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ABSTRACT

External governance (e.g., takeover) and internal governance (e.g., ownership structure) are the most common
mechanisms to solve the agency problem in a corporation. Cremers and Nair (2005) make the first effort to investigate
one of the interactions between the two mechanisms by considering G-index and block shareholder ownership. This
paper investigates the interaction between G-index and executive ownership. Our tests show that the interaction of two
mechanisms generally has negative impact on the firm performance and value. When checking the abnormal returns of
portfolios formed by the different combinations of the two mechanism characters, we find both substitution and
complementary relation between G-index and executive ownership.

INTRODUCATION

The separation of ownership and management allowdem corporations to take full advantage of labor
specialization and the scale of economy, whilentlagor side effect is agency problem. This sepamatiduces conflict
of interest between managers and shareholderg shareholders are interested in maximizing theevaf firm, while
managers’ interest is more likely to focus on tleein compensation and job security.

Shareholders, managers, and scholars have alldeagohing for mechanisms to solve the conflict.utnber of
corporate governance mechanisms, such as ownesshipture, executive compensation, board structare]
governance regulatory, have been widely discussddiraplemented. However, until now, there has beemperfect
all-in-one solution for the agency problem.

Based on the corporation charter provisions, Gomgeral. (2003) (GIM) construct a “Governance Iridex
proxy for the level of shareholder rights. Gremarsl Nair (2005) treat the “G-index” as a proxy ®xternal
governance, since the index is strongly relatettiédevel of takeover vulnerability.

From the game theory perspective, the outcome gdrae is not only associated with the playing raeshe
game but also associated with the characterisfigdayers. During the game, constrained by the iptayules, the
negotiating power of each player will influence tesult. Since there are a number of players ioraaration, e.g.,
CEO, corporate insiders, outsider directors, exddoiock shareholder, controlling stockholders, atfters, we shall be
interested in researching the interaction betwednd8x and those players. In this paper, we cheekitteraction
between G-index and executive ownership. We firdgbrtfolio with the low G-index and low executieg/nership
firms bears the highest abnormal return, and tlewith high G-index and low executive ownershiprbeae lowest
abnormal return.

GIM (2003) call low G-index portfolio “democracy gfolio” and high G-index portfolio “dictator pouxfio”.
Following their line, we interpret that the portfolwith low G-index and low executive ownershipnig is the
democracy portfolio with democratic leaders.

The rest of this paper is organized as follows.tiBac2 reviews the related literature. Section 3veh the
description of the data. Section 4 illustratesehwirical tests and results. Section 5 concludepéper.

LITERATURE REVIEW

Corporate governance can be regarded as a probieving an agent (CEO or senior executives) andtiphe
principals (the shareholders, creditors, employaed,other parties with whom the CEO engaged iimkas on behalf
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of the corporation). The center of the agency mwobis the conflict of interests between managedssivareholders. A
number of governance mechanisms related to comavatld are targeted at aligning the interest ohaggers with
those of shareholders.

As a general assumption, managers and shareh@lderssk averse and their behavior is rational.rétoge, in
the game between shareholders and managers, theonosion approaches used by shareholders inclysEnssion,
threats, and incentives. In general, the governamehanism could be classified into two groupsee! governance
and internal governance.

For external governance, takeover is regarded amportant mechanism to threaten managers and pooire
the firm’'s value. As argued by Becht et al. (20a8)e of the most radical and costly mechanismsligiplining and
replacing managers is a hostile takeover. The ssfuetakeover would allow bidder to appoint a fé®O. Therefore,
the takeover is a great threaten to push the martageprove efficiency. Much research has beenotil to the
takeover mechanism. Scharfstein (1988) focusessgmaetric information between shareholders and gemant as
a source of contract inefficiency. He finds thataler who is informed about the firm’s environmean mitigate this
inefficiency. The takeover mechanism provides a nmeeaf penalizing the manager precisely when he ldhba
penalized — when firm value is low because the rganahirked responsibilities and not because th@@ment was
unfavorable.

