoge rentevergoeding. Of
bankenn inderdaad een dergelijke negatieve rol spelen binnen de beleidsvorming van de grote
Nederlandsee bedrijven is een interessante vraagstelling voor toekomstig onderzoek.
Hoofdstukkenn 3 t/m 5 bevatten geen verontrustende resultaten wat betreft de
certificeringg van aandelen. Hetzelfde geldt voor de resultaten voor het structuurregime in
Hoofdstukk 3 en 4, zei het in iets mindere mate. In Hoofdstuk 5 vinden we echter een sterke,
negatievee invloed van het regime op de bedrijfsprestaties. Dit leidt tot de vraag op welke
wijzee het ondernemingsbeleid anders wordt vastgesteld in ondernemingen waarop het regime
vann toepassing is. Leidt de concentratie van macht tot inertie in de besluitvorming en tot
automatischee consensus binnen de RvC? Of is het zo dat de Raad van Commissarissen in deze
ondernemingenn meer geneigd zijn de belangen van andere partijen dan de financiers te
honoreren?? Nader onderzoek zal hier meer inzicht in moeten verschaffen.
Inn Hoofdstuk 6, welke getiteld is "Monitoring, Shareholder Activism and the Correction of
Manageriall Failure", presenteren we een theoretisch model dat de grenzen benadrukt van de
effectiviteitt van 'monitoring'. De opzet van het model benadrukt dat 'monitoring' door
partijenn zoals de Raad van Commissarissen en grootaandeelhouders vaak het beste kan
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wordenn gekarakteriseerd als een situatie waarin uit hoofde van de principalen toezicht wordt
gehoudenn op agenten dóór andere agenten. Het is namelijk onwaarschijnlijk dat leden van de
Raadd van Commissarissen, of onafhankelijke directeuren binnen een 'one-tier board
structure',, zich van hun taak kwijten alsof zijzelf in het bezit zijn van alle aandelen. Evenzo
zijnn de grootaandeelhouders van bedrijven meestal ondernemingen, bijv. financiële
instellingen,, en niet individuen. De vertegenwoordigers van grootaandeelhouders die de
ondernemingg monitoren zijn daarom vaak zelf agenten van hun eigen aandeelhouders. In
beidee gevallen kunnen we het gedrag van de toezichthouder niet zo maar gelijk stellen aan die
vann een principaal die zelfde taak van het toezicht vervult. Om deze hiërarchische aspecten
vann monitoring modelmatig te kunnen analyseren concentreren wij ons op het gedrag van een
toezichthouderr wiens taak bestaat uit het onderkennen en corrigeren van het falen van
management.. We veronderstellen daarbij dat de monitor zich voornamelijk om haar reputatie
alss vaardige toezichthouder bekommert.
Onzee analyse laat zien dat er een trade-off bestaat tussen de nabijheid van de monitor
enn het behoud van haar objectiviteit bij het evalueren van het door het management
geïnitieerdee beleid. Indien de toezichthouder dicht bij de onderneming staat is zij in een betere
positiee om tijdig het falen van het management te erkennen. Echter, nabijheid creëert tevens
eenn situatie waar in een later stadium de monitor en het management gezamenlijk
verantwoordelijkk zijn voor het gevoerde ondernemingsbeleid. Dit verstoort de prikkel voor de
toezichthouderr om in te grijpen indien het beleid heeft gefaald. De noodzaak tot ingrijpen
duidtt immers op het falen van de monitor, die door haar nabijheid eerder had kunnen
optreden.. Nabijheid van de toezichthouder vermindert dus de prikkel om het management op
haarr falen te wijzen en introduceert daarmee een gebrek aan objectiviteit bij de monitor. Onze
analysee laat zien dat als gevolg hiervan, het optimaal kan zijn om de nabijheid van de
toezichthouderr dusdanig te verminderen dat een tijdige onderkenning van het falen van
managementt onmogelijk is. Hierdoor wordt namelijk de prikkel om in een later stadium in te
grijpenn ongemoeid gelaten.
Naa deze analyse kijken wij in het laatste deel van Hoofdstuk 6 of partijen die niet als
monitorr fungeren, bijv. (kleine) aandeelhouders, over het algemeen een gebrek aan
objectiviteitt van de toezichthouder kunnen corrigeren door zelf tot ingrijpen over te gaan.
Onzee resultaten laten zien dat dergelijk activisme niet noodzakelijkerwijs een goed alternatief
iss voor de objectiviteit van de monitor. Buitenstaanders zullen terughoudend zijn bij het
ingrijpen,, zelfs als zij weten dat het toezicht niet objectiefis. De reden is dat zij onzeker zijn
off een monitor die nabij de onderneming staat zelf al in een vroeg stadium tot correctie is
overgegaan.. De terughoudendheid is dus onlosmakelijk verbonden met het probleem van
nabijheidd van de toezichthouder. Onze resultaten laten bovendien zien dat de kans op het
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observerenn van ingrijpen door buitenstaanders wellicht het grootst is als de objectiviteit van
hett toezicht relatief groot is. Dit betekent dat actief ingrijpen door buitenstaanders uit angst
voorr een gebrek aan objectiviteit van de monitor het minst waarschijnlijk kan zijn in een
corporatee governance systeem waar de objectiviteit van het toezicht juist laag is.
Dezee resultaten contrasteren sterk met de notie dat meer toezicht en controle over de
agentt in het belang van de principaal is. Hoofdstuk 6 duidt dus op de kosten van het hebben
vann nabije monitoren zoals een actieve Raad van Commissarissen en (actieve)
grootaandeelhouders.. Een grote betrokkenheid bij het ondernemingsbeleid zal een tendens
creërenn tot het ondersteunen van inefficiënt ondernemingsbeleid. Dit betekent dat
principaal/agentt problemen bij ondernemingen niet noodzakelijkerwijs het meest efficiënt
wordenn opgelost in een corporate governance systeem waar toezichthouders nauwgezet de
ondernemingg volgen. Bovendien laat onze analyse zien dat buitenstaanders zoals
aandeelhouderss die niet als monitor actief zijn wellicht minder vaak zullen ingrijpen wanneer
dee objectiviteit van de toezichthouder juist minimaal is. Dit kan een verklaring vormen voor
dee relatieve inactiviteit van (kleine) aandeelhouders in Continentaal Europa en Japan.
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Thiss dissertation contains five essays on the intersection of corporate
financee and corporate governance. Two of these provide theoretical
approaches,, presenting a discussion of the relevant literature and a
game-theoreticc model that is used to study the effectiveness of
monitoring.. The three other essays analyze the basic governance
characteristicss of Dutch listed firms. In particular, the author looks at
thee ownership structure of these firms, the allocation of control rights
overr their different stakeholders and their ties with banks.
Hee also investigates the implications of these governance structures
forr corporate decisions. A key result that emerges from the analyses
iss that poor firm performance strongly increases the probability
thatt management and supervisory board members leave the firm.
Thiss indicates that those in control of large Dutch companies are not
deeplyy entrenched and that they are accountable for poor corporate
performance. .
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