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Agency theory and cor por ate gover nance:
areview of theliteraturefrom a UK per spective

Abgract

This paper dtempts to provide an overview of the mgor literature which has developed
in the area of agency theory and corporate governance in the 25 years snce Jensen and
Meckling's (1976) groundbresking atide proposng ther theory of the firm. A
discusson is provided as to why such problems arise within the ‘nexus of contracts' that
Jnsen and Meckling describe as characterisng the modern  corporation and  how
managers and shareholders may act to control these costs to maximise firm vaue. The
maor aticles covering areas where manager’s intereds are likdy to diverge from those
of the shareholders who employ them ae dso reviewed. Peapers which have both
proposed and empiricaly tested means by which such conflicts can be resolved are dso
aurveyed.  This section dso atempts to incorporae internationa  comparisons, with
paticular reference to severd recent published and unpublished academic research in the
UK. Findly, some concuding remarks ae offered dong with some suggesions for
future research in the area of corporate governance.

JEL Classfication; G30.
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Agency theory and cor por ate gover nance:
A UK perspective 25 years after Jensen and Meckling

1. Introduction
Snce the semind work of Jensen and Meckling (1976) in proposng a theory of the firm

based upon corflicts of interex between various contracting paties — namdy
shareholders, corporate managers and debt holders — a vagt literature has developed in
explaining both the nature of these conflicts, and means by which they may be resolved.

Finance theory has developed both theoreticdly and empiricdly to dlow a fuller
investigetion of the problems caused by divergences of interest between shareholders and
corporate managers.

To fully summarise dl of the research that has been conducted in this fidd woud
be dmog impossble  Wha is atempted, is to provide a summay of the mgor research
that has taken place on the key topics which have emerged in terms of both the causes of
agency conflicts, and the means by which they can be resolved.

Additiondly, an atempt is dso made to incorporate some of the more recent
empiricd sudies, published and unpublished, in the area — with particular reference to
that carried out in the United Kingdom. At the same time, culturd differences between
vaious makets, which may have implications for the prevadence of these conflicts and
how they can be controlled, are discussaed to some extent.

Section two of this pgper examines the nature of the agency reationship which
exists between managers and shareholders and the agency costs which aise from them.*

In section three, a discusson of the man  divergences between managers and

! In the context of this paper the terms ‘ manager’ and ‘ executive’ areused interchangeably.



shareholders which result in these agency cods is provided.  Section four provides a
discusson of the vaious mechaniams that have been discussed as means of reducing

agency conflicts between shareholders and managers and section five concludes these

findings

2. Agency Costs

Jensen and Meckling (1976) define the agency reldionship as a contract under which one
paty (the principd) engages another party (the agent) to perfform some service on ther
behdf. As pat of this the principd will deegate some decison-meking authority to the
agent.

These agency problems arise because of the impossbility of perfectly contracting
for every possble action of an agent whose decisons affect both his own wefare and the
welfare of the principd, Brennan (1995b). Arisng from this problem is how to induce
the agent to act in the best interests of the principdl.

Managers bear the entire cost of faling to pursue ther own gods but cgpture
only a fraction of the benefits.  Jensen and Meckling (1976) argue that this inefficency is
reduced as managerid incentives to take vaue maximising decisons areincreased.

As with any other costs, agency prablems will be cgptured by financd markets
and reflected in a company’s share price. Agency cods are can be seen as the vaue loss
to shareholders, arisng from divergences of interests between shareholders and corporate
managers.  Jensen and Meckling (1976) defined agency cods as the sum of monitoring

codts, bonding codts, and resdud loss.



2.1. Monitoring Costs

Monitoring cods are expenditures pad by the principd to measure, obsarve and control
an agent's behaviour. They may incdude the cogt of audits writing executive
compensation contracts and ultimately the cost of firing managers.  Initidly these costs
ae pad by the principd, but Fama and Jensen (1983) argue tha they will ultimady be
borne by an agent as their compensation will be adjusted to cover these costs,

Certain agpects of monitoring may aso be imposad by legidative practices. In the
UK companies are required to provide statements of compliance with the Cadbury (1992)
and Greenbury (1995) reports on corporae governance.  Nortcompliance must be
disdosed and explaned, and the dtention brought by datements of non-compliance
represent an additiona source of monitoring.

Denis, Denis and Sain (1997) contend that effective monitoring will be redricted
to cetan groups or individuds Such monitors mugt have the necessary expetise and
incentives to fully monitor management, in addition such monitors must provide a
credible thregt to management’ s control of the company.

Burkart, Gromb and Panunzi (1997) provide a contradictory view of monitoring,
aguing that too much will condran menegerid initigive  Optimd leves of monitoring
managerid polices ae gpedfic to an individud firm's contracting  environment,
Himmelberg, Hubbard and Pdia (1999). Critics of Cadbury (1992) have fdt that this

increased level of monitoring may act as a deterrent to manageria entrepreneurship.

2.2. Bonding Costs



Given that agents ultimately bear monitoring codts, they are likdy to st up Sructures that
will see them act in shareholder’s best interests, or compensate them accordingly if they
don't. The cost of edablishing and adhering to these sysems are known as bonding
costs.

They are borne by the agent, but are not dways financid. They may include the
cod of additiond information disdosures to dhareholders but  management  will
obvioudy have the benefit of preparing these themsdves  Agents will stop incurring
bonding costs when the margind reduction in monitoring equals the margind increese in
bonding codts.

Denis (2001) agues that the optima bonding contract should am to entice
managers into making al decisons tha are in the shareholder's best interets.  However,
snce managers canot be made to do everything tha shareholders would wish, bonding
provides a means of making managers do some of the things that shareholders would like
by writing aless than perfect contract.

Within the UK one interesing bonding dructure imposed upon management is
the requirement of cdosdy hdd compenies to didribute dl income after dlowing for
busness requirements. To the extent that earnings retention (to be discussed later) is a
problem for UK companies, this bonding mechanism may serve to reduce the scope of

this problem.?

2.3. Residual Loss

2 However, the effectiveness of this mechanism is at best questionable since investment policies are at the
discretion of company management.



Despite monitoring and bonding, the interex of managers and shareholders are il
unlikely to be fully digned. Therefore, there are ill agency losses arisng from conflicts
of interest. These are known as residual |oss.

They aise because the cogt of fully enforcing principd-agent contracts would far
outweigh the benefits derived from doing s0. Since managerid actions are unobservable
ex ante, to fully contract for every date of nature is impracticd. The result of this is an
optima levd or resdud loss which may represent a trade-off between overly

condraning management and enforcing contractud mechanisms designed to reduce

agency problems.

3. Where Agency Conflicts Arise

Agency problems arise from conflicts of interest between two parties to a contract, and as
such, ae dmog limitless in nature. However, both theoreticd and empiricd research has
developed in four key problematic areas — mord hazard, earnings retention, risk averson,
and time-horizon. The next section ams to provide a discusson of these mgor themes

and empirica research that has been conducted in these aress.

3.1. Moral-Hazard Agency Conflicts

Jensen and Meckling (1976) firg proposed a morabhazard explanation of agency
conflicts  Assuming a dStuation where a sngle manager owns the firm, they deveop a
modd whereby his incentive to consume private perquidtes rather than invegting in
postive net present vdue (NPV) proects increeses as his ownership dake in the

company declines.



This framework is essly applied in companies where owneship dructure is
diverse and the mgority of the company’'s shares ae not controlled by corporate
managers.  This is more often than not the case in most maket based contracting
economies such asthe UK.

Shlefer and Vishny (1989) argue that rather than not invesing, manager's may
choose invesments best suited to their own persond <ills  Such invesments incresse
the vdue to the firm of the individua manager and increese the cost of replacing him,
dlowing managersto extract higher levels of remuneration from the company.

Mora-hazard problems are likdy to be more paramount in larger companies,
Jenen (1993).  While larger firms atract more externd monitoring, increesing firm size
expands the complexity of the firm’'s contracting nexus exponentially. This will have the
effect of increasing the difficulty of monitoring, and therefore, increase these codts.

In comparison to US companies, their UK counterparts may not suffer to the same
extent from the problems of mord hazad. Conyon and Murphy (2000) argue that UK
companies tend to be smdler then their US rivas and this could explain their finding of
pay-performance sensitivities® of UK CEO's being roughly one sixth of those of their US
counterparts. A key issue of performance rdated pay is to resolve the mora-hazard
problem, and as such, if the problem is less paramount within UK companies, then there
isless of aneed to provide executives with high levels of compensation.

Furthermore, Jensen (1986) argues that in larger, maurer, companies, free cash
flow problems will heghten the difficulties crested by mord hezard. Where managers

have such funds a ther disgposd, without any drong requirements for invesment, the

% Where, pay-performance sensitivities capture how much of an increase in shareholder’ swealth is captured
by changesin the total compensation of acompany’s chief executive officer (CEO).



scope for privae perquidte consumption is vadly increased, as it becomes more difficult
to monitor how corporate funds are utilised.

Morathazard problems ae ds0 rdated to a lack of managerid effort.  As
managers own gsndler equity dakes in their companies, ther incentive to work may
diminish.

It is difficult to drectly messure such shirking of responghilities by directors.
However, Rosengein and Wyatt (1994) find that company stock prices decline upon the
announcement of the appointment of an executive director to the board of another
company. This would be conddent with diminishing managerid effort being damaging

to company vaue.

3.2. Earnings Retention Agency Conflicts
Brennan (1995b) contends that mora hazard based theories over-smplify the agency
problem as one of effort averson. Grandiose manegerid visons and cash didribution to
shareholders may be of more concern. Here, the problem of over-investing may be more
paramount than that of perquisite consumption and under-investment.

Studies of compensation gructure have generdly found that director remuneration
is an increasing function of company sze* providing management with a direct incentive
to focus on sze growth, rather than growth in shareholder returns.  Jensen (1986) furthers

this, arguing that managers prefer to retain earnings, whereas shareholders prefer higher

* See for example Jensen and Murphy (1990) and Conyon and Murphy (2000).



levels of cash didributions, especidly where the company has few internd postive NPV
invesment opportunities®

Managers benefit from retaned eanings as Sze growth grants a larger power
base, grester presige, and an ability to dominate the board and award themsdves higher
levels of remuneration, Jensen (1986, 1993). This reduces the amount of firm specific
risk within the company, and therefore, drengthens executive job security.  However,
finance theory dictates that investors will dready hold diverdfied portfolios  Therefore,
further corporate diversfication may be incompetible with their interests.

Empiricd  evidence suggests that such a drategy is ultimatdy dameging to
shareholder wedth. Lang and Sulz (1994 find tha returns to shareholders in
undiverdfied firms are greater than for those who had atempted to reduce therr exposure
to rik through this diverdfication. Also, they found that the vaue of these firms is
reduced asthey diversified further.

Such earnings retentions reduce the need for outdde financing when managers
require funds for invesment projects However, despite the potentid cods of raising new
capitd ® externd makets provide a useful monitoring function in congraining grandiose
managerid  invesment policies, Eaderbrook (1984).  Eanings retention reduces the
likdihood of this extand monitoring encouraging management to undeteke vadue

maximising decisons

3.3.Time Horizon Agency Conflicts

® Internal investment opportunities generally refer to projects within the firm’s existing business operations.
External investment opportunities would refer to the company making a non-related takeover as an
investment decision, potentially with the main purpose of diversifying operations.

® See Myers (1984) for adiscussion of such costs.
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Conflicts of interes may dso aise between shareholders and managers with respect to
the timing of cash flows Shareholders will be concerned with dl future cash flows of the
company into the indefinite future. However, management may only be concerned with
company cash flows for their term of employment, leading to a bias in favour of short-
term high accounting returns projects a the expense of long-term positive NPV projects.

