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WHAT MOTIVATES BLOCK SHARE OWNERSHIP? Asjeet S. Lamba*, Geof Stapledon** Abstract Diffuse share ownership is not as pronounced in the U.S. as many would assume. This has led to a body of research examining large shareholders, or blockholders. Issues addressed include whether firms with a blockholder perform better or worse than widely-held firms; whether firms with a blockholder pay their executives differently to widely-held firms; and whether the presence of a blockholder increases or decreases the incidence takeovers. Another issue, which this paper explores, is what motivates block share ownership. Bebchuk (1999a, 1999b) develops a model which predicts that a firm is more likely to have a controlling blockholder if the anticipated private benefits of control at that firm are comparatively large. This paper examines the factors associated with ownership structure among publicly traded Australian firms. Our results indicate that private benefits of control are a significant factor in explaining the differences in ownership structure among Australian firms. As importantly, we also find that the relationship between the existence of a blockholder and private benefits of control is endogenous. That is, the presence of a controlling blockholder strongly influences the prevalence of these private benefits of control. JEL classification: G30, G32, G34 Keywords: Corporate Simultaneous Equations
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* Department of Finance, Faculty of Business and Economics, University of Melbourne, Victoria 3010, Australia Tel.: (+61 3) 8344-7011 Fax: (+61 3) 8344-6914 Email: [email protected] ** Melbourne Law School, University of Melbourne, Victoria 3010, Australia Tel.: (+61 3) 8344-8916 Fax: (+61 3) 8344-9971 Email: [email protected]



1. Introduction Several studies have addressed issues relating to large-block shareholders and corporate control (see, for example, Shleifer and Vishny, 1986; Holderness and Sheehan, 1988; Barclay and Holderness, 1989, 1991; and Allen and Phillips, 2000, among others). As highlighted in a survey by Holderness (2003), a key underlying motivation for this research is the fact that diffuse share ownership is not as pronounced in the U.S. as many would assume. Issues addressed in these prior studies include whether firms with a blockholder perform better or worse than widely-held firms (Demsetz and Lehn, 1985; Morck, Shleifer and Vishny, 1988; Holderness and Sheehan, 1988; McConnell and Servaes, 1990; Himmelberg, Hubbard and Palia, 1999; and Coles, Lemmon and Meschke, 2006); whether firms with a blockholder compensate their executives differently to widely-held firms (Holderness and Sheehan, 1988; Mehran, 1995; and Bates, Jandik and Lehn, 2000); and whether the



presence of a blockholder increases or decreases the incidence of takeovers (Walkling and Long, 1984; Holderness and Sheehan, 1988; and Mikkelson and Partch, 1989). Another issue, one of the “fundamental questions” about blockholders addressed in the literature reviewed by Holderness (2003), is: “What motivates block ownership?” Bebchuk (1999a, 1999b) develops a model which predicts that, when private benefits of control are large, a founder is very unlikely to relinquish control after the initial public offering (IPO). Therefore, in those firms and industries where private benefits of control are comparatively large, large blockholdings should be relatively more common. This prediction is supported by the finding of Barclay and Holderness (1989) that trades of large blocks of shares are commonly priced at substantial premiums to the post-announcement exchange price. Barclay and Holderness interpret the block premiums as reflecting the anticipated private benefits of control.
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Our paper contributes to the literature on blockholders and corporate control by addressing the issue of what motivates block ownership. Our main research question relates to investigating the determinants of ownership structure in publicly traded Australian firms. Australia provides a useful testing ground because there is a good mixture of firms with, and firms without, large blockholders listed on its stock market. Also, Australia’s accounting standards require detailed disclosure of “related party transactions”. Information about transactions between a firm and its related parties can be used to estimate the size of private benefits of control. We use a new dataset constructed from these disclosures to examine the relationship between the existence of blockholders and private benefits of control. Our results indicate that private benefits of control do help explain the differences in ownership structure among listed firms in Australia. In addition, we find that the relationship between the existence of a blockholder and private benefits of control is, in fact, endogenous. That is, the presence of a blockholder also strongly influences the prevalence of private benefits of control as measured by the value of related party transactions. The remainder of this paper is organized as follows. Section II reviews the theories and evidence explaining different ownership structures among publicly traded firms. Section III explains our choice of related party transactions as a measure of private benefits of control. Section IV describes our data and methodology, followed by the results in Section V, and the conclusion in Section VI. 2. Motivations Underlying Block Ownership: Theory and Prior Evidence 2.1 What Are the Benefits Controlling a Public Corporation?



From



A blockholder with a controlling shareholding in a publicly traded firm may secure two types of benefits from its large shareholding: shared benefits of control and private benefits of control (Holderness, 2003). Shared benefits of control are those improvements to firm value that are brought about by the blockholder, but are enjoyed by minority shareholders as well. Shared benefits may stem from the blockholder’s role in monitoring management (Shleifer and Vishny, 1986; Burkart, Gromb and Panunzi, 1997; and Bethel, Liebeskind and Opler, 1998), improving the flow of information from inside the firm to capital owners (Stein, 1989), and making value-enhancing implicit contracts with employees, suppliers and other nonshareholder stakeholders (Shleifer and Summers, 1988). In addition, in the case of blockholders that are themselves corporations, the block ownership may align the incentives of both firms if they are involved in product-market alliances or joint ventures, resulting in reduced contracting and monitoring costs to the benefit of all shareholders (Allen and Phillips, 2001