GIM (2003) establish “Governance index” to proxy fbe level of shareholder right based on the moadeti-
takeover or delaying takeover measure by trackihgtarter provisions. They posit that these prowsiwould low the
effectiveness of takeover threats, therefore riesgpih low profit and low return.

A research done by Comment and Schwert (1995) atmiehe deterrence of modern anti-takeover meassr
limited, and only increases takeover premiums. @fadution of sophisticated anti-takeover measuraderthe level of
takeover activities fell dramatically after 198G#wever, since the current anti-takeover mechanisvslve many
provisions related to compensation, voting right] delay in board meeting, Comment and Schwertjaraent is very
hard to hold now.

Moreover, besides takeover mechanism, the competiti product market, management market competition
audit supervision and law protection are all regdrds alternatives of external governance.

For internal governance, the ownership structuregrdd structure, and executive incentive are theomaj
components. In fact, leverage and dividend canla¢segarded as internal governance mechanisms.

Shleifer and Vishny (1986) model that large shalgdrs have incentives to monitor the management and
consequently, the presence of large shareholdarbecarucial to facilitate takeover. Larger shatééis have incentive
to monitor the management and get paid for pathefgains that occur through takeover, thus thegmee of large
shareholders makes the appearance of a bidderlikelse Cremers and Nair's (2005) result is coresistwith Shleifer
and Vishny’s model, in that the higher public pensiund holding can be a source to lower agenciscos

Although the benefit of large investors is at lethstoretically clear, Shleifer and Visheny (19918oaargue in
another paper that the costs of large investorelbveus. Large investors are active players im@aration, but they
may only represent their own interests, which asied by Shleifer and Vishny, “need not coincidehviite interests of
other investors in the firm, or with the interests employees and managers.” Large investors mightd treat
themselves preferentially at the expense of othgestors and employees. In addition, if their cointights are
significantly in excess of their cash flow righttsey do have greater ability to do so.

Demsetz and Villalonga (2001) find evidence thatnekghip structure and corporate performance is not
statistically significant related. This implies ttiadeoff between the benefit and the cost of latg@eholders.

Since there are both benefits and costs of largeekblders, if we can not distinguish the spedfatus of the
large shareholders, the impact of large sharehelgieder various scenarios is subject to empirestbst

Cremers and Nair (2005) make the first attemptnteestigate how the market for corporate controtgmal
governance) and shareholder activism (internal garece) interact. They analyze one of interactlmetsveen external
governance and internal governance: the interacida-index and block shareholders. They find afptio with low
G-index and high block shareholder bears highesom@bal return, while a portfolio with low G-indexié low block
shareholder bears the lowest abnormal return.
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Cremers and Nair's research opens a new perspedgftigtudy, that is, to investigate the other intéicms of
external and internal governance. Following thie Jithis paper investigates the interaction of reeiegovernance (G-
index) and one of the internal governance mechanismnagerial ownership.

Insider ownership, mainly ownership of CEOs, semeixecutive officers, is related to operating perfance and
equity values in a manner consistent with curvaineelationship tested by Morck et al. (1988) atulz5(1988). Stulz
(1988) suggested that increased insider holdingueees firm value at low levels of ownership. Howe\a higher
levels of insider ownership, managerial entrenchnmapedes takeovers and decreases firm value. Metrek (1988)
present evidence on a nonmontonic relationship éatveash flow ownership of mangers and profitgbdftfirms.

When manager’s ownership increases, their intésdsétter aligned with those of other shareholddswvever,
large management shareholders also increase tugjaibing power, which, in turn, cause manageneputsue self-
interest at the expense of other shareholders.