The extet of this problem is heghtened as top executives approach ther
retirement, or has made plans to kave the company. Dechow and Soan (1991) examine
reseerch and devdopment (R&D) expenditures as top executives gpproach retirement and
find that these tend to decline R&D expenditures reduce executive compensation in the
short-term, and snce retiring executives won't be around to regp the benefits of such
invesments, this could explain the above findings

Such a problem may dso leed to management usng subjective accounting
practices to manipulate earnings prior to leaving ther office in an atempt to maximise
performance-based bonuses, Hedy (1985). Weshach (1988) finds tha accounting
earnings tend to be dgnificantly higher in the year prior to a Chief Executive Officer
(CEO) leaving their pogdtion, and atributes such findings to the problem of eanings

manipulations.

3.4. Managerial Risk Aversion Agency Conflicts

Conflicts rdaing to managerid rik averson aise because of portfolio diversfication
condraints with regpect to managerid income.  Should private investors wish to diversfy
ther holdings they can do so a little cost with. However, company managers ae more

a&in to individuds holdings a sngle or vay smdl number of gocks Denis (2001)
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comments that the mgority a company director's human cgpitd is tied to the firm they
work for, and therefore, their income is largely dependent upon the performance of ther
company. As such, they may seek to minimise the risk of ther company's sock.
Therefore, they may seek to avoid investment decisons which increese the risk of their
company, and pursue diversfying investments which will reduce risk, Jensen (1986).

Demsetz and Lehn (1985) document an inverse rddion between the risk of a
firm's dock and levels of ownership concentration.  Executives in high-risk companies
prefer to place asmadler fraction of their persond wedth in the company.

This problem may be heghtened when executive compensaion is composd
largdy of a fixed sday, or where thar specific kills are difficult to trandfer from one
company to another. In addition, risk increesing invesment decisons may aso increese
the likdihood of bankruptcy. Such a corporae event will severdy damage a manager’s
reputation, making it difficult to find dternative employment.

Managerid risk averson will dso afect the financid policy of the firm.  Higher
debt is expected to reduce agency conflicts, Jensen (1986), and dso caries potentidly
vadudble tax shidds Haugen and Sendbet (1986). However, Brennan (1995b) contends
that risk averse managers will prefer equity financing because debt increases the risk of

bankruptcy and defaullt.

3.5. Summary of Agency Conflicts
Within the agency framework agency conflicts arise from divergences of interest between
any two parties to a contract within an organisation. As a result, they are dmogt limitless

in naure.  For this paper to atempt to fully cover these conflicts would be impossible,



however, what is dedt with is some of the main research which has been conducted into

the area of agency conflictss. A summay of the results discussed in this section is

provided in teble 1.

Differing researchers have argued over the severity of each of the different types
of conflicts described above.  Research by Jensen (1986) and Himmelberg et d. (1999)
amongd others dress the importance of a firm's contracting environment, as vitdly
important in delermining the importance of such problems For example, while
perquiste consumption may be a mgor problem in larger companies, this may not be the

case in smaller firms, where assets can be more easly monitored.
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4. Controlson Agency Problems

Despite the exigence of the problems discussed above, the modern corporation, with the
diffused share ownership which leads to such conflicts, has continued to popular amongst
both corporate managers and outside investors dike”  This could be attributed largdy to
the evolution of internd and externd monitoring devices which are amed a controlling
such problems. What is amed a here is to agan summaise the man literature which
has deveoped on the topic. It should be noted that there does tend to be a degree of
interaction between each type of mechanism within firms®

Himmeberg e d. (1999) ague tha firms will tend to subgitute various
mechanisms depending on unobsarvable (to the economitrician) characteridtics of the
firm's contracting environment.  Since this contracting nexus vaies dramdicdly from
one firm to the next, wha is optimd for one, need not be optima for another.  Within this
context, Agrawvad and Knoeber (1996) argue that if one specific mechaniam is utilised to a
lessr degree, others may be used more, resulting in equaly good decison making and
performance.

Denis (2001) argues that two conditions must ensue for an effective governance
mechaniam.  Frdly, does the device serve to narrow the gap between managers and
shareholders interests.  Secondly, does the mechaniam then have a dgnificant impact on
corporate performance and vdue. She dso comments that where firms are dl in
equilibrium  with respect to ther governance mechaniams, then no  meaningful

relationship between any individua mechanism and performance will be seen to exig.

" Jensen (1993) appears to question the future of such corporations, favoring more closely held buy-out
type companies for their ability to minimise the agency conflicts described above.

& A classic example of this is the Management Buy-Out Company as described by Kaplan (1989). Such
companies achieve their efficiencies through a combination of large managerial incentives through higher

14



4.1. The Managerial Labor Market
Fama (1980) argues that corporate managers will be compensated in accordance with the
maket's esimaion of how wdl they are digned to shareholder's interests, based on

prior performance with other companies.

4.1.1. Conditionsfor External Monitoring from Labor Markets

Three conditions ae given for the managerid labor maket to operae efficiently in
stting executive compensation.  Firdly, the manager's tdents and tastes for privae
consumption on the job aen't known with certainty, are likdy to change through time
and can be delemined by the managerid labor maket from information on past and
present performance.

The origind andyss focuses manly on Jensen and Meckling (1976)'s mord-
hazard agency problem. However, Famas (1980) andyss can essly be extended to
impute manegerid preferences for firm dze maximisgion (earnings retertion problems),
ther age and the amount of time they are likdy to spend with the firm (time horizon), and
private wedth and preferences for diversfication (risk averson).

The second condition is that the managerid labor market can efficiently process
informetion into its vauation of management. However, informaion gethering cogts will
likdy result in an equilibrium levd in makets where different paties hold different

amounts of information.

insider ownership, and the monitoring constraints placed by higher levels of debt financing. Both of these
deviceswill be discussed further in this section.
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Fndly, Fama agues that the weight of the wage revison process mugt be
aufficient to resolve any problems with managerid incentives. Fama accepts that, due to
market imperfections, this modd won't result in full ex-post settling up, where managers
will dways be rewarded for the levd of dignment they achieve with the interests of the
shareholders.  Jensen and Murphy (1990) dso suggest that equilibrium in the manegerid
labor market islikely to prevent large pendties for poor performance.

Dexpite its limitations, the market for managerid labor can be an important factor
in reducing the agency codts of the separation of share ownership and decison contral in
coporae foms  Where it is effident in disciplining managers for decisons not in the
best interets of company shareholders, it provides a useful incentive in encouraging

management to take decisonsin the shareholder’ s best interests.

4.1.2. Empirical Evidence
Regardless of the data examined, one of the most condgtent empiricd reults in the
corporate governance literature is that directors are more likey to lose ther jobs if they
ae poor paformes. However, Weisbach (1988) and Warner e d. (1988) amongst
others find that it is only the very poores performing management who lose ther jobs
and that it generdly takes a prolonged period of poor performance to result in forced top
executive turnover.

In addition, Gilson (1989) finds that externd labor markets use evidence on peast
peformance in defining job opportunities and compensation levds for company

executives. Kagplan and Reishus (1990) dso find that managers in company’s who have
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cut dividends were less likdy to recelve roles as outdde directors in other companies as

they are percelved as poor managers.

4.1.3. How Effective is Labor Market Discipline?
Such dudies tend to indicate that managerid labor markets do help to force managers
into shareholder vdue maximiang decisons. However, the arguments of Jensen and
Murphy (1990) and the findings of Kaplan and Reishus (1990) suggest that perhaps it
may only be effective in disciplining the poorest performing managers.

Given thar goparent amilaity to US makets it is likdy that labour markets
within the UK may indeed discipline poorly performance management.  Skgpinker (2000)
documents that the average tenure of chief executives in both the UK and US is roughly
equa. Top managers in both countries are expected to hold thelr pogtions for an average
of four years. Table 2 summarises the mgor findings of the aticdes reviewed in this

section.

4.2. Corporate Boards
In theory, the board of directors is directly dected by shareholders a the company’s
annud generd medting (AGM). If these directors wish to day in their jobs they should
take decisons which maximise the wedlth of their shareholders

In ther literature review, Hemdin and Wesbach (2001) contend thet company
boards have evolved as pat of the market solution to the problem of contracting within

organisations.
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4.2.1. Board Composition and Monitoring

Fama and Jensen (1983) agued tha effective corporate boards would be composed
largdy of outsde independent directors holding manegerid pogtions in other companies.
They agued that effective boards had to separate the problems of decison management
and decison control. However, if the CEO was dile to dominate the board, separation of
these functions would be more difficult, and shareholders would suffer as a reault.
Outsde directors, they contend, are able to separate these functions and exercise decison
control, Snce reputationa concerns, and perhgps any eglity dakes provide them with
sufficient incentive to do so.

Corporate boards should act as monitors in  disagreements amongst  internd
managers and cary out tasks involving seious agency problems such as sHting
executive compensation and hiring and firing managers  Indeed, in the UK, the
Greenbury  (1995) report recommends that remuneration committees be comprised only
of independent directors in order to increese ther neutrdity in this task.  Effective
corporae governance by company boards requires both good information (provided by
ingders?) and the will to act on negative information (provided by outsders?).

The podtive role of outdde directors on company boards with respect to
paticular discrete tasks has been explored with respect to disciplining poorly performing
top management, Weisbech (1988), reducing top management’'s ability to block a
tekeover bid, Cotter e d. (1997), the proportion of managerid compensation that is
equity based, Méehran (1995), and reducing managerid opportunism in granting executive

gock options, Y ermack (1997), amongst others.
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However, Warner, Wats and Wruck (1987) find tha only prolonged poor
performance leads to top management having shorter tenures within their postions
Denis and Denis (1995) find modest performance increases following top management
turnover, but find that such changes are precipitated by externd control events rather than
the composition of the company’s board.

Agravd and Knoeber (1996) examine a range of governance vaidbles within a
smultaneous regressons framework and find thet the proportion of outsde directors on
company boards is the only governance mechanism which consgently affects corporate
vdue. However, the rdationship is negaive, suggesing the US firms have destroyed
shareholder wedth by employing these directors  However, Hermdin and Weishach
(1991) find no relationship between board composition and firm vaue.

Perhaps mogt dgnificantly, Denis (2001) discusses the important role of outsders
in ‘crigs gtuations such as those that would necesstale top management turnover.
However, the role of such directors in the day to day running of a busness is unlikdy to
be significant.

Smilaly, Hermdin and Weisbach (2001) present a modd of the importance of
outsde directors, whereby ther power is determined the performance of the incumbent
CEO. If this director is a ‘dtar peformer’ then outside directors have very little power in
controlling thelr actions, snce shareholders percave the top officer as being high qudity.
Outsdes ae rdiant on the CEO providing obsavable dgnds of poor qudity to
shareholders before they ae ade to intervene and appropriatdy discipline  such

managers.
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4.2.2. The Market Reaction to Director Appointments

Rosengein and Wyat (1990) find that a company’s dock price rises ggnificantly upon
the announcement of an outdde director to the company board. However, upon further
examindion, they find that the grestest increeses arise in their sub-sample of smdler
firms with inggnificant increases for their sample of larger firms. Lin, Pope, and Young
(2000) attribute these findings to higher information asymmetries and fewer exising
outsde board membersin smdler companies.

Lin & d. (2000) conduct a dmilar andyss in the UK. However, they find no
evidence of ggnificant share price reections for ther whole sample. They aso seek to
examine the backgrounds of the directors being gppointed and find that smdl firms with
low ownership tend to gppoint outsders with no other board seets, product or technology
rdlevant expertise or affilisted directors with strong monitoring incentives® which gave
rie to dgnificantly postive market reections. In contradt, they find that gppointments to
large companies with low ownership generdly tended to have no sector experience and
dready had roles on other boards, perhaps contributing to the negative market reection.