and Moon and Khanna, 1995). Private benefits of control, on the other hand, are those benefits that a blockholder enjoys to the exclusion of other shareholders. These include misappropriating corporate assets at the expense of minority shareholders, such as through a business transaction between the firm and the blockholder on non-arm’s length terms that are significantly advantageous to the blockholder. However, not all private benefits are harmful to minority shareholders. A blockholder that is itself a corporation could generate not only shared benefits (as outlined above) but also private benefits. For example, a blockholder may be able to obtain synergies in production or asset complementarities for its own business that are not enjoyed by the firm in which it has its large holding. Also, non-pecuniary private benefits (such as the “amenities” associated with controlling a firm that owns a professional sports team, for example) do not necessarily have a negative impact on minority shareholders. 2.2 Theory and Prior Evidence on the Determinants of Ownership Structure Bebchuk (1999a, 1999b) develops a model in which the extent of ownership concentration in publicly traded firms depends on the size of private benefits of control. In particular, Bebchuk demonstrates that, when private benefits of control are large, a founder is very unlikely to relinquish control after the IPO. So, in those firms and industries where private benefits of control are comparatively large, large blockholdings should be relatively more prevalent. Bebchuk argues that if, at the IPO stage, private benefits of control are large, fear of a control grab will often lead the pre-IPO controlling shareholder to maintain a lock on control by retaining a large block shareholding. This may occur even where a widelyheld ownership structure would be more efficient. This is because, while being more efficient is a necessary condition for a widely-held structure to be chosen, it is not a sufficient condition. The reason for this, in turn, is that setting a widely-held structure does not ensure that the firm remains in a widely-held structure. A rival might seek to wrest control by acquiring a controlling block through market purchases or a takeover bid. As Bebchuk points out, when a widely-held structure can be expected to unravel in this way, it would not rationally be chosen in the first place. Others have also argued that private benefits of control provide an explanation for different ownership patterns among firms. Barclay and Holderness (1989) examine the pricing of 63 trades of large block shareholdings in U.S. firms between 1978 and 1982. They argue that if all shareholders receive corporate benefits in proportion to their ownership, largepercentage blocks will trade at the exchange price, or at a discount if blockholders incur costs that that smaller shareholders do not. If, however, large-block
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shareholders anticipate using their influence to secure benefits not available to other shareholders, then blocks should trade at a premium to the exchange price – with the premiums approximating the discounted value of the net private benefits. They find that trades of large-percentage blocks of common stock are commonly priced at substantial premiums to the post-announcement exchange price (mean premium 20%; median 16%).1 Demsetz and Lehn (1985) examine determinants of ownership concentration in 511 publicly traded U.S. firms. They use three alternative measures of concentration: percentage of shares held by the 5 largest shareholders; percentage of shares held by the 20 largest shareholders; and an approximation of a Herfindahl measure of ownership concentration. They find that ownership concentration is inversely related to firm size, consistent with the prediction that purchasing a large holding in a large firm is more expensive than purchasing a blockholding in a smaller firm. They also find ownership concentration to be positively related to risk variables (including the standard deviation of monthly stock returns) proxying for an unstable operating environment. This is consistent with their prediction that the more unstable a firm’s operating environment the greater the payoff to owners in maintaining tighter control, including through a large blockholding. Demsetz and Lehn also find that ownership concentration is significantly lower, on average, in regulated firms than other firms. That is, the scope for managerial discretion is smaller in regulated firms, and therefore the benefits that a blockholder provides in terms of monitoring management are smaller for such firms. This finding is confirmed in Holderness, Kroszner and Sheehan (1999). Finally, Demsetz and Lehn (1985) find that ownership concentration is significantly higher, on average, in media firms than in other firms. Their use of a dummy variable for media firms is essentially a proxy for private benefits of control. They argue that the potential for consumption of firm-specific perks should be higher in firms that own professional sports teams and in mass media firms. As they note: “Winning the World Series or believing that one is systematically influencing public opinion plausibly provides utility to some owners even if profit is reduced from levels otherwise achievable. These consumption goals arise from the particular tastes of owners, so their achievement requires owners to be in a position to influence managerial decisions. Hence, ownership should be more concentrated in firms for which this type of amenity potential is greater.” In essence, their hypothesis, and evidence from media 1



Subsequent studies of block trades have produced broadly consistent results. For example, Mikkelson and Regassa (1991) examine 37 block trades between 1978 and 1987 and find a mean premium of 9.2% and median premium of 5.5%. In their study of block trades in Italian publicly traded firms, Nicodano and Sembenelli (2000) also find substantial premiums (mean premium 27%; median 8.3%).



firms, is that high private benefits of control are a determinant of concentrated ownership. CrespíCladera (1998) makes similar observations to Demsetz and Lehn’s first two findings in a study of Spanish firms, but finds no significant link between regulated firms and ownership concentration. Other studies have focused specifically on insider ownership, that is, ownership by directors and senior managers. For example, Himmelberg, Hubbard and Palia (1999) use a panel data approach, and find that managerial ownership decreases as firm size increases, in line with other studies including Demsetz and Lehn (1985). They also introduce a number of additional explanatory variables designed to proxy for the scope for managerial discretion, including the ratio of fixed capital to sales (capital intensity), the ratio of R&D spending to capital (R&D intensity), the ratio of advertising spending to capital (advertising intensity), and the ratio of operating income to sales (as a measure of market power or free cash flow). They assert that the greater the scope for managerial discretion, the higher the optimal level of managerial ownership. They find that managerial ownership decreases as capital intensity increases, which reflects the fact that investments in fixed capital are observable and more easily monitored, leaving less scope for managerial discretion. Other findings consistent with their thinking on managerial discretion are that greater advertising intensity, and a larger ratio of operating income to sales, are associated with higher managerial ownership. Conversely, they find that R&D intensity is negatively related to managerial ownership. They also find that a large fraction of the cross-sectional variation in managerial ownership is explained by unobserved firm heterogeneity. It is plausible that any relationship between a controlling shareholder structure and a high level of private benefits reflects ownership structure driving private benefits, rather than the other way around. The theory would be that there should be a statistical link between these two variables because, having acquired its controlling shareholding for some reason unrelated to private benefits, the new controlling shareholder realizes that its large equity holding gives it the ability to extract private benefits – and so it proceeds to do so. Barclay and Holderness (1989) study the determinants of premiums paid in transfers of 5% and larger shareholdings in U.S. firms. They find that the fraction of the firm’s common stock in the block trade is positively and significantly related to the value of private benefits. Barclay and Holderness interpret this as ownership being a driver of private benefits rather than the reverse. To more fully explore the potential endogeneity in the relationship between the existence of a controlling shareholder structure and the level of private benefits we use a simultaneous equation approach similar to that used by Lowry and Shu (2002) who examine the relationship between litigation risk and IPO underpricing.
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Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4 3. Using Related Party Transactions to Estimate Private Benefits of Control We use related party transactions, as disclosed in company annual reports, as the measure of private benefits of control. The disclosures are mandated under Australian Accounting Standard AASB 1017: Related Party Disclosures and the information appears in the footnotes to the financial statements. This is broadly comparable to the information disclosed by U.S. corporations in their annual proxy statements under headings like “Transactions with Management” or “Related Transactions”. Although related party transactions data is not disclosed in a uniform or easily accessible fashion in either Australia or the U.S., it is a rich source of information and enables us to produce and use a novel dataset. Few studies have used data on related party transactions to proxy for the private benefits of control. Gordon, Henry and Palia (2004) examine the relationship between the related party transactions of a sample of 112 U.S. firms. They find that although related party transactions are common they are less common in firms that have relatively stronger corporate governance mechanisms in place. They also find a negative relationship between the dollar value of related party transactions and the market performance of firms. They conclude that their results support the view that related party transactions result in conflicts of interest between managers/board members and their shareholders. Kohlbeck and Mayhew (2004) use a much larger sample of 1261 U.S. firms and more refined econometric techniques to reach similar conclusions. Under AASB 1017, the related parties of a listed firm are defined to include, among others, any entity that controls the firm, and each director of the firm and their associates. At a general level, AASB 1017 requires disclosure of all “material” information concerning related party transactions. Information about any dealing with directors is deemed material regardless of the quantum of the amounts involved. Information concerning transactions with related parties other than directors and their associates (e.g., its controlling shareholder) is material if its omission or misstatement has the potential to adversely affecting: (a) decisions about the allocation of scarce resources made by users of the accounts, or (b) the discharge of accountability by the directors.2 Before turning to some important issues associated with using related party transactions as a proxy for private benefits of control, we acknowledge 2



While there is a lack of uniformity in the manner in which these disclosures are made the most common categories of related party transactions are: (a) a related party supplying goods or services to, or leasing property from, a publicly traded firm; (b) a publicly traded firm supplying goods or services to, or leasing property from, a related party; (c) a publicly traded firm paying licensing fees to a related party; and (d) financing transactions between a related party and a publicly traded firm.