It is more realistic to investigate the impact afeznal governance mechanism (e.g., takeover vaibikty) on
firm value conditioning the managerial ownership.ldrge managerial owned forms, the CEO will facgcinfewer
takeover threats even if the external governanceham@sm is high (low G-index). Meanwhile, under thigikeover
vulnerability (low G-index), the managers in low magerial owned firms will face higher takeover grege

DATA

The initial sample set consists of all firms thatvé a G-index, and the sample set is provided by. @IM
construct the G-index based on the Investor RedpibityisResearch Center (IRRC) surveys (1990, 198205, 1998,
2000, 2002, 2004, and 2006) of investor’s right taletover protection. They identify 24 anti-takeopeovisions, and
each provision counts one point in the G-indeldsing GIM’s terminology, we refer to the companiwith the
strongest shareholder right§5(<5) as the “Democracy” companies, and refer the comgsawith the weakest
shareholder rights@ = 14) as the “Dictatorship” companies. Since the IRR@/sys are not issued every year, we
follow GIM’s method and use the years of IRRC d@talassify multiple years. The initial set incledé017 firms,
with dates ranging from 1990 to 2006.

For the tests of operating performance and abnoretain, we require that sample firms have accogndata,
stock return data and executive ownership data.risech the G-index to stock return data from the ERthe
accounting data from Compustat, and the executieecship data from Excucomp. Firms missing accagndata,
stock return data, and executive ownership datiebeitleleted from the sample set.

We use operating ROA as the measure of operatiniprp@ance. There are several ways to measure ROA.
Barber and Lyon (1996) advocate operating inconferbedepreciation; however, Core, Guay, and Rust{@006)
prefer the use of operating income after depregatiie report the result for operation income befdepreciation
(ROA(1)). The results from using operating incorfteradeprecation are almost the same. We also me&fDA(2) as
the ratio of earning before interest and tax taltasset, following Cheng (2008) and some othexarehers who use it
as the definition of ROA.

For firm value, instead of using Tobin’s Q, we ol Nam, Tang, Thornton, and Wynne (2006) approaalst
market-to-book ratio. The market-to-book ratio éfided as the total market value of assets to tuk lvalue of asset
for the firm. The market value of assets is defiasdthe sum of the market value of equity pluskibek value of
liabilities and preferred stock. This measure garded as a close proxy for Tobin's Q.

We also include book-to-market ratio and firm simeasured as the logarithm of book-to-market ratid the
market value of equity, as control variables. Téugorof capital expenditure to total sales andl¢verage ratio are also
included in the tests.

Table 1 presents summary statistics for corporatéopmance and value, G-index, executive ownersiyl
other firm characteristics. The results indicat #8-index ranges between 1 and 18, with a meameutian of 9. The
mean of executive ownership is 6.5% and the mediar85%.

! See GIM (2003) for detail.

128 The Journal of International Management Studies, Volume 4, Number 2, August, 2009



Table 1. Summary statistics of G and firm characteristics

Variables Mean Std. dev Min 25th pctl Median  75th pctl M ax
MVE 2980.18  13151.3  4.31376 419.6757 951.2175 2227.71  420992.4
BME % 0.628517 1.688457 -31.3559 0.300298 0.477986 0.718482 78.73543
Executive ownership % 6.537602 10.67567 0 0.6 1.85 7.64 100
G-index 8.795202 2.600245 1 7 9 10 18
Market to Book ratio % | 1.978044 1.378362 0.284713 1.206178 1.582924 2.237548 24.51239
Cap'ta'szigg'g/‘:'t”res ©| 0074828 0178004 0 0.021359 0.039033 0.073839  8.85969
Leverage ratio % 0.204164 0.185648 0 0.029072 0.184998 0.321488 2.015673

Operating income before| 1 3150 01171701 -1.47507 0.093213 0.114024 0.196516 0.917518
deprecation to total asset Yo

EBIT to total asset % 0.096731 0.113298 -1.57523 0.055349 0.097232 0.146797 0.865322

TESTS

A. Theinteraction of external and internal gover nance mechanism on oper ating per for mance and firm value

Using a similar approach as Core et al. (200658®ss the effect of governance mechanism on firforpeance,
we regress measure of future operating performéindestry adjusted ROA) and firm value (M/B rati@)easured at
time t) on G-index and executive ownership , andtred variables (measured at time t-1). Since ttaénnmterest for
this test is to find the interaction between two@mances, we add the interaction term in the mdded model for the
test is:

Industry — adjusted — ROA, =

a+Bl0gMVE, , + B,1ogBME, , + B, logGindex , + 8,Execy ,, + 5;(logGindex, ., * Execy )

We use Core et al. (2006) model, except for changindex to log(G-index) to control heteroscedaisti
Different from Core’s result that G-index is negatsignificant to ROA, we find that the coefficiasftlog(G-index) is
not significant. However, the coefficient of G-indfor M/B regression is negative significant. Thésult is consistent
with GIM (2003) that G-index is negative relatediten value.

After we add executive ownership and the interacterm of G-index and executive ownership in thedel®
(see table 2), the coefficients of G-index and aekige ownership are not significant, but in gengtlady have negative
signs. The interaction term is positive significartis is the evidence to show the complementdatiomn between G-
index and executive ownership.

Table 2: External and internal governance on the firm performance and value
Industry - adjusted - ROA , =
a+ f,log MVE ., + 8, log BME ; ,, + 3, log Gindex ;,_, + B,Execu ;,, + S (log Gindex ; _, * Execu ;)

ROA1l ROA2 M/B ROA1 ROA2 M/B ROA1 ROA2 M/B
C -0.0802 -0.10647 -0.88583 -0.08126 -0.10784 ®.79 -0.0764 -0.0975 -0.80324
[<.0001***]  [<.0001***] [<.0001***] [<.0001***] [<.0001**] [<.0001***] [<.0001***] [<.0001***] [<.0001**]
LogMVE 0.0108 0.01221 0.10308 0.01125 0.01268 ®105 0.0116 0.0132 0.10252
[<.0001***]  [<.0001***] [<.0001*** [<.0001***] [<.0001**] [<.0001***] [<.0001*** [<.0001**¥ [<.0001***]
LogBME -0.0194 -0.01978 -0.65411 -0.01938 -0.01969 -0.6537 -0.0184 -0.0187 -0.63299
[<.0001***]  [<.0001***] [<.0001***] [<.0001***] [<.0001***] [<.0001***] [<.0001***] [<.0001**¥] [<.0001**]
LogGindex | -0.00067 0.00687 -0.15148 -0.00307 0.00392 -0.2097 -0.0011 0.0048 -0.10533
[0.8687] [0.0865%] [0.0009**] [0.5386] [0.4254] [0.0002**+]  [0.8166] [0.331] [0.0615%]
Execu -0.0002 -0.0002 -0.0076 -0.0002 -0.0002  .00®48
[0.5745] [0.4887] [0.1003] [0.6262] [0.47] [@27]
Interaction 0.00008 0.0001 0.00125 0.00007 0.00009 0.0007
[0.0853%] [0.03*] [0.0273*] [0.1472] [0.0554%] [0.1733]
Cap -0.0495 -0.0872 0.64475
[<.0001***] [<.0001***] [<.0001***]
Leverage -0.0339 -0.0409 -1.07448
[<.0001***] [<.0001***] [<.0001***]
Sample size 4650 4667 4668 4650 4667 4668 4595 4611 4612
R? 0.0769 0.089 0.2665 0.0803 0.0945 0.2677 0.0898 1189. 0.2917

Notes: Significance at the 10%, 5%, and 1% leveliei®ted by *, **, and ***, respectively.
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Following Cremers and Nair (2005) and GIM (2003)wment, we further control the capital expendittato
and leverage. Although the coefficient of interantierm is not significant after adding two moreantrol variables, it
still shows the complimentary relation between twechanisms.

B. Theinteraction on stock return

We then investigate the equity return for four fadibs created by sorting stock according to theemal and
internal governance proxy. As Cremers and Nair $2@G0hd GIM (2003) do in their tests, we use Fanmenéh three
factor model plus the momentum factors to contneldifference in return driven by difference irkrisss or “style” of
the portfolio.