In concluson they argue tha the market reaction to the gppointment of outsde
directors generdly depends upon the extent of the agency problems within companies
and the characterisics of the gppointee. The market tends to react in a rddivey
sophigticated manner to the gppointment of outsde directors.

However, Hermdin and Wesbach (2001) and Demsstz and Villdonga (2001)
comment that such dudies must be teken with a caveat. The podtive market reaction to

the appointment of an outdde director is likey to reflect the correction of a disequilbrium
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within the individud firm. Such results do not imply that continuoudy gopainting non-

executives to company boardsisa‘sure fire way to increase share prices.

4.2.3. CEO Control and Board Sze
However, Mace (1986) argues that the CEO tends to dominate the director nomination
process, and will choose directors mogt in line with their own preferences.

Jensen (1993) argues that corporate boards are less effective as they grow in Sze.
Larger boards may be dower to react to decisons that require an immediate course of
action. Also, he argues that as more directors are aded, boards lose ther ability to be
direct and decigve in ther operdtion. Directors dso become less candid in their dbility to
be criticd of one ancther, thus making for less efficient decison making.

Yamack (1996) and Eisenberg, Sundgren and Wells (1998) find empiricd
confirmation of this where they document an inverse rdaionship between board sze and
corporate vaue for large and smdl companies respectivdly.  This is partly contested in
the UK by Faccio and Lasfer (1999) who find higher corporate vdue in firms with above
the median level of board Sze.

Core, Holthausen and Lacker (1999) find tha CEO compensation is an
increesing function of board Sze, the percentage of outsde directors agppointed by the
CEO, and the percentage of outdde directors sarving on three of more boards In

addition, they find that CEO compensation is a decreasng function of the percentage of

° Contrary to Weisbach (1988), Lin et a.'s origina definition of outsiders is simply non-executives.
Affiliated directors are outsiders with connections to the board. Affiliated outsiders with strong monitoring
incentives included appointees from blockholders and the company’ s bank.
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indgders on the board. This is in contragt to the UK dudy of Conyon and Peck (1998)
who find no relation between compensation and board structure.*°

Furthermore, Core e d. (1999) find a dronger reation between accounting
returns and board compostion, as opposed to dock returns. However, they do find a
srong crosssectiond vaidion between board characteristics, which is  perhaps
condgdent with Himmdberg e d.’s (1999) argument that unobserveble aspects of the
company’s contracting environment will define which agency reducing mechanisms will
be optimd for different companies.

In thar UK andyds Dawa et d. (2002) find a negative reationship between
performance related top-management turnover and board Sze, which perhgos confirms
Jensen's (1993) suggedtion that smdler boards dlow more candid discusson and quicker

decison making.

4.2.4. UK Boards and the Governance Reform

The naure of the board of directors in the UK is largely influenced by the Cadbury
Committegs Code of Best Practice (1992). This committee was st up in 1991 following
svad high profile ‘disssters to srike the business community in the UK Part of
these faling were atributed to the falings of corporate governance sysems within these
companies.  In comparison to ther US counterparts, UK firms have higoricaly been
more likdy to golit the postions of Charmen and Chief Executive Officer, but have been

lesslikely to employ outsde directors, Short and Keasay (1999).

9 bueto alack of previous disclosure requirementsin the UK, their study does not account for any form of
equity based compensation.
" These included the Maxwell scandal, and the case of Pollypeck.
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The find report of the committee produced two mgor recommendations with
regpect to the dructure of UK corporate boards. Firdly, boards should consst of at least
three non-executive directors, two of whom should be independent of management.
Also, the posttions of the charman and the CEO (or eguivdent) should not be held by the
same individud.'? The rationde for this was to ensure a higher level of monitoring by
company boards by introducing more independence and to prevent any one individud
from dominating the board. The report of the Hampd Committee (1998) event went so
fa as to suggest tha non-executive directors have gredter levels of equity based
compensation to ensure even greater monitoring incentives.

These proposas aren't legdly binding. However, Dahya, McConndl and Travios
(2002) report how the code does provide warning thet its proposds would likey become
law if firms faled to adopt its proposas voluntarily. Further to this snce 1993 the
London Stock Exchange (LSE) requires disclosure from member firms in ther financid
datements as to whether they comply with the code, and any reasons for their falure to
do s0. This provides some backbone to the committee's proposds and Dahya et d. report
that by 1998, 90% of LSE companies were in compliance with the code.

Franks e d. (2001) contend that non-executive directors in UK companies are
dill less likdy to monitor management than their US counterparts.  They argue that since
there have been very few cases of UK directors being sued for faling to act upon their
fidudary duties then a drong incentive for such directors to exercise decison control is

removed.

12| n addition to this the code suggests that companies should provide full disclosure of the pay of the
chairman and the highest paid director obtain shareholder’ s approval on any executive director’s service
contract exceeding three years. Companies should also appoint board subcommittees consisting mainly of
outside directorsto set director’ s pay and report on the effectiveness of internal control systems.
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In an examingion of Cadbury compliance, Young (2000) finds that companies
were more likey to adopt the recommendaions of Cadbury (1992) if they had been poor
past peformance, had rdaivey low levds of managerid ownership, or were lager
firms Companies which had dready separated the top officer podtion were dso more
likdy to gppoint the necessary non-executive directors to comply with the code.  The
result the poorly performing firms were more likdy to adopt Cadbury is in contragt to
Dahya & d. (2002) who find indgnificantly pogtive returns for firms which subsequently
adopted the two main recommendations of the committee’ s report.

Short, Keasey, Wright and Hal (1999) contend that the Hampe committeg's
report represented an important departure from the narrow Cadbury view of corporate
governance.  Unlike Cadbury, Hamped recognises that enterprise should not be sacrificed
in the name of accountability.

In addition, Brickley, Coles and Jardl (1997) ae citicd of the need for policy
sters to emphasise separating the postion of CEO and charman of the board.  They
contend that such a move would bring costs and digruption to the naturd CEO succession
process, and potentidly reduce the incentive for a new CEO to paform. They find no
evidence of sub-gandard performance amongs firms who fail to split these roles  This is
in contrast to Mehran (1995) who finds some evidence tha plitting these postions is
associated with higher corporate value.

Dahya e d. (2002) find that corporate boards were comprised of 35.3% non-
executive directors preCadbury, and tha this figure had risen to 46% post Cadbury.
Additiondly, they find that the median board Sze increases by 2, suggesting that firms

added non-executives to the board, rather than subdituting indde directors for them.
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This contrests with Young (2000) who finds that firms typicdly did subditute insde
directors for outsders following Cadbury.  Additiondly, Dahya e d. (2002) find that
84.6% of firms slit the podtion of CEO and COB post Cadbury, an incresse of over
20% from the pre-Cadbury period. This evidence on board characteridics is
upplemented by Facco and Lasfer (1999), who find that during a period spanning June
1996 to 1997 that 88% of non-finendd UK companies had split the pogtion of ther top
officer, 43% of directors were non-executives, and findly, the median board Szeis?7.

In a preCadbury andyds of disciplinay mechanisms which ae bdieved to
discipline poorly peforming management, Franks et d. (2001) find that non-executive
directors have no afect on the reationship between top management turnover and firm
performance.®

Dahya e d. (2002) find that peformance reaed top management turnover
increases  following during their pos-Cadbury period.  In addition, both increases in
forced and non-forced turnover are dgnificant within the set of firms which adopted the
recommendations of the Cadbury code during the period. Further andyss reveds tha
ecificaly firms that incressed their use of non-executive directors over the period
where those more likdy to see the remova of their top executive, Splitting the postion of
CEO and COB had no sgnificant impact on the probability of top management turnover.

This is in contrast to earlier work by Dahya et al. (1998) find that the probability
of top management turnover increeses where firms have solit the role of the CEO and

coB.**

13 The p-value of 0.16 was marginally short of statistical significance.

14 However, one noteabl e difference between these studies is that Dahya et al. (1998) classify top executive
turnover asthat of either the CEO or the COB. The later study by Dahyaet al. (2002) focuses only on a
single top officer who is the CEO where these positio ns have been split.
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4.2.5. Managerial Decision Making and the Nature of Company Boards

Bhagat and Black (1999) discuss how results from previous sudies of board dze and
performance aren't robust to different measures of vdue.  They contend tha while
outsder dominated boards may be better a certain corporate decisons (such as removing
poorly performing CEO's) they may be less effective a other discrete tasks which are
unobserveble to the econometrician.  Therefore, they examine the rdationship between
long-run performance and board dructure in a dudy of large US firms and find that
independent boards perform worse than more baanced boards.

Addtiondly, Hermdin and Weisbach (2001) hypothesse that corporate board
sructures are endogenoudy determined by amongst other factors, past performance and
bargaining power between the CEO and independent directors.

The findings of Bhagat and Black (1999) and Core e d. (1999) suggest thet it
may not be gppropriate to follow any drict guiddinesin setting up corporate boards.

While the exigence of truly independent outsde directors on corporate boards
may be important in segparding the functions of decison meking and decison contral,
wha should be emphessed is a search for qudity in the monitoring of manegerid
decison meaking, in whatever form this manifests itsdf. This section is summarised in

table 3.

4.3. Corporate Financial Policy

The financial dructure and policy of companies may dso have drong implicaions for

agency controls.  Since the earnings retention problem discussed in section 3.2 essantidly
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arises from how managers ded with free cash flow, doing so effectivdly can reduce the

severity of the problem.

4.3.1. Monitoring and Bonding from Debt Financing

Jenen and Meckling (1976) argue tha the exidence of debt reduces the amount of
equity, and enables higher levels of ingder ownership.  Jensen (1986) dso argues that the
exigence of delt in the firm's capitd dructure acts as a bonding mechanism for company
managers. By issuing debt, rather than paying dividends managers contractudly bind
themsalves to pay out future cash flows in away unachievable through dividends.

Eaderbrook (1984) agues tha extend capitd maket monitoring brought to
companies by debt financing forces manegers in vadue maximisng draegies, rather than
persond utility maximisation.

The bankruptcy costs of debt and the persond embarassment aisng from
bankruptcy act as effective incentive mechanisms in encouraging managers to be more
effident. This function is paticulaly important in firms with low internd growth
prospects and high free cash flows.

Lang, Ofek and Stulz (1996) find an inverse reationship between growth and
leverage for firms with low Tobin's Q. Hrms with low Q's represent firms with low
investment opportunities and poor peaformers indicating that debt peforms an important
disciplinary function in such companies.

Brennan (1995h) argues tha the role of a firm's capitd Structure should be to
endure it's soddly optimd liquidation.  Higher levds of debt improve the liquidation

decison by meking default more likdy, Haris and Raviv (1991). Haris and Raviv
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(1990) devdop this argument from ther finding that higher leverage is associated with
higher corporate value, which is attributed to higher levels of default risk.

In the UK, Franks et d. (2001) find that companies with high leverage and low
interest coverage on their debt are more likdy to experience forced turnover of top
managemern. Sonificantly, such turnover was dso asociaed with poor past

performance.

4.3.2. The Costs of Debt Financing
However, leverage adso brings higher levels of debtrelated agency costs and bankruptcy
costs.'® The optima capitd structure should be where the margind costs of debt equd its
margind benefits'® Thisis the point where the value of the firm is maximised.

Neverthdess, issuing debt beyond optimd levels will increese its risk and reduce
the vadue of the company. Sulz (1990) argues that, while debt may reduce the risk of
over-invetment, there will aways be a danger that it could lead to under-invesment due

to the costs of raising new finance.