disclosed related party transactions are an imperfect measure of private benefits of control, as are the other proxies used in other studies. This is partly because some private benefits of control are intangible (e.g., prestige), and are therefore not picked up in disclosures of related party transactions. So in some respects our proxy will underestimate the actual level of private benefits. But in other respects our proxy is likely to overestimate the true level of private benefits. This is because some transactions between a publicly traded firm and a blockholder (the related party) will not confer any private benefits on the blockholder, possibly because the transactions are on arm’s length terms. However, if these transactions are disclosed in the financial statements they will be included in our data. We believe that this is unlikely to lead to a significant overestimation of the actual level of private benefits of control. This is because we believe that private benefits of control is appropriately defined to include not only those related party transactions where a blockholder is effectively misappropriating minority shareholders, but also transactions which are on an arm’s length basis. This includes situations where the minority shareholders’ wealth is not being misappropriated and the blockholder enters into a contract either solely or partly because of its controlling shareholding. That is, where it would not have secured the business contract in the absence of its controlling shareholding. 3 Our hypothesis is that the level of private benefits of control is a key determinant of ownership structure. Specifically, that if private benefits of control are comparatively high at a particular firm, that firm is likely to have a controlling shareholder. Given this hypothesis, it is clearly important to include disclosures concerning transactions between the public corporation and any controlling shareholder it may have. For a sample firm that has a controlling shareholder, we treat the related party transactions with that blockholder as the measure of private benefits of control at that firm. Not all the sample firms have a controlling shareholder. But there may still be private benefits to be enjoyed from having some degree of control over the affairs of a firm, even if one is not a large shareholder. Our hypothesis is that the board and senior managers enjoy “routine states” control of widely-held firms in Australia 3



Another potential limitation is that the private benefit component of a particular related party transaction will be some amount less than the total value of the transaction. For example, a firm might pay $50 million to a related party for goods supplied, where those goods would have cost the firm only $35 million if purchased from an arm’s length supplier. Here, the private benefit is $15 million, not $50 million. The difficulty for us is that there is publicly available information on the total value of related party transactions, but no publicly available information on the private benefit component, if any, included in each transaction. Thus, our use of this variable assumes that, across the many related party transactions entered into by the sample firms, the private benefit component of the transaction is proportionately the same size.
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(Berle and Means, 1932 and Jensen and Meckling, 1976). That is, any private benefits from control of a widely-held firm will accrue to directors and senior managers. Therefore, we include related party transactions with directors as the measure of private benefits of control at a widely-held firm.4 4. Data and Methodology 4.1 Data and Sample Selection Our analysis includes the top 200 firms listed on the ASX during 2000 – 2004, which comprise over 80 percent of the market’s capitalization. We exclude non-firms and overseas-based firms from the analysis. The non-firms are publicly listed property trusts, while the overseas-based firms are mainly New Zealand firms. It is necessary to exclude foreign firms because their disclosure regime for related party transactions does not mirror the disclosure regime in Australia. We predict that firms having relatively valuable related party transactions are likely to have a controlling blockholder. Where related party transactions are not particularly valuable, we predict that the firm is likely to have a widely-held shareholder base. Ownership structure is the dependent variable. In the empirical analysis described later in the paper, we use a dummy variable for ownership structure. The two main control thresholds examined are 10% and 20%. We define a dummy variable corresponding to a control threshold of 10% (20%) which equals 1 if the firm has a 10% (20%) or larger blockholder, and 0 if the firm lacks such a blockholder. The main control thresholds (10% and 20%) adopted for the dependent variable reflect the thresholds used by La Porta, Lopez-de-Silanes and Shleifer (1999), Faccio, Lang and Young (2001), and Roe (2000). Twenty percent is also, in effect, the control threshold adopted in Australia’s takeover regulations.5 It might be argued that these thresholds 4



For firms that have a blockholder, we include related party transactions with directors as well as transactions with the controlling shareholder. We do this because, even where a firm has dealings with its controlling shareholder, the transaction is very often recorded under the subheading of “Transactions with Directors”. This is because: (a) AASB 1017 requires directors’ disclosures to include transactions involving any of the directors’ associates (which includes any person or entity for whom the director is a nominee on the board), and (b) a large proportion of firms appear to have adopted the practice of including transactions with the controlling shareholder under the “Transactions with Directors” subheading, rather than under the controlling shareholder subheading, presumably due to the boilerplate disclosure templates used by the major accounting firms. 5 Chapter 6 of the Australian Corporations Act contains a general prohibition on acquiring more than 20% of the voting rights in a publicly listed company, or an unlisted company with more than 50 shareholders. There are several exemptions, including an acquisition under a formal takeover bid. Australia’s accounting standards also contain a definition of “control”, for use in producing consolidated financial statements: “the capacity of an entity to dominate decision-



are too low to establish practical control. However, the evidence on proxy voting by institutional and individual shareholders in Australian firms suggests otherwise. A study conducted around the start of our sample period found that, in firms lacking a blockholder, only 37% of the share capital was voted on director-election resolutions. The average figure for resolutions deemed controversial was only 35% (Stapledon, Easterbrook, Bennett and Ramsay, 2000). Although the level of voting had increased to 58% by 2006 (RiskMetrics, 2007), even this degree of shareholder participation indicates that a blockholder does not need a particularly large holding in order to maintain practical control; at least in the absence of a crisis in the firm’s governance or performance. It is important to note that although we have data on the exact size of all 5% or larger blockholdings (as mandated under Part 6C.1 of Australia’s Corporations Act) we deliberately use a dummy variable in the analysis. The reason stems from the theory we are testing – that a firm is more likely to have a controlling blockholder when the private benefits of control are large. The theory predicts that, if there is a comparatively high level of private benefits of control to be enjoyed, the firm’s largest shareholder should have a controlling stake. The theory does not predict that the largest shareholder’s percentage stake will be greater the higher the level of private benefits. If that were the prediction, then the dependent variable would have been measured as the precise shareholding of the largest shareholder, rather than using a dummy variable. Data on ownership is from “substantial holding” (5% and above) disclosures in company annual reports, which are obtained either in hard copy form or on-line from the Connect4 database. Importantly, “substantial holding” is defined extremely broadly in the Australian Corporations Act. The breadth of the definition means that, for example, shares held by a relative or associate of the person in question must be taken into account in calculating that person’s voting power. The requirement to include associates’ votes catches the situation where two or more large holders are acting in concert, or have some form of formal or informal voting agreement. Therefore, there was no need for us to consider whether in a particular case it might be necessary to aggregate the holdings of, say, the top two substantial shareholders on the basis that they may be acting in concert. If they were acting in this way, the legislation would have required the two holdings to be aggregated for disclosure purposes. Also, as we collect the ownership data directly from annual reports, our analysis is not encumbered with



making, directly or indirectly, in relation to the financial and operating policies of another entity so as to enable that other entity to operate with it in pursuing the objectives of the controlling entity”. To verify whether our results are sensitive to the definition of the control thresholds used we also examined control thresholds of 15% and 25% with results similar to those reported here.
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the data integrity issues identified by Dlugosz, Fahlenbrach, Gompers and Metrick (2006). Our measure of the level of private benefits of control is the total value of related party transactions. The variable is computed as the natural logarithm of one plus the dollar value of related party transactions disclosed by the firm, although the results using the dollar value of related party transactions as a percentage of the firm’s market value of equity are qualitatively similar. Data on related party transactions are obtained from company annual reports. Data for all other independent variables (which are described in the next section) other than firm age come from company annual reports which are obtained either in hard copy form or on-line from the Connect4 database. Data on firm age is obtained from the ASX and various company histories. Where a firm is the product of a merger, we take the age of the dominant merger partner as the firm’s age. Where it was a “merger of equals”, we take the age of the older merger partner as the firm’s age. 4.2 Methodology As mentioned above, to fully explore the potential endogeneity in the relationship between the existence of a controlling shareholder structure and the level of private benefits we use a simultaneous equation approach similar to that used by Lowry and Shu (2002) who examine the relationship between litigation risk and IPO underpricing. The relationship between the magnitude of related party transactions and blockholder presence is estimated using the following system of equations.