R =a+ B,* RMRF, + 5,* VB, + 5,* HML, + ,* Momentum + &,
where R is the excess return in month t, and RMRFMB,, HML,;, and momentum are the returns on the market
portfolio and the three portfolios that capture #iee, B/M, and momentum effects. The interceptirésited as the
abnormal return. We construct the four portfoliedalows:

G-index< 5 (Democratic) G-index 14 (Dictatorship)
Executive ownershig 0.6 LL HL
Executive ownershig 7.68 LH HH

Table 3 reports the result of the regressions. Wk that a portfolio that buys firms with low G-iex and low
executive ownership (LL) and sells firms with hiGhindex and low executive ownership (HL) generdt&8 monthly
abnormal return, the annualized abnormal retur2i38s6.

Table 3: Monthly abnormal returns

High G-index and High Executive ownership

Intercept RMRF SMB HML Mom
coefficient 0.00235 0.00946 0.00198 0.00282 -0.6004
p-value 0.5523 <.0001 0.1036 0.0214 0.66
High G-index and Low Executive ownership
Intercept RMRF SMB HML Mom
coefficient -0.00521 0.00912 0.00594 0.00996 0.8032
p-value 0.1959 <.0001 <.0001 <.0001 0.0024
Low G-index and High Executive ownership
Intercept RMRF SMB HML Mom
coefficient 0.00701 0.01338 0.00358 0.00408 0.00027
p-value 0.1782 <.0001 0.0236 0.0138 0.8492
Low G-index and Low Executive ownership
Intercept RMRF SMB HML Mom
coefficient 0.0131 0.0098 0.01095 0.00197 -0.0043
p-value 0.0016 <.0001 <.0001 0.1357 0.0002

When executive ownership is high, the portfoliottbays dictatorship and sells democratic firms getes almost the
same amount abnormal return with the portfolio thays democratic and dictatorship firms when thecekive
ownership is low. This finding is consistent withohdk et al. (1988) that when manager's ownershgueiases to a
certain level, his/her interests are better alignéti those of shareholders. In addition, when exge ownership is
low, high external pressure is needed to superma@gers. Therefore, this shows the substitutioecefbf two
measures.

However, when executive ownership is high, the afmad return of the portfolio is always lower thdrat of the
portfolio with low executive ownership, no mattehat the level of external governance is. Thesdtseare consistent
with Stulz’s (1988) model that higher level of idsr ownership decrease firm value.

When the G-index is controlled, the portfolio tiatys low executive ownership firms and sells higkeazitive
ownership firms always bears a higher abnormalrmetiihis shows the complementary effect of integ@alernance
mechanism to the external governance mechanism.
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CONCLUSION

External governance (e.g., takeover) and interoakemance (e.g., ownership structure) are the mmstmon
mechanisms to solve the agency problem in a catipataviuch research has been done to investigateffect of each
mechanism to the corporate performance and firnuevaBince managers and shareholders are facingwihe
mechanisms at the same time, the interaction betwhe mechanisms should also be considered whéereit
stakeholder wants to make decision.

Cremers and Nair (2005) make the first effort teestigate one of the interactions between the twohanisms
by considering G-index and block shareholder owriprsThey find the complementary relationship betwé&-index
and block shareholder ownership.

We investigate the interaction between G-index axecutive ownership. G-index has negative effecfion
performance. The effect of executive ownership iseh according to some researchers. Stulz argasatiow level
of executive ownership, the increase of CEO ownpnsill increase firm performance; while at higtvés, the increase
of CEO ownership will decrease firm performancer @sts show that the interaction of two mechanigereerally has
negative impact on the firm performance and valMleen checking the abnormal return of the portfofarsned by the
various combination of the two mechanism charagcteesfind both substitution and complementary retabetween
G-index and executive ownership.

Beyond the interaction discussed in the paperintegactions between the external governance méshajsuch
as takeover, legal protection, and auditing) arditkernal governance mechanism (ownership strectampensation,
and board structure) are still in need of furtharestigation. Future research could investigatentiost significant
interactions between those mechanisms.
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