4.3.3. Using Dividend Policy to Reduce Agency Conflicts
Paying dividends aso reduces the agency codts of free cash flow. However, they don't
cary the same legdly binding obligetion to meke payments as debt, making them a less

efficient means of forcing managers to pay out cashflows Jensen (1986). However,

15 Harris and Raviv (1991), Section 1B, discuss the potential agency costs associated with carrying debt.
These deal with transfers of wealth from bondholders to shareholders and how bondholders will pay a
lower price for corporate debt, since they anticipate this. Warner (1977) examines the bankruptcy costs of
debt. These are likely to rise with the risk of the company’ s assets, amongst other things.

16 Myers (1984) discusses an alternative to this agency model of capital structure. He suggests a ‘ pecking
order’ theory, where capital structure is determined by a desire to avoid diluting the wealth of existing
shareholders.
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such aguments may underesimae the pressures involved in mantaining dividends and

the penalties for firms cutting them.*’

4.3.4. Capital Market Discipline

Franks & d. (2001) find that equity issues by finencdly distressed companies
provide the mogt dgnificant means of distplining management in a sample of poorly
performing UK companies. These authors argue that the UK company law dictating that
any equity issue of greater than 5% of share capitd must be in the form of a rights issue,
thus providing aomigdic shareholders with gregter ability to monitor manegerid decison

meaking in such Stuations, as compared to US shareholders.

4.3.5. Summary of Financial Policy

Nevethdess overly didributing cash flows can dways leave the problem of insufficient
funds for invetment opportunities and increese the need for further externd financing,
and the costs that come with this Harris and Raviv (1991).** Table 4 summarises the

main theoretica arguments and empiricd findings discussed in the above section.

4.4. Blockholders and Institutional Investors™®
Ordinary a@omigic shaeholders may not have the time, <kill, or the interest to monitor

managerid activities Since they own a smdl portion of the totd shares, there may be a

17 For adiscussion of the signaling potential of changesin dividend policy see Miller and Rock (1985).

18 These authors al so provide adiscussion of the potential costs of having to resort to external financing.
9 For the purposes of this discussion the term ‘blockholder’ refers to any party outside of company
management with an equity stake greater than 3% in the UK or 5% in the US. The term ‘institutional
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freerider problem, whereby it is not in thar best interests to monitor management while
others will dso derive the benefits from this The exisence of large block investor(s)
may overcome this problem, as they may have more <ill, more time and a gredter
financid incentive to overcome this free-rider problem and dosdly monitor management.

In addition, such large shareholders may be die to dect themsdves onto
company boards, increasing ther ability to monitor management. CEO's may dso tend to
voluntarily disdose informetion to blockholders to reduce monitoring costs.  In thar
andyss of UK market reections to director gppointments Lin & d. (2000) find pogtive
maket reactions in smdler firms when dffiliated directors (including appointees of
blockholders) are gointed to the board.

Denis, Denis and Sain (1997) contend that interna governance mechanisms such
as company boards may act more efficently in the presence of information provided by
externa control markets  The purchase of large share dakes by outsde investors
represents such a control threst to company management and can provide pressure for
internal governance systems to operate more efficiently.

Blockholder pressure may dso dee management from nonvaue adding
diversfication drategies Since such investors dready hold diversfied portfolios, further

risk-reductions aren’t of interest to them.

4.4.1. The Benefits of Block Shareholdings
Mikkdson and Ruback (1985) report dgnificantly pogtive market reactions to  block

purchases, but that these dissppear quickly unless the acquirer initistes some form of

investors' generally refers to financial investors, such as money managers and pension funds, with such a
stake in the company.



corporate redtructuring.  McConndl and Servaes (1990) find a pogtive rdationship
between inditutional ownership and corporate vaue, but no such rdaionship between
blockholder ownership vaue.

Bethd, Liebskind and Opler (1998) find tha dl blockholders target poorly
peforming firms, but activig investors were paticulaly likdy to purchase blocks in
poorly peforming diverdfied firms and such purcheses were generdly followed by
corporate restructuring and performance improvements.

Denis and Denis (1995) find that top management turnover in poorly performing
companies is generdly precipitated by an externd control event such as a block purchase.
Additiondly, Denis and Kruse (2000) find that block purcheses partidly subgtitute for
takeovers in disciplining poorly peforming management during periods of low takeover
activity.

Also, in the UK Dahya et d. (1998) find that top management turnover is more
likdy in the presence of high leves of ownership by finencdd inditutions  Furthermore,
Faccio and Lasfer (1999) present evidence that companies with high levds of block
owneship are asociaed with greater proportions of non-executive directors and are
more likdy to split the functions of the CEO and the COB. However, Faccio and Lasfer

aso find that block ownership is associated with lower corporate value.

4.4.2. Passiveness and Salf-Serving Blockholders
Slefea and Vishny (1997) argue that companies holding large blocks of shares in other
companies may pursue ther own interests at the expense other shareholders.  This may

indude trying to acquire the firm for ther own vaue-destroying diversfication purposes.
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Smilaly, Denis (2001) contends that whilg blockholders seek to increase firm vaue,
they may a0 attempt to enjoy benefits not available to other shareholders.

In addition, Homgrom and Tirole (1993) find tha such blocks can reduce the
liquidity of a sock and the supply of company informetion to the market. Furthermore,
Burkart (1995) finds that aggressve counter-bidding by large blockholders reduces the
probability of a takeover, even when this is in the best interests of the company's
shareholders.

Georgen and Renneboog  (1998) dso contend that finendd inditutions may not
participate on individud firm corporate governance snce their stake may represent only a
tiny fraction of ther overdl portfolio. Passve invesment drategies are typicdly less
cogly for fund managers. Also, these managers ae awae that paticpaing in
governance may put them in the podtion of a company indder who is privy to price
sengtive information, and such, they would be unable to trade immediatdy on the bess

of any governance enhancements they had participated in.

4.4.3. Blockholders and the UK Ingtitutional Framework
Denis (2001) agues tha a country’s legd sysem appears to be a fundamenta
determinant of how its governance system evolves.

While equity ownership is largdy diffuse in both the UK and US the UK market
does provide some driking differences which have implications for the effectiveness of
blockholder monitoring in the UK. Franks and Mayer (1997) document how equity
ownership in the US is concentrated in the hands of individuds wheress, in the UK,

finandd ingtitutions control most of the equity.
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Roe (1990) ds0 discussss the legd barriers which US financid indtitutions face in
building up large dakes in individua companies However, UK companies aren't subject
to such redrictions, dlowing them to build higher equity dekes and paticipate more in
corporate governance.  For example, US insurance companies may invest only 20% of
ther assets in equities and no more than 2% in any one company, Short and Keasey
(1999).

Additiondly, Facdo and Ladfer (199) discuss how the legd duties of
blockholders in the UK ae less dringent then those of ther US counterpats.  US
inditutions may be subject to legd proceedings for a breach of duty if they fal to
disdlose their future plans, which is not a potential problem for UK financid inditutions.

Such obstacles for US inditutions may contribute to Short and Keasey's (1999)
note that US inditutions hold gpproximately two thirds of that of UK inditutions. Also
US pension funds tend to hold alower proportion of domestic equities.

They dso point out that the extreme geogrgphicad cdudering of UK financid
inditutions in London may dlow for more informd coditions between blockholders and
contend that much of the monitoring carried out by UK inditutions is done behind closad
doors  This would reduce the cods of blockholder monitoring and dlow for greater
monitoring on the part of UK financid ingtitutions.

This sentiment is echoed by Franks & d. (2001), who find that equity issues by
poorly peforming companies dong with low interes coverage on debt ae the man
determinants of involuntary top management turnover in the UK. In explaining this they

ague tha whilg inditutions may reman passve during the generd course of business



when the campany begins to search for additiond funds, this is where these inditutions
take an active role in company decison making.

The more dringent rights provisons in the UK may lead to exiding shareholders
exeting grester power over company management when these managers require externd
financing. Whilg they find that changes in block ownership lead to higher levels of top
management turnover, such purchases are not specificaly targeted at poor performers.

The aove point to grester dgnificance in the role of blockholders within the
agency framework of the UK corporate sector. This may lead to increased monitoring of
managerid decisons, but a the same time, grester power on the pat of blockholders may
lead to higher levels of sdf-serving behavior on the part of such investors.

However, Short and Keasey (1999) discuss that many US inditutions ae
governed by ERISA legidation which requires them to vote a company medings UK
inditutions have generdly been criticized for ther lack of participation a such meetings
Hampd (1998) even went S0 far as to congder making inditutional voting mandatory in
the UK, however, they decided not to formdly intervene, Georgen and Renneboog
(1998).

Further to this disclosure of block shareholdings is a much speedier process in the
UK. Shareholders purchasing a stake of greater than 3% and changes by more than 1%
in such gakes in the UK mugt notify the company within 2 days of the purchase. In
contrast, disclosure within 10 days of the purchese of a 5% dake, dong with the filing of
a Schedule 13D datement with the Securities and Exchange Commisson (SEC) ae

required for US purchasars.  Any changes in such stakes should be disclosed ‘promptly.



This increesed disclosure is likdy to enhance the potentid for managerid entrenchment
as it provides management with greater avareness of a takeover thredt.

Furthermore, Franks et d. (2001) argue tha minority protection laws in the UK
reduce the controlling abilities of dominant shareholders  Also, the generdly liberd view
of takeovers in the UK may lead to a lesser role for active investors in UK corporate
governance.

Also, in thar andyss of UK pendon fund holdings Faccio and Ladfer (2000)
find that over time the vaue of the companies that these funds invest in decreases. Also,
the funds don't cause governance improvements such as compliance with the
recommendetions of the Cadbury committee, nor do these funds <l their under-
peforming dakes  Smilaly, Facdo and Lasfer (1999) find a subdantidly negaive
relationship between the dake of block shareholders and corporate vaue in their sample
of UK firms.

On the other hand, Short, Zhang and Keasey (2002) find that the presence of a
finendd inditution holding a dake of grester than 5% in companies leads to higher
dividend payouts, as compared to companies without the presence of such inditutiond
shaeholders.  High dividend payouts may greater reliance on externd capitd markets

which are effective monitors of company management, Franks et d. (2001).

4.4.4. Summary and the Need for greater distinction of Blockholders
From the above evidence the influence of blockholders on corporate vaue is a best
debatable. Bethd et d.s (1998) results suggest that activis blockholders may be of

benefit in influencing corporate governance, however, there is evidence that these



blockholders may become as sdf-serving as the management they are supposed to
monitor. The results of Bethd e d. and the arguments of Mehran (1995) suggest that
greater didinction amongst different types of blockholders may be required, in a smilar
fashion to the didinction made between different types of company directors.  The results

of this section can befound in table 5.

4.5. The Market for Corporate Control

Takeovers may occur in reation to the earnings retention conflict between shareholders
and management. Jensen (1986) argues that takeovers occur in response to breskdowns
of internd control sysems in firms with subgtantid free cash flows and organisstiond
policies which are wasting resources.  In short, where management are using resources
inefficiently. The market for corporate control can therefore serve to transfer control of

the firm’s assets to more efficient managers.

45.1. ADisciplinary Mechanism for Poorly Performing Management

Where managers fear that they may lose ther jobs following takeovers, they may react by
invesing these free cash flows in more efficient investment projects  Safieddine and
Titman (1999) find that targets of faled takeover attempts ggnificantly increase ther
leverage in the period immediately following the faled bid. These firms then tend to sl
off under-performing company assts in order to increese focus on key profitable

investments, perhaps reversing previoudy unprditable diversfication policies



Jensen and Ruback (1983) show that shareholders in successful takeover targets
redise subsantid wedth increases, indicating a potentid for improved performance,
which the previous management had faled to utilise

Martin and McConndl (1991) identify two matives for tekeover; efficdency gans
and discplining poorly peforming management. They find the peformance of
disciplinary targets, where top management depart following the tekeover, was no worse
than the market average, but worse than ther industry average. Non-disciplinary targets
perform as wdl as ther indusry average. They find that CEO turnover in target firms
increases following a takeover.  This is condstent with the takeover market disciplining

managers who fall to maximise shareholder wedth.