Block  1RPT  1 X  1 X1  1 ,



(1)



and



RPT   2 Block   2 X   2 X 2   2 ,



(2)



where Block is probability that firm j has a controlling blockholder and RPT is the dollar value of related party transactions for firm j. X represents the vector of exogenous control variables that are expected to be related to both the dollar value of related party transactions and blockholder presence. X1 represents the vector of exogenous variables that are expected to be uniquely related to blockholder presence, but not to the dollar value of related party transactions. Similarly, X2 represents the vector of exogenous variables that are expected to be uniquely related to the dollar value of related party transactions, but not to blockholder presence. Thus, X1 and X2 comprise the vector of identifying variables in the above system. Using equation (1) we examine whether the dollar value of related party transactions influences the probability of a blockholder being present. We cannot estimate this equation using a probit model because it is possible that the presence of a blockholder may result in a higher level of related party transactions. In this case, blockholder presence



is not exogenously determined. Similarly, equation (2) cannot be estimated using an OLS model because it is possible that the level of related party transactions may influence the existence of a blockholder, as discussed above. Thus, to take these potential interdependencies between the presence of a blockholder and the level of related party transactions into account, we estimate equations (1) and (2) as a system of simultaneous equations. To estimate this system of equations, we need to identify both equations (1) and (2). That is, X1 needs to contain at least one variable not in X2, and vice versa. Before describing the independent variables that we use to identify the above system we first describe the control variables that we expect to be related to both the dollar value of related party transactions and blockholder presence. The first control variable we use is firm size measured as the natural logarithm of the total market value of the firm’s equity. It might be expected that larger firms would be less likely to have a controlling shareholder. This would reflect the fact that purchasing a controlling stake in a large firm is more expensive than purchasing a controlling stake in a medium-sized or small public corporation. Large firms could also be expected to have issued more shares than smaller firms. The empirical studies by Demsetz and Lehn (1985) – using U.S. data – and Crespí-Cladera (1998) – using Spanish data – find that firm size is inversely related to ownership concentration. The size of the firm may also influence the level of private benefits of control with controlling shareholders of larger, more heavily scrutinized firms being less able or willing to exercise their power. The second control variable used is a mining sector dummy which equals 1 for a mining sector company and 0 otherwise. It may be that certain industries lend themselves to a controlling shareholder structure and to systematically different levels of private benefits of control. For example, where the nature of a business presents relatively more opportunities for engaging in self-dealing transactions and in the taking of corporate business opportunities. One possibility is the mining industry. As an example, in a leading Canadian case on the directors’ duty to avoid taking personal advantage of corporate opportunities, the mining company in question was receiving two to three offers per week to buy claims from prospectors. The case concerned the purchase by the firm’s CEO of one such claim. 6 The third control variable used is a banking sector dummy which equals 1 for a financial services sector company and 0 otherwise. As Australian banks and insurance firms are subject to relatively close regulation, this variable is analogous to Demsetz and Lehn’s (1985) regulated firms dummy variable. This close regulation and scrutiny may systematically 6



See Peso Silver Mines Ltd v Cropper (1966) 58 DLR (2d) 1. See also Queensland Mines Ltd v Hudson (1978) 18 ALR 1.
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restrict the level of private benefits of control. At the same time, Australian laws place tighter ownership restrictions on financial firms than on non-financial firms, and hence we predict that this variable will also be related to lower incidence of blockholders. The last control variable we use is financial leverage which is measured as the book value of debt to the book value of assets in the sample year. This variable is suggested by Barclay and Holderness (1989) who find that individuals pay significantly larger block premiums for firms with greater leverage, consistent with the hypothesis that firms with higher leverage are associated with more valuable private benefits of control. Finally, in addition to the above control variables we also include dummy variables corresponding to the five years over which our data spans. To identify equation (1), X1 includes firm age, the book-to-market ratio and the standard deviation of returns on the firm’s stock. Firm age is the number of years a firm’s shares have been traded on the ASX. It might be expected that, the longer the period of time that has elapsed since a firm first traded on the stock exchange, the more likely the firm is to have a widely-held share ownership structure. Several studies have shown that, in several countries, there is a considerable sell-down by the pre-IPO shareholders in the years following a firm’s IPO (Brennan and Franks, 1997 and Goergen and Renneboog, 2005). On the other hand, a strong link between the age of public companies and their ownership structures would run counter to the main prediction being tested in this paper: that the size of private benefits of control is an important driver of ownership structure. Under this theory, if a mature public corporation has a widelyheld ownership structure but high private benefits of control would be available to a controlling shareholder, the current ownership structure is not a stable equilibrium. The widely-held ownership structure is likely to unravel following the acquisition of a control block either by an outsider or, defensively, by incumbent management (Bebchuk, 1999a, 1999b). The book-to-market ratio is measured as the ratio of the book value of equity to its market value and is used to proxy for a firm’s growth prospects. It is predicted that the greater a firm’s growth prospects, the more likely it is that the firm will have a widelyheld ownership structure. Kahn and Winton (1998) predict that the percentage holding of pre-IPO shareholders will diminish at a faster rate in fastgrowing firms due to these firms’ need for more external finance. Goergen and Renneboog’s (2005) study of shareholding changes in the six years following German and UK IPOs confirms that prediction. The standard deviation of the firm’s average monthly stock returns over the three years leading up to the sample year is used as a measure of risk and uncertainty. So, for a firm appearing in the sample in



2000 this variable was computed as the monthly standard deviation of returns over 1997-99, and so on. It may be expected that, in the case of high-risk firms, the trade-off for a potential blockholder between the potential benefits of being a blockholder (e.g., from close monitoring of management) and the potential costs would often see them opting not to purchase (or retain) the blockholding; but instead to diversify (Kahn and Winton, 1998 and Bolton and von Thadden, 1998). Goergen and Renneboog’s (2005) study of shareholding changes in the six years following German and UK IPOs shows that initial owners of high-risk firms retain less ownership than those of low-risk firms. On the other hand, Demsetz and Lehn (1985) predict that the more unstable a firm’s operating environment (e.g., in terms of unstable prices, technology and market shares) the greater the payoff to owners in maintaining tighter control. The reason being that tighter ownership control will result in greater rewards from managerial monitoring compared to in firms where (due to their stable operating environment) management’s performance is more obvious to the market. Hence, Demsetz and Lehn predict that unstable environments should give rise to more concentrated ownership structures. Using risk variables (including the standard deviation of monthly stock returns) as a proxy for an unstable operating environment, Demsetz and Lehn find that instability is significantly and positively related to ownership concentration. Similarly, to identify equation (2), X2 includes the firm’s past performance and the level of cash and marketable securities. Firm performance is measured as the average of the excess return on the sample firm relative to the return on firms in its industry over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). It captures the relative performance of the firm to its industry peers. The prediction is that better performing firms are associated with a higher level of private benefits, consistent with Barclay and Holderness (1989). The total cash and marketable securities available to the firm represents the funds available to the firm to pay out as private benefits and is measured as the ratio of cash and marketable securities and the book value of assets in the sample year. Estimating the above system of equations is not straightforward since the dependent variable in the first equation (that is, the existence or not of a blockholder) is binary, while the dependent variable in the second equation (that is, the value of related party transactions) is continuous. As Maddala (1983, p. 244) shows, in this case we are unable to fully recover the parameters in equations (1) and (2). The system of equations estimated is as follows:



Block  1 2 RPT  1 X  1 X1  1 , and
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RPT 



2    Block  2 X  2 X 2  2 , 2 2 2 2  22  Var ( 2 ) . We use a two



(4)



where stage estimation method where in the first stage we regress the blockholder dummy variable and the dollar value of related party transactions on the exogenous variables in the system (that is, the variables in X, X1, and X2), using probit and OLS regressions, respectively. In the second stage, we substitute the predicted values from the first stage estimation as explanatory variables in equations (3) and (4). Equation (3) is estimated using a probit regression while equation (4) is estimated using an OLS regression.7 Also, since we cannot separately estimate 1 and 2, the focus of our empirical analysis is on the sign of the two coefficients and their statistical significance. 5. Empirical Results and Discussion Table 1 provides a summary of the blockholdings of non-institutional investors that we use in our analysis. As Panel A shows, over the sample period 2000-04 between 39% – 45% of the sample firms have a 10% or larger blockholder and between 22% – 30% have a 20% or larger blockholder. As shown in Panel B, between 8% – 9% of the sample firms have an absolute controlling shareholder (that is, a 50%+ blockholder). Table 2 provides some summary statistics for the independent variables analyzed. Table 3 shows the regression results for the relationship between the existence of blockholders and the level of private benefits of control without controlling for the potential existence of simultaneity. We report the results for the two main controlling blockholder thresholds of 10% and 20%. We find that the presence of a 10% or 20% blockholder is significantly related to the dollar value of related party transactions as well as to all the control variables (other than financial leverage in the case of the 20% blockholder regression). For the regression of the dollar value of related party transactions on the presence of a 10% or 20% blockholder we only find a significant relationship between the presence of a blockholder and the cash ratio. We note, however, that drawing any conclusions from this analysis is premature because of the potential endogeneity problem mentioned earlier. Tables 4 and 5 show the results from the two stage regression analysis for the relationship between the existence of a blockholder and the level of private benefits of control where we control for the potential existence of simultaneity. In Table 4 we present the results for a 10% controlling blockholder while in 7



The regression coefficients from the second-stage regression are consistent, but the standard errors are underestimated since the explanatory variables include two generated regressors. We adjust the standard errors using the methodology in Maddala (1983, p. 245).



Table 5 the corresponding results for a 20% controlling blockholder are presented. Note that our focus is on the second stage regressions which correspond to the results presented in Table 3 except that we now explicitly take into account the potential endogeneity in the relationship between the existence of a 10% or 20% blockholder, respectively, and the dollar value of related party transactions. That is, in the blockholder regressions our variable of interest is the related party transactions instrument variable, which is measured as the fitted values of this variable from the corresponding first stage regressions. Similarly, in the related party transactions regressions our variable of interest is the 10% or 20% blockholder instrument variable, which is measured as the fitted values of this variable from the first stage regression. As the tables show, regardless of whether we use a 10% or 20% blockholder threshold our results are highly significant implying that dollar value of related party transactions is an important determinant of the existence of a blockholder. That is, the higher the dollar value of related party transactions the higher the likelihood is that the firm will have a large blockholder. We also find that the relationship between the existence of a blockholder and related party transactions is, in fact, endogenous. That is, the presence of a 10% or 20% blockholder strongly and positively influences the prevalence of private benefits of control as measured by the value of related party transactions. Among the control variables we find some differences in the results for the 10% versus 20% blockholder regressions. Where a 10% blockholder exists, we find that the banking sector dummy and the book-to-market ratio are statistically significant with the latter having the expected sign. However, where a 20% blockholder exists, we find that firm size and financial leverage now become significant while the book-to-market ratio loses its significance. Noting that the 20% blockholder sample implicitly includes the 10% blockholder sample we suggest that a change in the level of block ownership appears to influence the relationship between the existence of a blockholder and the exogenous variables analyzed. We also note that year dummies are all statistically significant implying that there are significant differences in the existence of blockholders in our sample over time. For the regressions analyzing the relationship between the value of related party transactions and the existence of a 10% or 20% blockholder we find that most of the control variables are not significant other than the banking sector dummy in the 10% blockholder regression and firm size for the 20% blockholder regression. Interestingly, the year dummies all become statistically significant in the 20% blockholder regression. This suggests that there may be significant changes in our sample firms moving from being classified as having a 10% blockholder to a 20% blockholder over time.
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Table 1. Summary Information on Blockholdings Panel A: Incidence of Firms with a Controlling Shareholder 2000 Control Threshold No Blockholder 5% or Larger Blockholder 10% or Larger Blockholder 15% or Larger Blockholder 20% or Larger Blockholder 25% or Larger Blockholder Total



Number 81 100 77 62 54 44 181



2001 Percent 44.8 55.2 42.5 34.3 29.8 24.3 100.0



Number 87 99 83 66 53 47 186



Percent 44.8 12.7 8.3 4.4 5.5 3.9 2.2 4.4 2.2 2.2 9.4 100.0



Number 87 16 17 13 5 10 6 8 3 6 15 186



2002 Percent 46.8 53.2 44.6 35.5 28.5 25.3 100.0



Number 87 98 81 62 47 43 185



Percent 46.8 8.6 9.1 7.0 2.7 5.4 3.2 4.3 1.6 3.2 8.1 100.0



Number 87 17 19 15 4 10 7 5 2 3 16 185



2003 Percent 47.0 53.0 43.8 33.5 25.4 23.2 100.0



Number 87 97 75 59 43 40 184



Percent 47.0 9.2 10.3 8.1 2.2 5.4 3.8 2.7 1.1 1.6 8.6 100.0



Number 87 22 16 16 3 8 7 3 2 4 16 184



2004 Percent 47.3 52.7 40.8 32.1 23.4 21.7 100.0



Number 93 87 70 56 39 38 180



Percent 47.3 12.0 8.7 8.7 1.6 4.3 3.8 1.6 1.1 2.2 8.7 100.0



Number 93 17 14 17 1 10 5 2 4 3 14 180



Percent 51.7 48.3 38.9 31.1 21.7 21.1 100.0



Panel B: Breakdown of Blockholdings 2000 Range of Blockholding Less than 5% 5% to less than 10% 10% to less than 15% 15% to less than 20% 20% to less than 25% 25% to less than 30% 30% to less than 35% 35% to less than 40% 40% to less than 45% 45% to less than 50% Above 50% Total



Number 81 23 15 8 10 7 4 8 4 4 17 181



2001



2002



2003



2004 Percent 51.7 9.4 7.8 9.4 0.6 5.6 2.8 1.1 2.2 1.7 7.8 100.0



This table contains summary information on blockholdings analyzed during 2000 – 2004. It contains information on the number and proportion of firms with a controlling shareholder as well as the breakdown of blockholders by blockholder size over the sample period.
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Table 2. Summary Statistics for the Independent Variables Analyzed