4.5.2. The UK Market for Corporate Control
Franks and Mayer (1996) argue that the UK takeover market is amilar in its levd of
activity to the US maket. This can largdy be atributed to the diffuse ownership
structures which characterise UK and US companies, where large ownership stekes by
any one individud are genedly a deterrent to takeover bids. At the same time, they
ague that UK market has dricter legidation on tekeover defences. For example, the
takeover Code in the UK drictly forbids companies adopting poison pills once a takeover
bid has been adopted. Short and Keasey (1999) dso argue that UK firms generdly are
less active in their use of takeover defenses, largely due to monitoring from ingtitutions.

In addition to this, Faccio and Lasfer (2000) argue that disclosure requirements of

3% for block shareholders in the UK, compared to 5% in the US provide management

37



with grester awareness of potentid bidders.  This increases ther ability to initiate steps
designed to block such takeovers without violaing any legiddive practices.

In the UK there is a takeover threshold of 30%. Any individud or organisaion
breaching this is reguired to immediatdy reguired to meke an offer for the remaning
shares a a minimum price which is set a the highest price pad by the offeror during the
preceding twelve months®®  Furthermore, any investor with a steke of greater than 15%
must disclose any takeover plansthey have for the company, Franks et d. (2001).

In ther UK andyds of the discplinay function of the maket for corporate
control, Franks and Mayer (1996) find tha hodile takeovers are associated with
dgnificantly higher leveds of top management turnover, and corporate re-structuring.
However, they find little evidence of a difference in the prior peformance of hodile and
nonhodile takeovers, suggeding that tekeovers don't spedificdly discipline  poorly
performing firmsin the UK 2

This is confirmed in a further andyss of discplinay mechanisms for poorly
performing top management in the UK. Franks & d. (2001) agan find tha whilst
takeovers produce a dggnificant increese in top management turnover, this is not

necessaxrily associated with poor past performance, except over a prolonged period.

4.5.3. TheFailings of the Market for Corporate Control
Mikkdson and Partch (1997) find that the leve of tekeover activity may dso be an
important  factor in determining whether  this mechaniam is effective in disdplining

management.  They find a dgnificant relaion between top management turnover and

20 The exception to thisis the purchase of share stakesin firmsthat are experiencing financial distress.



perfformance during an active tekeover period, but no such rdation during an inactive
period. In contrast, Denis and Kruse (2000) find that performance enhancing corporate
redructurings perdst following dedines in peformance, regardiess of whether these
occur during an active or inective takeover period.

Jensen and Ruback (1983) dso suggest that the threat of takeover won't be
enough to ensure complete coherence between managerid actions and  shereholder
wedth. This can be atributed largdy to the costs of organisng takeovers, in particular
the high bid premiums Management may activdy seek to reduce the probability of

takeover Snce it may result in loss of persond wedth and reputation.

4.5.4. How effective is the Market for Corporate Control in disciplining Management

The evidence above is largdy inconclusve concerning the effectiveness of the market for
corporate control in disciplining corporate managers. It is generdly seen as a lagt resort,
only when taget managers have been peaforming very poorly.  This is perhgps
atributable to the high costs and disuption associaed with a company being teken over.

Table 6 provides asummary of the pointsin this section.

4.6. Managerial Remuneration
The dructure of executive compensation contracts can have a large influence in digning
the interest of shareholders and management. Compensation contracts, and ther revison,

represent a financid incentive for management to increase company vaue. Higher leves

21 However, Franks and Mayer use only atwo-year sample period and test only hostile takeovers to assess
the disciplinary affects of the UK takeover market.
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of such incentives should ultimady lead to higher company peformance, Jensen and
Meckling (1976).

Compensation generdly tekes four forms?? basc sday, accounting-based
performance bonuses, executive dock option schemes and longterm  incentive plans
(LTIPSs). Baker, Jensen and Murphy (1988) argue that the level of pay determines where
managers work, but the dructure of the compensation contract determines how hard they
work.  Effective compensation contracts should provide management with sufficient

incentive to make vaue maximisng decisons a the lowest possible cogt to shareholders.

4.6.1. Sary

Executive sdaries ae likdy to be determined by the managerid labor market, dong with
other factors induding the dze of the firm and the manager’s postion in the ‘corporate
ladder.  Jensen and Murphy (1990), however, contend tha equilibrium in managerid
labor markets will prevent large sdary cutsfor poorly performing managers.

Therefore, this mechaniam will be ineffective in giving managers incentives to
meke vadue maximidng decisons  This is perhaps emphadsed by thar finding that for
every $1,000 dallar changein firm vaue, the CEO’s sdary changes by 2 cents

In thar dudy of the top 500 companies in the UK, Conyon and Murphy (2000)
find that the median CEO recaves a base sday of £240,000, which comprises 59% of
their totd compensation. This is in comparison to a median of £317,000 in the US

which only comprises 29% of tota compensation.

2 There are perhaps limitless forms of executive compensation. Others elements may include pension
contributions, stock bonuses, and long-term accounting based incentive schemes. However, the major
academic research in this area that | am aware of has centered on these four key elements of compensation
and thisiswhat shall be discussed here.



4.6.2. Accounting Based Bonus Schenes

Basng bonuses upon accounting messures of peformance provides an  improved
mechanism for digning manager’s interests with those of the company’s shareholders.
Banker, Lee and Potter (1996) report evidence of this in the retall sector, where they find
that sdlesin 15 firms improve after the introduction of accounting based bonus schemes

However, Hedy (1985 and Jensen and Murphy (1990) argue that paying
executives on the bass of accounting variables provides an incentive for management to
directly manipulate the accounting sysem, and favour projects with short-term
accounting returns at the expense of long-term pogtive NPV investment.

Waeasbach (1988) finds higher accounting earnings in the year prior to the removd
of a CEO and Dechow and Soan (1991) report that R&D expenditures decline prior to
the retirement of a CEO. Such results suggest that accounting based bonus schemes are
a best a dumsy means of providing managerid incentives and may actudly exacerbae
an executive time-horizon problem.

Bonuses related to company sdes may further encourage earnings retention and
firm dze growth, which doesn't dways equate with shareholder wedth growth.
Accounting bonuses may dso lead to a focus on the determining varigbles of these
compensation plans, perhaps leading managers to neglect other agpects of performance.

In the UK, Conyon and Murphy (2000) find that bonuses account for 18% of totd
pay for CEO's, they were recaived by 81% of ther sample, and for those who receved
them, the median awad was £91,000. In compaison, 83% of US CEO's receved

bonuses, but the median was £270,000 which comprised 17% of totd pay.
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The above andyss indicated that UK CEO's receive 77% of their totd pay in
teems of cash based compensdion, in compaison to 46% for ther US counterparts.
However, after controlling for other factors known to affect executive compensation,
Conyon and Murphy find that US CEO's receve 46% higher cash compensaion than

their US counterparts.

4.6.3. Executive Stock Options

The use of sock options in executive compensation plans is generdly seen as the one of
the mogt effective means of tying the interests of managers and shareholders, as they are
seen as a ubditute for managerid shareholdings.  Such options give management  the
right to buy company sock a a fixed price a given times in the future.  The higher the
vaue of the firm, the higher the vdue of the options and the profit managers can make
upon exerdsng them.

Under option pricing theory the vdue of such stock options will increese dong
with the risk of the firm's underlying asssts.  Agrawd and Manddker (1987) report that
dock options encourage management to meke invetment and financing decisons which
increase the variance of the firm’s assets.

Addtiondly, Fenn and Liang (2000) find that higher levds of managerid sock
options lead to higher levels of share repurchases.  Under Black-Scholes option pricing
theory, the vaue of stock options will decline with the present vaue of future dividend
payments, providing management with an incentive to subditute repurchases for
dividends. To the extent that repurchases are tregted favourably in tax terms, this will be

in the best interests of the company’ s shareholders.
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Conyon and Murphy (2000) document that options grants comprise 10% of totd
compensation for UK CEO's, but 42% of totd compensation in the US. Moreover, the
median option grant in the UK is £69,000 and £1,142,000 for US CEO'S, representing an
incredible divergence between the characteritics of pay in the UK and US.

While such dudies provide evidence of executive compensaion schemes tying
the wedth of management to their shareholders, they don't provide evidence tha such
schemes increase shareholder wedth.  However, Méehran (1995) finds such a pogtive
relaionship between the percentage of CEO's totd compensation package in stock
options and corporate vaue?®  This points towards such compensation packages being

effective means of motivating managersto act in their shareholder’ s best intereds.

4.6.4. Long-TermIncentive Plans
The find method of executive compensation to be discussed is that which comes from
longterm incentive plans (LTIPS). Although they generdly take many different forms
ther common fegture in the UK is an awad of dock in the company upon the
achievement of long-term peformance criteria, such as EPS growth above a given
percentage in the following five years. In the US, they generdly tend to either take the
form of redtricted stock or multi-year bonus plans.

They tend to be granted a a zero, or nomind,>* exercise price. Similar to stock
options, LTIP graits ae generdly termed under the dlassfication of ‘equity-based

compensation.” In the UK, LTIP grants account for 9% of totd compensation, and have a

%3 Mehran (1995) proxy’s corporate value using Tobin’s Q, which future studies have found managerial
share ownership is endogenous with respect to. He fails to take account for this, and there may be a
possibility that the structure of executive compensation packages is also endogenous to corporate val ue.

24| e. an exercise price of 0.1p



median vdue of £161,000 for the 32% of sample companies which utilised them, Conyon
and Murphy (2000). Such grats ae less common in the US where only 19% of
companies make use of them, but the median CEO d4ill recaves £325,000, which
comprises 4% of their total compensation.

However, one mgor criticisn of both LTIP grants and option grants arises from
the problem of managerid risk averson. The cogt of such means of compensdion is
higher to the company than the vaue derived by company directors as risk averdon

leeds them to discount the vaue of such modes of compensation.

4.6.5. Executive Compensation in the UK

In the UK, disclosure requirements of executive compensation have lagged someway
behind ther US counterparts. It is only recently following the publication of the Cadbury
(1992), Greenbury (1995) and Hampd (1998) reports in the UK that any reasonable and
condgtent disclosure of UK executive compensation has occurred.  Prior to these reports,
full disclosure of director's remuneraion was poor in comparison to US companies
paticulaly in rdation to eguity-based compensation. Therefore research gmilar to that
described above has yet to take place in the UK.

Soedificaly, Greenbury (1995) is highly supportive of LTIP grants which ae
performance contingent with reference to appropriatdy benchmarked companies. Whilst
dock options provide management with drong financid incentives to peform, they may
dso tend to reward even rdaivey poorly peforming manegement in times of ridang

stock market, such asthat seen during the tech-boom of the late nineties.



However, Conyon and Murphy (2000) provide a compaative andyss of CEO
pay in the UK and the US. They find tha UK executives earn far less than thar US
counterparts. CEO's in the US receive 46% higher cash compensation and 150% higher
totd compensation than UK executives  Additiondly, the find that effective ownership
percentages suggest that in the US a median CEO will recaeive 1.48% of any changes in
shaeholder wedth, but UK CEO's will recaeve only 0.25%. They dtribute these
differences to the grester use of share options in the US due to inditutiond and culturd
differences between the two countries  This was despite both having reaively smilar
economies and corporate governance structures.

The Greenbury (1995) report makes recommendations for moves away from the
large focus on cashtbased compensaion documented by Conyon and Murphy (2000),
who report that 77% of UK CEO's totd pay is in the form of sdary and cash bonuses. It
may be interesing to view how effective these recommendations have proved to be.
However, Conyon and Sadler (2001) find that larger companies are more likdy to pay
ther CEO through equity based compensation. In addition larger companies ae more
likely to utilise LTIP grants, as compared to option grantsin smdler firms.

Additiondly, Greenbury makes recommendations for dructure of remuneration
committees which st director's pay. It suggeds that these committees be comprised only
of independent, non-executive directors.  Compliance with these recommendations may
in theory aso lead to more gppropriate managerid incentives.  Findly, directors should
have limited tenures in ther pogtions, and should require frequent re-dection to the
board. This is to prevent the granting of excessvely long-term contracts which increase

the cost of dismissing management for poor performance.



The disclosure requirements of Greenbury (1995) are fa more dringent than
those of US companies Conyon and Sedler (2001) discuss how Greenbury requires full
disclosure for a Black-Scholes gyle option vauaion for both current and past option
grants paid to the company’s directors.  This is in contrast to US disclosure requirements
which require full informetion for only the current option grant, in addition they mugt
report on the intrindc vaue of dl unexercised options, however, this means that only
options that are in the money will have a vaue placed upon them.

Thee authors summarise the disclosure requirements of Greenbury as (i) the
number of shares under option a the beginning and end of the year (ii) the number of
options granted, exercised and lapsed during the year (iii) the exercise price of dl options
(iv) the dates for which the options may be exercised and the experaion date (v) the cost
of the options (if any) (vi) the market price of the shares at the date of the exercise for
options exercised during the year and (vii) a summay of any peformance criteria on
which exerdse of the options is conditiond. Firms thet reved information for conditions
(i) through to (v) are said to be providing full informetion disclosure.

Alterndtivdly, companies may provide (i) the totd number of share options hed
(i) the weighted average exercise price of the stock of unexercdised options hdd and (iii)
the maturity date of the longest dates unexercised option. Such companies ae sad to
provide information in concise form.

Conyon and Sdder (2001) esimete the vaue of a sample of options of UK CEO's
under the assumptions of full disclosure, concise disdosure and US regulaions.  They
find that previous sudies vauing US executive compensation have not been ggnificantly

biased in ther edimates of option vaues However, this has been largdy due to two



conflicting biases which have served to cancd one another out.  Firdly, options that are
in the money have been undevdued due to erors in esdimding the time to maturity of
such options, on the others hand, options which are out of the money have been
overvalued due to the disclosure of a weighted average exercise price of options in the
US. While ggnificat errors are likdy to have arisen during the riang sock markets of
the past 20 years, if the current economic downturn is to continue, then the ovenduation
of out of the money options is likdy to pose a sarious problem for researchers in

executive compensation in the future.

4.6.6. IsManagerial Remuneration Effective in Reducing Agency Conflicts?

The above evidence tends to suggest that corporate executives are indeed rewarded in
accordance with how well they peform for ther shareholders.  In addition, the use of
equity based compensation plans appears to be the best means of encouraging managers
to meke vaue maximising decisons.

Addtiondly, Kde (1997) finds sysgemdic vaiaion in the tems of executive
compensation plans, where these differences are driven by the characterisics of the
company’'s assHs. This would indicate that company’'s tend to st executive
compensation contracts (at least partidly) with respect to minimisng the agency corflicts
inherent  within  their contracting  nexus. For example, companies with long-term
invesment opportunities should be expected to employ compensation plans  with
contingencies which cause executives to forfet compensation if they leave the company.
She is d0 highly critical of previous dudies which fal to incorporate such aspects of

compensation in ther andyss
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The aguments of Brennan (1994, 1995a) suggest that perhgps monetary
incentives done are insufficent in digning the interes of corporae manegers and
shareholders.  Indeed, Baker e d. (1988) concede that executive compensation contracts
are unlikely to ensure complete coherence between managers decisons and shareholder’s
wedth, snce a& some point management will yidd to behaviourd notions such as
fairness, which don’t enter into the agency framework.

Perhgps more ggnificantly for the doubters of the effectiveness of executive
compensation as a means of gopropriately rewarding top management is the conggtent
finding that by far the mog important determinant is company sze. As such, manegers
face a potentidly overwhdming incentive to expand firms beyond ther optimd levd in
oder to gmply maximise compensgion. A synopss of the man theoreticd and

empiricd findings on executive compensation can be found in table 7.

4.7. Managerial Share Ownership

The find method of reducing agency conflicts to be discussed in this paper is managerid
share ownership.  Jensen and Meckling (1976) argued that as ownership of the company
by indde managers increases, S0 to does ther incentive to invest in podtive NPV projects

and reduce private perquisite consumption.

4.7.1. Ownership Incentives
Bendon (1985) finds a sgnificat reationship between changes in shareholder’s wesdlth

and changes in the vaue of executive shareholdings He dso finds that such



shareholdings help to tie the financdid interests of directors who are dose to retiring to
shareholder’ sgains and losses.

However, this sudy can only concdude that managers and shareholders gained and
lost together. In addition, the fraction of the manager's totd wedth that is tied to the
company’s performance is unobservable.

Ownership incentives are a key factor in the success of Management Buy-Outs
(MBO's). Kgolan (1989) finds dggnificant increeses in a company’s operaing
performance following such events and atributes much of these findings to the high
levels of manageria equity ownership within these companies®

Feon and Liang (2000) find that large managerid shareholdings provide
management  with incentives to didribute cash flow to shareholders when agency
problems ae a ther grestest. Additiondly, Denis & d. (1997) find tha executive
ownership is asociated with greeter corporate focus, indicating thet the severity of the
managerid risk-averson problem may be reduced through higher equity stakes.

Also, Hull and Mazachek (2001) find a negative relaionship between managerid
ownership and the negaive market reection to new equity issues  Such ownership may
provide a dgnd tha management are not merdy issuing overvdued equity as they ae
likdy to suffer from any share price fdls which would be anticipated under the pecking

order of capital Structure.

4.7.2. Managerial Entrenchment

However, there is evidence that indde ownership may lead to the problem of managerid

entrenchment.  This occurs where management gains so much power within the firm that
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they are able to pursue ther own interests (which don't necessarily equate with wedth
maximisgtion) & the expense of outsde shareholders Fama and Jensen (1983).  With
larger voting power managers can meke decisons which maximise ther utility from the
company, even when thisresults in lower or negative returns from their gockholdings.

Sulz (1988) argues that entrenchment may occur from a lack of externd market
discipline since it is harder to remove managers where they control large portions of the
company. Exiding management are able to drive bid premiums up to the point where
bidders no longer view the target as a podtive NPV invesment. Additiondly, Bethd et
d. (1998) and Wesbach (1988) document an inverse rddionship between disciplinary
events and managerid share holdings. This would indicate that powerful managers are
difficult to discipline even when they are poor performers.

Additiondly, both Denis et d. (1997) in the US and Dahya et d. (1998) in the UK
document a more postive market reection to forced top management turnover where the
incumbent had held a larger equity ke, Both dudies dso document an increese in
externd control events following the departure of an entrenched top officer.

Severd dudies have supported this entrenchment hypothess when examining the
direct reaionship between ownership and corporate vaue  Morck e d. (1988),
McConndl and Sevaes (1990) and Hermdin and Weisbach (1991) &l document non-
monotonic relationships between indder ownership and corporate vadue?®  While the

reaults of these sudies are inconsigent with one ancother, this could be dtributed to

sampling differences, Kole (1995).

% However, it should be noted that such companies tend to be highly levered.

26 Morck et al. document two turning points where value increases between 0 and 5% and at levels of
ownership greater than 25%. Between 5 and 25% value declines with ownership. McConnell and Servaes
document a quadratic relationship where value increases initially and then declines at ownership levels of



Faccio and Ladfer (1999) dso contend that managerid entrenchment may result in
the CEO credting a board that is unlikdy to monitor. Such a board will make externd
discipline unlikdy and decreases the board's ability to provide internd discipline to the

CEO.

4.7.3. Entrenchment and the UK Institutional Framework

The US and the UK ae lagdy smilar in tems of ther contractud nexus, both
characterised by market-based contracting environments, liquid sock markets and diffuse
ownership sructure, Faccio and Lasfer (1999). However, these authors discuss a variety
of factors which may influence the extet to which UK managers may become
entrenched.

Section 4.4.3 discuses characteridics of blockholder monitoring which may lead
to management requiring higher levels of ownership to become entrenched. If managers
are bject to greater levds of monitoring, they will require higher levels of ownership to
insulate themselves from such controls.

However, Faccio and Ladfer (1999) dso document evidence indicating tha UK
managers may be aie to become entrenched a lower levds of ownership, this is
summarized in section 452. To the extent that these falings of externd markets dlow
management greater power within organizations, they may require lower levels of control
to become entrenched.

In addition, Georgen and Renneboog (1998) argue that the UK is wel-known for

its srong minority protection laws.  The ‘fraud on the minority’ rule is spedficdly

49 and 38% in 1976 and 1986 respectively. Hermalin and Weisbach report three turning points at 1, 5, and
20%.
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desgned to protet minorities from exproprigion by controlling shareholders and
company  management. Specificdly, mgor dhareholders may not blatantly make
decisons dedgned to bendfit themsdves and damege the wedth of outsde
shareholders?

Direct evidence of entrenchment in UK companies is provided by Dahya e 4.
(2002). Smilaly to Denis & d. (1997) in the US they find an inverse rdationship
between performance related top management turnover and the proportion of equity hed
by management.

Both Faccio and Lasfer (1999) and Peasnel, Pope and Young (2000) document a
U-shaped rdationship between director’'s shareholdings and the proportion of non-
executive directors on company boards®®  The initid dedine is due to convergence of
interets where less externd monitoring is required, however, a higher leves of
ownership  non-executives begin to increese due to an internaly generated demand for
increased monitoring, arising from the problem of managerid entrenchment.

Faccio and Ladfer (1999) and Short and Keasey (1999) examine UK companies in
search of gmilar reaionships to those documented in previous US dudies  Both report
gmilar non-monotonic relaionships as observed by Morck e d. (1988), with turnings
points a 1968 and 54.12%, and 1299 and 41.99% respectively.’*3° They suggest thet

such results represent management becoming entrenched a  higher levels of indder

27 DeAngela and DeAngelo (2000) provide an interesting case study of the controlling Chandler family had
attempted to do thisin their case study of the Times Mirror Company.

%8 Faccio and Lasfer (1999) find that the critical inflection point is 12%, after which companies become less
likely to employ non-executives.

29 Whilst Faccio and Lasfer use Tobin's Q, Short and Keasey use market valuation ration and return to
shareholder’ s equity. The market valuation ratio is measured as market val ue of common equity over book
value of equity minus any intangible assets.
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ownership in the UK, cting differences in legd procedures and investors types for such
findings

When examining the rdaionship between executive ownership and  top
management turnover, Dahya et d. (1998) find that CEO ownership dakes of as little as
1% can dlow a poorly performing top manager to entrench their podtion.  This result is

conggtent with the finding for US CEO'sby Denis et d. (1997).

4.7.4. Endogenity and Heterogeneity in the Insider Ownership — Corporate Value

Relation
Kole (1995) argues that heterogeneity in the rdaive sze of the firms in different samples
will be a mgor factor in determining the different results from various dudies that have
atempted to mode anor-linear relationship between ownership and corporate vaue.