Mean



Median



Minimum



Maximum



Standard Deviation



$26.77



$0.15



$0.00



$2,722.90



$178.12



Book Value of Equity



$1,640.00



$341.00



-$1,481.00



$47,595.00



$4,543.00



Market Value of Equity



$3,343.00



$599.00



$2.29



$87,236.00



$9,245.00



Total Assets



$9,387.00



$765.00



$5.00



$411,309.00



$41,301.00



0.16



0.00



0.00



1.00



0.37



Related Party Transactions



Mining Sector Dummy Banking Sector Dummy



0.09



0.00



0.00



1.00



0.29



Firm Age



18.54



12.00



0.00



133.00



22.16



Book-to-Market Value of Equity



0.68



0.57



-2.68



5.03



0.57



Standard Deviation of Returns



0.11



0.09



0.00



0.51



0.07



Firm Performance



-4.90%



0.00%



-289.10%



50.90%



48.40%



Financial Leverage



51.60%



51.00%



1.00%



186.90%



24.00%



Cash and Marketable Securities



$257.34



$33.48



$0.00



$11,358.00



$946.43



This table contains summary statistics for the independent variables included in the analysis during 2000 – 2004. The figures for related party transactions, book value of equity, market value of equity, total assets and cash and marketable securities are in millions of Australian dollars.
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Table 3. Regression Results for the Relationship Between the Existence of Blockholders and the Level of Private Benefits of Control Without Controlling for Simultaneity



Independent Variable Related Party Transactions Blockholding Firm Size Mining Sector Dummy Banking Sector Dummy Financial Leverage Firm Age Book-to-Market Ratio Std Deviation of Returns Firm Performance Cash Ratio Fixed Effects 2000 Dummy 2001 Dummy 2002 Dummy 2003 Dummy 2004 Dummy McFadden’s R2/Adjusted R2 LR statistic/F-statistic



10% Blockholding Coefficient z-Statistic 0.06*** 7.97 – – 0.07* 1.72 -0.40** -2.07 *** -1.54 -4.60 0.75*** 2.85 -0.01** -2.42 0.19* 1.88 3.27*** 3.68 – – – – -2.74*** -2.76*** -2.78*** -2.82*** -2.78*** 0.14 137.07***



-3.22 -3.23 -3.24 -3.29 -3.25



Related Party Transactions Coefficient t-Statistic – – *** 4.23 9.05 -0.11 -0.77 0.16 0.18 0.06 0.05 1.14 1.02 – – – – – – 0.50 1.05 -3.88** -2.21 8.66*** 9.20*** 9.03*** 9.42*** 9.20*** 0.09 8.79***



2.82 2.99 2.93 3.07 2.95



20% Blockholding Coefficient z-Statistic 0.059*** 6.98 – – 0.15*** 3.52 -0.484** -2.05 *** -1.59 -3.34 0.44 1.48 -0.01** -2.13 0.41*** 3.66 2.41*** 2.51 – – – – -4.81*** -4.91*** -5.12*** -5.10*** -4.96*** 0.15 116.51***



-5.05 -5.11 -5.29 -5.28 -5.16



Related Party Transactions Coefficient t-Statistic – – *** 4.31 8.19 -0.22 -1.50 0.06 0.06 -0.44 -0.35 1.54 1.37 – – – – – – 0.38 0.80 -4.53** -2.56 11.23*** 11.89*** 11.83*** 12.19*** 11.97*** 0.07 7.41***



3.66 3.86 3.84 3.98 3.83



This table shows the relationship between the existence of a 10% or 20% blockholder and the level of private benefits of control without controlling for the potential simultaneity in the relationship. The blockholder dependent variable takes a value of 1 if the firm has a 10% (20%) or larger blockholder, and 0 otherwise. The private benefits of control are measured using the value of related party transactions measured as the natural logarithm of one plus the dollar value of related party transactions disclosed. Firm size is the natural logarithm of the firm’s total market value of equity. The mining sector dummy equals 1 for a mining sector firm, and 0 otherwise. The banking sector dummy equals 1 for a financial services sector firm, and 0 otherwise. Firm age is the number of years a firm’s shares have been traded on the ASX. The bookto-market ratio is the ratio of the book value of equity to its market value and is used to proxy for a firm’s growth prospects. Standard deviation of returns is measured as the standard deviation of the firm’s average monthly stock returns over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). Financial leverage is measured as the book value of debt to the book value of assets in the sample year. Firm performance is measured as the average of the excess return on the sample firm relative to the return on firms in its industry over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). The cash ratio is measured as the ratio of cash and marketable securities and the book value of assets in the sample year. The year dummies capture any fixed effects that may exist across the five years of our sample. The likelihood ratio statistic tests the joint null hypothesis that all slope coefficients are zero, and is analogous to the F-statistic in linear regression models. * ** , and *** indicate statistical significance at the 0.10, 0.05 and 0.01 levels, respectively.
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Table 4. Regression Results for the Relationship Between the Existence of a 10% Blockholder and the Level of Private Benefits of Control After Controlling for Simultaneity



Independent Variable Related Party Instrument Blockholding Instrument Firm Size Mining Sector Dummy Banking Sector Dummy Financial Leverage Firm Age Book-to-Market Ratio Std Deviation of Returns Firm Performance Cash Ratio Fixed Effects 2000 Dummy 2001 Dummy 2002 Dummy 2003 Dummy 2004 Dummy Adjusted R2/McFadden’s R2 F-statistic/LR statistic



10% Blockholding First Stage Second Stage Coefficient z-Statistic Coefficient z-Statistic *** – – 0.22 29.58 – – – – 0.07* 1.79 0.02 0.40 -0.41** -2.18 -0.21 -1.06 -1.53*** -4.78 -1.01*** -3.00 0.77*** 2.89 0.02 0.21 *** -0.01 -3.02 0.00 -0.93 0.22** 2.19 -0.09** 1.97 4.07*** 4.54 1.75 0.09 0.06 0.54 – – -1.42*** -2.88 – – -2.22*** -2.20*** -2.24*** -2.29*** -2.22*** 0.08 79.56***



-2.65 -2.62 -2.64 -2.70 -2.62



-2.44*** -2.58*** -2.59*** -2.62*** -2.56*** 0.08 78.53***



-2.87 -3.02 -3.01 -3.05 -3.00



Related Party Transactions First Stage Second Stage Coefficient t-Statistic Coefficient t-Statistic – – – – – – 11.42*** 24.47 0.25 1.28 0.02 0.11 -0.90 -0.94 0.69 0.77 -2.49* -1.88 2.93** 2.38 3.68** 2.59 0.03 0.03 *** -0.04 -3.02 – – 1.56*** 2.89 – – 10.68** 2.23 – – 0.72 1.20 0.48 1.00 -5.47** -2.25 -1.77 -1.01 0.47 1.25 1.08 0.94 1.05 0.03 2.97***