However, Demseiz and Lehn (1985 contend that a company’s ownership
dructure should be thought of as an endogenous outcome tha reflects and influence of
the company’ s shareholders and the firm’s contracting environment.

Cho (1998) argues that results such as Morck et d. (1988) and the UK dudies
mentioned above may be misspedified due to the endogenity of managerid ownership.3?
Jensen and Mecking (1976) had argued that ownership dructure affects performance

since it reduces managerid perquisite consumption, and therefore, increases investment.

3011 their overall sample, Faccio and Lasfer find an insignificant relationship between ownership and
corporate value. Theturning points reported are those for their sub-sample of above median growth, as
measured by the firm’s P/E ratio.

31 | an attempt to control for reverse causality, Short and K easey (1999) use lagged variables for
managerial ownership and take average performance over the next four years and panel datawith year
effects dummies. However, Himmelberg et a. (1999) contend that a firm’s contracting environment
changes very slowly over time, and as such, the techniques of Short and Keasey may still fail to properly
control for endogenity.



However, Cho contends that these variables are likdy to be interdependent and
uses a sysem of dmultaneous equetions to prove his hypothess. He finds that inSder
ownership is a function of the market vaue of equity and corporate vaue (Tobin's Q).
However, Q is afected by invesment and not indder ownership.  Findly, invetment is
dfected by Q and the liquidity of the firm, and not by insder ownership. He condludes
that invetment affects corporate vaue, which in turn afects managerid ownership.
Such findings contradict Jensen and Meckling's (1976) theory tha shareholdings by
indde managers ae an effective means of inducing these managers to make vdue
maximising decisonsfor their shareholders.

Smilaly, Dems#tz and Villdonga (2001) find no evidence of a sygematic
rddionship between ownership and corporate vadue within a re-examindion of the
Demsetiz and Lehn (1985) study.>>3* However, these authors conclude that ownership is
negatively relaied to corporate vaue, suggesting that management may prefer to hold
lower gakes in highly vdued companies.  Whilgt inconsgtent with Cho (1998), pardds

can be dravn with Denis and Sarin (1999) who find the poor share price performance

32 |n aside note they are also critical of the use of managerial ownership and Tobin’s Q. Thisison the
basis that managerial ownership will represent agroup a various parties who do not necessarily share the
same corporate objectives. Also, Q isaforward looking measure, whereas it would be better to use a
backward measure such as profit rate to look at what management has achieved. However, their aternative
measure of ownership structure takes the stake of the five largest shareholders. In practicethisisagain an
imperfect measure where less than five of these largest shareholders may have a stake that is greater than
the disclosure threshold for company reports. Additionally, investors are generally more concerned with
share prices than accounting performance and, on this basis alone, a market based measure of value such as
Qislikely to be amore important measure of how shareholders perceive management to be doing their

jobs.

33 1n addition, both Cho (1998) and Demsetz and Villalonga (2001) model ownership as a pre-determined
function. Cho employs the spline specification of Morck et a. (1988) in addition to alinear function within
hisrobustness testing. Demsetz and Villalonga (2001) model ownership as alogarithmic function. Neither
of these studies attempts to utilise other potential functional relationships between ownership and value.
Following the arguments of McConnell and Servaes (1990) and Kole (1995) it may be that a systematic
relationship does exi st between ownership and val ue that these authors have failed to accurately model.



leads to increased equity dekes by company management, perhgos in an atempt to
entrench themselves from potentid control thregts.

However, Himmdberg & d. (1999 interpret dmilar results as evidence of
optima contrecting relaionships within different firms  They ague that what may be
optimd for one firm, may not be optima for ancther. Hrms will choose between these
vaious mechaniams depending on wha is optimd for ther individud contracting
environment.

However, in dterndive teding usng an indrumentd variables goproach they find
drong evidence which is conagent with that of previous sudies. This is conggent with
Hemdin ard Weshach (1991) who find a nontlinear rddionship between managerid
ownership and corporate value using an instrumenta variables approach.®

Where indder ownaship is to be thought of as the outcome of the firm's
contracting environment, a number of variables may be seen as important. Ownership
will be negativdy rdaed to firm dze  Peaformance is adso important, however the
effects of this are undlear. Cho (1998) finds that directors hold brger stakes in firms with
higher corporate vaue, but this is in contrasg to Demsatz and Villdonga (2001) who find
the oppogdte effect. Denis and Sain (1999) find that poor share price performance leads

to higher equity dakes by corporate boards perheps in an atempt to entrench

34 While Himmel berg et al. (1999) find no causal relationship between ownership and value, Zhou (2001) is
critical of the methodology used in this study and argues that such a relationship may still exist.
Himmelberg et al. use a panel data methodology with firm fixed effects and argue that this removes any
cross-sectional relationship between ownership and value. Therefore, changes in corporate value are
expected to arise as aresult of within firm changes in managerial ownership. However, Zhou contends that
if ownership is important to long-term managerial incentives then its affect would show up in cross
sectional tests. Since managers seek to maximize their longterm utility from the firm, small changes in
ownership from year to year do not necessarily indicate meaningful changes in managerial incentives.
Additionally, he argues that any study of the effects of ownership on corporate value must also include the
incentives provided by executive stock optionsin fully considering this relationship.



management who are more likdy to be subject to disciplinary measures. Busness risk
leads to lower levels of managerid ownership, Demsetiz and Lehn (1985). However,
opportunities for indder trading in high risk firms may actudly encourage management
of such companiesto own higher ownership stakes.

Core and Larcker (2002) assume a mode whereby firms choose an optimd leve
of managerid incentives when they contract (eg. Demsstz and Lehn (1985)) but that
transaction cads prohibit continuous re-contracting, eg. Morck et a. (1988). Therefore,
they examine the pre and post peformance of a sample of companies which adopt target
ownership plans for their corporate executives. Such firms are characterised by low
managerid owneship and poor indudry-adjiusted share price returns prior to the adoption
of thee plans  The introduction of such plans is typicdly followed by sSgnificant
increeses in ownership, dgnificantly greater stock price performance in the following 6
months as compared to thar control firms, and ggnificant increeses in - operating

performance.

4.7.5. Uncertainty of the Benefits of Managerial Ownership

The evidence on the benefits of managerid share ownership tends to generdly be mixed.

While the theordicd arguments for increased incentives are unquestionable, evidence
suggedts that indder ownership may dso come a the cost of entrenchment. Many factors
can influence the reationship between insder ownership and corporate vaue, and recent
evidence tends to suggest that causdity may even opeae in the opposte direction.

Table 8 discusses the main points provided in the above section.

35 Whilst they achieve full significance with OLS regression, their instrumental variables approach provides
significance only between 0 and 1%, and 1 and 5%. While the signs remain consistent, they fail to find



4.8. SJummary of Agency Cost Reducing Mechanisms
The above section has provided a summay of the vast ressarch which has been
conducted in the field of agency theory and corporae governance desgned to minimise
its damege to shareholder wedth. In generd, the only srong concluson which appears
to have been suggested is that what is optimd for one firm a one point in time, need not
be so for another.

In efficient markets it could be agued that firms and investors will choose
between these various devices based upon their optima contracting relationships. While,
a the same time, large divergences of interest ly management dways carries the threat of

externd market discipline from labor markets and the market for corporate control.

5. Conclusions

The research reviewed above provides many greest indghts into the ‘nexus of contacts
which Jensn and Meckling (1976) origindly discuss as ther besis for a theory of the
firm. It can be seen tha very few strong conclusons upon the importance of eech
conflict, and mechanisms for resolving these, has truly been determined.

The arguments of Kole (1995) and Himmeberg e d. (1999) perhaps summarise
this research most conclusively. They argue that such agency conflicts are heterogeneous
across diffeeent  firms in different  indudriess, and most  likdy different  cultures
Himmdberg e d. refer to differing firms with different contracting environments, which
refreshes an important point from Jensen and Meckling's (1976) origind theory, that no

two firmswill have the same ‘ nexus of contracts.’

significance for ownership ranges between 5 and 20% and over 20%.

57



The scope of each type of agency conflict will differ from one firm to another, as
will the effectiveness of governance mechanisms in reducing them. As has been proved,
and then often questioned again, each type of governance mechaniam can be important in
reducing the agency codts of the separation of ownership and control.  What is required is
a more detalled undergtanding of what makes these mechanisms important for some firms
and ineffective for others.

Examining the UK as an dtandive to the US sock maket provides some
important condderations which may be of vitd importance in both countries for
underganding the importance of each type of mechanism. It appears that inditutiona
characterigics of the UK make result in management requiring higher leves of
owvnership to gan sufficent power to become entrenched and insulated from externd
dicipline. At the same time, higher managerid awareness of the threat of takeover
perhaps leads to entrenchment a lower levels, as does the potentidly ineffective market
for corporate contral in disciplining management.

Furthermore, the lessr regulation of UK inditutions, in comparison to ther US
counterparts, adds to ther ability to participate in corporae governance. The regulation
provided by Cadbury (1992), Greenbury (1995) and has ds0 had a mgor impact upon the
sructure of corporate boards and disclosure of executive compenstion.

For future research in this area, there are currently three key areas which appear to
be vasly under-explored. Internationd research into corporate boards and discipline
from the market for corporate control has been forthcoming, however, there gppears to be
vay litle ressarch caried out involving many of the other governance mechaniams

which control agency problems.  While disdosure requirements — paticulaly  with



respect to executive compensation — differ across internationd markets, more research
could be conducted into effectiveness of the other mechaniams discussed above in
vaious countries.  Such dudies would perhaps dlow a grester understanding of which
aspects of our own markets influence the effectiveness of these devices in disciplining
management for divergences from the interests of their shareholders.

Secondly, greater didinction must be made in the trestment of certan variables
when empiricd testing is caried out. The dudies of Bethd et d. (1998), Core et 4d.
(1999), Lin et d. (2000) and the arguments of Mehran (1995) highlight the need for a
greater depth of research. This should particularly be the case for research into block
shareholders. Empirical dudies generdly ill refer to blockholders as one  group.
Without such digtinctions, we are not able to gan a full underdanding of why exactly
certan invedor types, or director types, contribute to ether better or worse monitoring of
management.

Findly, the recent work of Cho (1998), Hermdin and Weisbach (1998) and
Himmeberg e d. (1999) examines the potentid problems of past empiricd research, in
it's faling to control for endogenity. Thee dudies have dnce found that corporate
governace characteristics of companies are inter-dependent, and previous research
which fals to control for this is & best misgpedified. This cdls into quesion how many
other previous dudies are misspecified in ther treatment of governance vaiables as
exogenous.

For example, Mehran (1995) finds that vaue is postivey reated to the fraction of
a CEO's totd pay in the form of stock options. Cho (1998) finds that managers prefer to

hold higher equity dsakes in highly vaued companies Theaefore, what is to say tha
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CEO's may not be ade to influence a remuneration committee drongly enough to set
higher levds of equity based compensation if they fed that ther firm is a high
peformer? In addition, what effect will the compostion and sze of the company’'s board
have upon a CEO's dhility to do this? Questions such as these may only be answered
after controlling for the interdependence and potentid endogenity of various corporate
governance varigbles.