0.11 0.28 0.24 0.21 0.23



3.33 3.99 3.90 3.99 3.78 0.04 3.52***



1.08 1.30 1.27 1.30 1.21



This table shows the relationship between the existence of a 10% blockholder and the level of private benefits of control after controlling for the potential simultaneity in the relationship. The blockholder dependent variable takes a value of 1 if the firm has a 10% or larger blockholder, and 0 otherwise. The private benefits of control are measured using the value of related party transactions measured as the natural logarithm of one plus the dollar value of related party transactions disclosed. Firm size is the natural logarithm of the firm’s total market value of equity. The mining sector dummy equals 1 for a mining sector firm, and 0 otherwise. The banking sector dummy equals 1 for a financial services sector firm, and 0 otherwise. Firm age is the number of years a firm’s shares have been traded on the ASX. The book-to-market ratio is the ratio of the book value of equity to its market value and is used to proxy for a firm’s growth prospects. Standard deviation of returns is measured as the standard deviation of the firm’s average monthly stock returns over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). Financial leverage is measured as the book value of debt to the book value of assets in the sample year. Firm performance is measured as the average of the excess return on the sample firm relative to the return on firms in its industry over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). The cash ratio is measured as the ratio of cash and marketable securities and the book value of assets in the sample year. The year dummies capture any fixed effects that may exist across the five years of our sample. The likelihood ratio statistic tests the joint null hypothesis that all slope coefficients are zero, and is analogous to the F-statistic in linear regression models. * ** , and *** indicate statistical significance at the 0.10, 0.05 and 0.01 levels, respectively.
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Table 5. Regression Results for the Relationship Between the Existence of a 20% Blockholder and the Level of Private Benefits of Control After Controlling for Simultaneity



Independent Variable Related Party Instrument Blockholding Instrument Firm Size Mining Sector Dummy Banking Sector Dummy Financial Leverage Firm Age Book-to-Market Ratio Std Deviation of Returns Firm Performance Cash Ratio Fixed Effects 2000 Dummy 2001 Dummy 2002 Dummy 2003 Dummy 2004 Dummy Adjusted R2/McFadden’s R2 F-statistic/LR statistic



20% Blockholding First Stage Second Stage Coefficient z-Statistic Coefficient z-Statistic – – 0.31*** 36.21 – – – – 0.17*** 3.96 0.09** 2.10 -0.47** -2.06 -0.20 -0.84 *** * -1.69 -3.67 -0.93 -1.95 0.52* 1.69 -0.62** -2.08 -0.01*** -2.72 0.00 1.44 0.50*** 4.46 0.01 0.12 *** 3.58 3.61 0.33 0.34 0.25** 2.05 – – -1.54** -2.36 – – -4.69*** -4.72*** -4.97*** -4.99*** -4.80*** 0.09 73.95***



-4.90 -4.91 -5.12 -5.14 -4.95



-4.78*** -5.05*** -5.25*** -5.22*** -5.07*** 0.15 116.51***



-5.02 -5.26 -5.42 -5.41 -5.26



Related Party Transactions First Stage Second Stage Coefficient t-Statistic Coefficient t-Statistic – – – – *** – – 13.84 26.30 0.25 1.28 -0.29** -2.01 -0.90 -0.94 0.71 0.79 * -2.49 -1.88 1.97 1.60 3.68** 2.59 -0.13 -0.26 -0.04*** -3.02 – – 1.56*** 2.89 – – ** 10.68 2.23 – – 0.72 1.20 1.69 1.51 -5.47** -2.25 -1.60 -0.90 0.47 1.25 1.08 0.94 1.05 0.03 2.97***



0.11 0.28 0.24 0.21 0.23



9.70*** 10.57*** 11.32*** 11.21*** 10.69*** 0.05 4.25***



3.16 3.43 3.68 3.66 3.42



This table shows the relationship between the existence of a 20% blockholder and the level of private benefits of control after controlling for the potential simultaneity in the relationship. The blockholder dependent variable takes a value of 1 if the firm has a 20% or larger blockholder, and 0 otherwise. The private benefits of control are measured using the value of related party transactions measured as the natural logarithm of one plus the dollar value of related party transactions disclosed. Firm size is the natural logarithm of the firm’s total market value of equity. The mining sector dummy equals 1 for a mining sector firm and 0 otherwise. The banking sector dummy equals 1 for a financial services sector firm, and 0 otherwise. Firm age is the number of years a firm’s shares have been traded on the ASX. The book-to-market ratio is the ratio of the book value of equity to its market value and is used to proxy for a firm’s growth prospects. Standard deviation of returns is measured as the standard deviation of the firm’s average monthly stock returns over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). Financial leverage is measured as the book value of debt to the book value of assets in the sample year. Firm performance is measured as the average of the excess return on the sample firm relative to the return on firms in its industry over the three years leading up to the sample year (that is, 1997-99 for the sample firms in 2000, and so on). The cash ratio is measured as the ratio of cash and marketable securities and the book value of assets in the sample year. The year dummies capture any fixed effects that may exist across the five years of our sample. The likelihood ratio statistic tests the joint null hypothesis that all slope coefficients are zero, and is analogous to the F-statistic in linear regression models. * ** , and *** indicate statistical significance at the 0.10, 0.05 and 0.01 levels, respectively.
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CORPORATE GOVERNANCE IN THE PUBLIC SECTOR: DIMENSIONS; GUIDELINES AND PRACTICE IN INDIA AND NEW ZEALAND Frank Scrimgeour*, Geeta Duppati** Abstract Corporate governance is obviously a matter of global concern and has gained tremendous importance in recent years in the context of globalisation of economies and financial markets. The financial crisis of 2008 and the 2012 European crisis involving Greece, Italy and Spain revealed corporate governance failures in financial institutions and corporations, leading to systemic consequences (Classens and Yurtoglu, 2013). Earlier, two major scandals: Enron and WorldCom in the USA resulted in the enactment of Sarbanes Oxley Act, 2002 as a measure to ensure and restore investors’ confidence in business in particular and the interest of society at large. This lead to corporate governance reforms worldwide impacting corporate board composition, conduct, and responsibility at the legal and regulatory levels. Keywords: Corporate Governance, New Zealand, India, Public Sector * Department of Economics, Waikato Management School, University of Waikato, Hamilton, New Zealand ** Senior Lecturer, Department of Finance, Waikato Management School, University of Waikato, Hamilton, New Zealand



1. Introduction The global crisis in 2008 has drawn further attention to SOEs as governments considered their impact on budgets and financial sector stability. Even where SOE performance is good or equivalent to the private sector, governments seek better performance by further adjusting governance practices. State-owned enterprises are an essential part of socio-economic activity in emerging countries. Most state-owned enterprises (SOEs) were established to fulfill the social objectives of the state rather than to maximize profits. The presence of SOEs in sectors like energy, utilities and infrastructure show, the governance of these SOEs is critical to ensure a positive contribution to a country’s overall economic efficiency and competitiveness. This is because large sections of the population and business community depend on their services and product deliverables. In a number of countries like India, China and Malaysia, State-Owned Enterprises (SOEs) represents a considerable portion of GDP and employment. SOEs represent a major part of the economy in China by contributing 30% of GDP and in Vietnam by contributing 38% of GDP, while in India and Thailand they contribute around 25% of the GDP, in Malaysia and Singapore it is 15% of the GDP (OECD, 2010). Due to the enormous scale and size of SOEs in these economies specific attention to their corporate governance is appropriate.