Despite its faults, with respect to agency conflicts, the modern corporation
appears to be the most popular form of corporate organisation. Perhaps this can largdy
be atributable to the evolution of governance mechanisms desgned to limit the scope of
these problems. However, these devices must continue to evolve, and grester research
may be required to understand exactly what works when it works where it works, and

mogt importantly why it works
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Table 1— Natureof Agency Conflicts

Conflict Theoretical Arguments Empirica Evidence
Moral Managers consume private perquisites rather than investing  Negative market reaction
Hazard [Jensen and Meckling (1976)] to announcement of the
appointment of acompany
Managers invest in projects specific to their skillsto directors as an outsider to
increase their value to the company [Shleifer and Vishny another board [Rosenstein
(1989)] and Wyatt (1994)]
Increase with size of company and free cash flows [Jensen UK executives are paid
(1986, 1993)] lessthan their US
counterparts [Conyon and
Murphy (2000)]
Earnings Managerial desire for corporate power may cause large Returns to shareholders
Retention sharehol der losses [Brennan (1995b) decrease asfirms diversify
[Lang and Stulz (1994)]
Pay increases with firm size, leading to focus on size and
not returns [Jensen and Murphy (1990)]
Managers prefer retentions and may invest for
diversification purposes [Jensen (1986, 1993)]
Retentions reduce the likelihood of monitoring by external
capital markets [Easterbrook (1984)]
Time Managers are concerned only with the cash flows during R&D declines as
Horizon the period of their employment and this may lead to executives approach
manipulation of the accounting system and favouring short-  retirement [Dechow and
term projects over long-term investments with higher Sloan (1991)]
NPV’s[Healy (1985)]
Accounting earnings
higher in year prior to
remova of CEO
[Weishach (1988)]
Risk Managers will attempt to reduce their personal exposureto  Inverse relationship
Aversion risk through corporate diversification and will prefer lower between inside equity and

levels of debt even when thisis beneficial to the company
[Jensen (1986)]

Despite the benefits of debt, managers prefer equity
financing as debt increases likelihood of default [Brennan
(1995h)]

risk [Demsetz and Lehn
(1989)]
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Table 2— Managerial Labor Markets

Theoretical

Empirica

Managerial labor markets will discipline poorly
performing management through salary revisions

in present and future employment [Fama (1980)]

External |abor markets use evidence on past
performance in defining executive job
opportunities and compensation levels [Gilson
(1989)]

Equilibrium in managerial labor markets will
prevent large salary revisions for poor performance
[Jensen and Murphy (1990)]

Managersin firmswho cut dividends are less
likely to be employed as outside directorsin other

companies [Kaplan and Reishus (1990)]
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Table 3— Corporate Boards

Theoretical

Empirica

Boards should consist of at |east three non-
executive directors and should split the positions of
CEO and chairman to improve monitoring and
prevent one individual dominating the board
[Cadbury (1992)]

CEO’'s more likely to be removed for poor
performance on outsider dominated boards
[Weisbach (1988)]

Effective boards would be largely comprised of
outside independent directors to ensure better
monitoring of management [Fama and Jensen
(1983)]

UK performance related top management turnover
isstrongly related to proportion of outside directors
on the company’ s board and strength of
relationship is enhanced by adoption of Cadbury
Committee’s proposals, but negatively related to
board size [Dahyaet a. (2000)]

Outsiders have incentive to devel op reputations as
governance experts, insiders don’t monitor
effectively as they have an incentive to protect
high levels of remuneration and CEO’ s have
influence over their careers[Weisbach (1988)]

No relationship between performance related top
management turnover on board composition in
Japan [Kang and Shivdasani (1995)]

CEO’ s dominate director nomination process and
won't appoint independent directors [Mace (1986)]

Outsider dominated boards reduce the ability of
inside managers to block disciplinary takeovers

[Cotter et al. (1997)]

Boards are |ess effective as they grow in size as
decision making becomes slower and CEO isable
to dominate with greater ease [Jensen (1993)]

Equity based compensation more prominent on
outsider boards [Mehran (1995)]

Different board types are better at different jobs,
insider boards may be better at unobservable (to
the econometrician) tasks [Bhagat and Black
(1999)]

Stock price significantly increases upon the
announcement of the appointment of an outside
director with increases largest in smaller
companies [Rosenstein and Wyatt (1990)]

Market reaction to appointment of outsiders
depends upon the extent of company’s agency
problems and the characteristics of the appointee
[Linet a. (2000)]

Convex inverse relation between board size and
company value, with greatest |osses arising when
moving from small to medium boards [Y ermack
(19%)]

CEO compensation increases with board size,
percentage of outsiders appointed by CEO, and
percentage of outsiders serving on three or more
boards. Decreases with the percentage of insiders
[Coreetd. (1999)]

Long run performance of companies with balanced
boards is better than performance of outsider
dominated boards [Bhagat and Black (1999)]
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Table 4— Corporate Financial Policy

Theoretical

Empirica

Debt acts as bonding mechanism which forces
managers to distribute cash flows, especially in
mature companies with few internal growth
prospects [ Jensen (1986)]

Negative relationship between company growth
and leverage holds only for low Tobin’s Q firms,
suggesting that debt may act as disciplinary
mechanism in such companies [Lang et al. (1996)]

Higher debt leads to less equity, which increases
the ease with which management may accumulate
larger ownership stakes [Jensen and Meckling
(1976)]

Higher levels of debt is associated with higher firm
value because it increases the risk of default [Harris

and Raviv (1990)]

Monitoring from external capital markets when
issuing debt reduces company’ s agency problems
[Easterbrook (1984)]

Role of capital structureshould be to ensure
socialy optimal liquidation [Brennan (1995b)]

Higher levels of debt improve liquidation decisions
by increasing probability of default [Harris and

Raviv (1991)]

High debt may lead to under-investment because of
the costsinvolved in raising new finance [Stulz
(1990), Harris and Raviv (1991)]

Dividends reduce agency problems but don’t carry
same binding obligation as debt payments [Jensen
(1986)]
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Table 5— Blockholdersand I nstitutional I nvestors

Theoretical

Empirica

Different types of blockholders perform different
functions within organisations [Bethel et a. (1998)]

Positive market reaction to the appointment of an
affiliated outsider (including those from

blockholders) to the board [Lin et al. (2000)]

Investorswith large blocksin companies may
pursue their own interests, rather than attempting to
maximise returns[Shleifer and Vishny (1997)]

Positive reaction to filing of Schedule 13D
statement with SEC, but benefits quickly disappear
unless blockholder initiates corporate restructuring
[Mikkelson and Ruback (1985)]

Greater need for distinction between different types
of block investors such as financial companies,
diversifying companies, employee pension funds,
etc. [Mehran (1995)]

Positive relationship between institutional
ownership and Tobin’s Q, no relationship between
blockholders and Q [McConnell and Servaes
(1990)]

Only activist investors discipline management and
improve performance in poorly performing
companies [Bethel et a. (1998)]

Large blocks may reduce liquidity of astock and
the supply of information to the market
[Holmstrom and Tirole (1993)]

Aggressive counter-bidding by blockholders
reduces probability of takeover even whenin

shareholder’ sinterests[Burkart (1995)]
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Table 6— TheMarket for CorporateControl

Theoretical

Empirica

Disciplinary takeoverswill occur in response to
breakdowns of internal control systemsin
companies with large levels of free cash flow
[Jensen (1986)]

Targets of failed takeover bids significantly
increase leverage [ Safieddine and Titman (1999)]

Threat of takeover not enough to ensure complete
alignment between managerial goals and
shareholder’ s wealth because of takeover costs
[Jensen and Ruback (1983)]

Shareholdersin successful takeover targets realise
substantial wealth increases following takeover
[Jensen and Ruback (1983)]

Targets of disciplinary takeovers, where
management departed following the takeover, were
firms who were performing worse than their
industry average in the US[Martin and McConnell
(1991)]

No relation between top management turnover and
prior firm performancein UK [Franks and Mayer
(1996)]

Takeover market only disciplines management for
poor performance during active periods [Mikkelson
and Partch (1997)]
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Table 7— Executive Compensation

Theoretical

Empirica

Higher managerial incentives leads to higher
corporate performance [Jensen and Meckling

(1976)]

For every $1,000 change in shareholder wealth,
CEO salary changes by 2 cents [Jensen and

Murphy (1990)]

Thelevel of pay determines where managers work,
the structure of their compensation contracts will
determine how hard they work [Baker et al.

(1988)]

Sales performance in retail firmsincreases
following implementation of accounting based
bonus schemes [Banker et al. (1996)]

Equilibrium in managerial |abor markets will
prevent large salary revisions for poorly
performing managers [ Jensen and Murphy (1990)]

Higher accounting earningsin year prior to
removal of CEO [Weishach (1988)]

Paying executives on basis of accounting variables
may lead to direct manipulation of the accounting
system and encourage managersto let the firm
grow beyond its optimal size [Healy (1985),

Jensen and Murphy (1990)]

R& D expenditures decline prior to the retirement
of a CEO [Dechow and Sloan (1991)]

Monetary incentives are not sufficient to ensure
complete coherence between manager’ s goals and
shareholders [Brennan (1994, 1995a)

At some point managerswill yield to behavioural
notions of fairness and loyalty in their decisions
making and not be driven by financial incentives
alone [Baker et d. (1988)]

The use of executive stock options overcomes risk
aversion and make investment and financing
decisions which increasethe risk of the company’s
assets[Agrawal and Mandelker (1987)]

CEO remuneration significantly changed by $0.75
for every $1,000 change in firm value [Jensen and
Murphy (1990)]

Positive relationship between value and proportion
of compensation which is equity based [Mehran
(1995)]

CEQO'sin US earn 46% higher cash compensation

and 150% higher total compensation than their UK
counterparts [ Conyon and Murphy (2000)]
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Table 8— Managerial Share Ownership

Theoretical

Empirica

Asmanagerial share ownership increases so to
does their incentive to maximise company value

[Jensen and Meckling (1976)]

Significant relationship between changesin
shareholder wealth and the value of executive
shareholdings [Benston (1985), Jensen and Murphy
(1990)]

Entrenchment may occur through the failure of
external markets discipline when management
have higher ownership stakes [Stulz (1988)]

Increased managerial incentives contribute to
improvements in company performance following
MBO's[Kaplan (1989)]

UK institutional framework allows for managers to
become entrenched at higher levels due to lower
regulation and geographical clustering of
institutionsin the UK, leading to higher ownership
and monitoring by institutions [ Short and K easey
(1999), Faccio and Lasfer (2000)]

Negative relationship between performance related
top management turnover and shareholdings by
management [Weisbach (1988), Dahyaet al.
(2000)]

UK managers may become entrenched at lower
ownership levels due to greater awareness of
takeover threat arising from lower disclosure of
block shareholdings, mandatory takeover threshold
and failings of market for corporate control to
discipline UK managersfor poor performance
[Franks and Mayer (1996), Faccio and Lasfer
(2000)]

A U-shaped relation exists between insider
ownership and demand for non-executive directors,
the decrease arisesfrom higher incentives, and the
increase results from internal demand due to
entrenchment at high ownership [Peasnell et al.
(2000)]

Differencesin studies measuring the effects of
managerial ownership on corporate value arise due
totherelevant size of the firmsin samples,
reflecting optimal contracting relationships [Kole
(1995), Himmelberg et d. (1999)]

A non-linear relationship exists between ownership
and corporate value[Morck et al. (1988),

McConnell & Servaes (1990), Hermalin &

Weishach (1991), Short & Keasey (1999) and
Faccio & Lasfer (2000)]

Some empirical studies are misspecified in their
treatment of ownership as an exogenous variable
[Demsetz and L ehn (1985), Cho (1998)]

Managers become entrenched at higher levels of
ownership in the UK than US executives [Short
and Keasey (1999), Faccio and Lasfer (2000)]

Endogenity of ownership reflects different firms
choosing amongst different corporate governance
mechani sms depending on the nature and extent of
the agency conflictswithin their contracting
environment [Himmelberg et al. (1999)]

Higher value leads to higher insider ownership
after controlling for endogenity, but not vice-versa
[Cho (1998), Himmelberg et . (1999)]
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