Corporate governance is most often linked to a very specific micro-economic or managerial problem setting, but neglects the institutional, legal, and cultural environment in which organizations and decisions are embedded. The majority of the popular studies documented in the literature surrounding corporate governance are from the USA and based on the Anglo-saxon model and an agency perspective (Jensen and Meckling, 1976; Jensen, 1986; Fama and Jensen, 1983a, 1983b; Demsetz& Lehn, 1985; Holderness & Sheehan, 1988). According to Shivdasani and Zenner (2004), the empirical evidence relating to corporate governance studies from US may have little relevance to outside world. For instance, the board’s objective under Anglo-Saxon model which underlies U.S. corporate law, is shareholder wealth maximization. This objective may differ in other jurisdictions. This indicates important governance differences exist across the world, driven by local regulations, laws, and cultural forces, and must be examined on a caseby-case and country-by-country basis. Local corporate governance systems partially account for governance feature in Japan (Aoki, Jackson,&Miyajima, 2007), East Asia (Feenstra& Hamilton, 2006; Hamilton, Feenstra,Choe, Kim, & Lim, 2000), a wide rangeof European countries (Lubatkin, Lane, Collin, & Very, 2005; O’Sullivan,2000a; Pedersen & Thomsen, 1997; Prowse, 1995; Rhodes & van Apeldoorn,1998; Weimer &Pape, 1999; Whittington & Mayer, 2000),
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and the new emerging markets (Chung &Luo, 2008; Khanna&Palepu, 2000; Singh &Gaur, 2009). Majority of the studies in corporate governance are centred around the principal-agent relationships and principal-principal agency relationships. But the consideration given to the institutional and contextual framework is minimal (Globerman, Peng, and Shapiro,2011; Jackson & Deeg, 2008; Aguilera, Filatotchev, Gospel, & Jackson, 2008; Fligstein, 2001; Roy, 1997; Scott, 2003 & Dobbin, 1994). Likewise, the economic, social and political conditions vary by country, and a more subtle understanding of how these factors are continuously shaping the business environment is critical to spotting new opportunities and managing unexpected risks. Therefore, the present study takes a holistic approach and sees if the corporate governance framework differs in different settings.



2. Theoretical Framework and Extant Literature Theoretically, this paper is built up on the wider perspective of the principal-agent relationships involving four layers of these relationships in SOEs. The idea is straight forward. First layer involves general public (who are deemed to be the real owners of the SOEs) and government; Second layer involves government and ministers, third layer involves ministers and boards and fourth layer involves Boards and the management. Therefore, the governments and ministers who function as principals to the managers in SOEs are themselves part of a more evolved chain of delegation which runs from voters and their representatives in parliament to the cabinet and individual ministers and further to the administrative apparatus of the state and then the boards and management (Huber 2000; Lupia 2003; Müller 2000; Strøm 2000; Mishra & Duppati, 2007).



Figure 1. Theoretical Model: Four Layers of Principal Agent Relationships People/Voters to Government Government to Ministers Ministers to Board of Directors Board of Directors to Management Inspite of the corporate governance reforms the underperformance of state owned enterprises continued to be a prominent concern in the extant literature. A state-owned firm faces organizational costs associated with two types of internal conflict of interest, namely, political costs associated with government (owner) incentive to intervene in the firm, and agency costs associated with a manager’s incentive to expropriate wealth from the firm (Shleifer and Vishny, (1994); Qian, (1996) and Fan, (2012)). Whether these costs can be contained is the key to the success of SOE reform. Jedenastik (2013), argues that managers in public corporations are part of the chain of delegation that structures much of the political process and his results support the proposition that partisan affliation drives managerial survival. The study undertaken by Reddy, Locke and Scrimgeour (2011) investigated the nature of corporate governance practices in public sector corporate entities in New Zealand and their effects on financial performance. Using agency theory as the dominant theoretical paradigm, the extant literature has mainly focused on the efficacy of various governance mechanisms that protect the shareholders from self-serving managers (Rajagopalan & Zhang, 2008). Much of the research is situated in the context of developed economies,



where the external governance environment and institutions to support the internal firm governance are stable and well developed (Judge, Douglas, & Kutan, 2008). While a focus on within firm governance mechanisms has advanced our understanding of the links between governance standards and firm performance, there is an increasing realization that the efficacy of within firm governance may be dependent on the quality of external governance and institutions (Judge et al., 2008). This issue is particularly important for emerging economies, which often lack the institutions needed to support efficient within firm governance (Peng, 2003). It is well documented that many emerging economies, such as India and China, do not have well developed external control mechanisms, such as a market for corporate control, merger, and acquisition laws, and efficient law enforcement (Khanna & Palepu, 2000a; Peng, 2003). This not only makes it more difficult to govern the organizations, but also makes standard CG practices less legitimate (Judge et al., 2008). It is evident from the literature presented above that there is gap in the literature from cross country comparative perspective involving SOEs. Majority of the studies involving agency perspective are undertaken from the context of listed companies.



365



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



This paper extends the literature beyond the firm level agency perspective. It considers the OECD Guidelines on corporate governance of SOEs as a basic framework, and explores how the challenges of corporate governance have been addressed in stateowned corporations of India and New Zealand. The study seeks to accurately describe the different approaches taken and report on their perceived effectiveness. The study addresses the following questions:  What are the corporate governance practices in state-owned enterprises (SOEs) in India and New Zealand? and  To what extent may practices be borrowed or adapted across international boundaries? The study highlights gains that have been achieved, difficulties that remain, priority actions for improving SOE governance, and the identification of governance issues that require future research. 3. Corporate Guidelines



Governance



and



OECD



Challenges to the SOEs persist in spite of the corporate governance reforms of state owned enterprises in many countries. This is because the principal-agent relationships exist in multi-layers in SOEs. According to Jedenastik (2013) the complex nature of corporate governance in SOEs is because of four types of principal-agent relationships involved in SOEs ranging from government, ministries, boards, senior management and other major stakeholders. The complications are intensified with the interference of government. For instance, Muller (2002) shows how political parties intervene in the chain of delegation in parliamentary democracies. The study of Meyer & Hinrik (2006) on the ministerial bureaucracy reveals that the passing of public administration reforms has not provided an effective constraint against politicization of the ministerial bureaucracy which has increased over time in terms of extent, intensity and scope in enhancing their political control over the formulation and implementation of public policies. Mwaura.K (2007), 8 argues that the initiatives undertaken to make parastatals (SOEs) more efficient are inadequate and will not realize the intended objectives unless the chief executives of parastatals are hired on a competitive basis, given more autonomy and the government is committed not only to designing performance contracts that set realistic standards, but also enforcing them strictly. According to Osamu Koike (2013), the goal of achieving efficient and workable public administration is attained when political leaders builds the rational legal bureaucracy through reduced patronage influence, creates networking governance, allows engagement with civil society, and fosters high 8



Copyrightc 2007 by the Kiarie Mwaura. Fordham International Law Journal is produced by The Berkeley Electronic Press (bepress). http://ir.lawnet.fordham.edu/ilj



employee motivation for achieving efficient and accountable government. The concerns relating to corporate governance and performance are manifested in various forms, like: under-performance, corporate collapse, corporate corruption and so on. For instance, the top three Indian SOEs9, namely: Bharat Sanchar Nigam Ltd, Air India Ltd and Mahanagar Telephone Nigam Ltd alone incurred a loss equal to 74.35% of the total loss of all SOEs in 2011-2012. These companies were incurring losses consecutively, since 2009 onwards. The Aviation sector in India is a case in point. It is cash strapped sector with issues ranging from increasing debt burden to cascading effect of taxes10, which are identified as key cost drivers and the aviation turbine fuel (ATF) price accounting for 40 % of the airlines' operating cost (Hindustan Times, 2012). The planning commission proposed a projected total outlay for the sector at over Rs. 547.43b for the entire plan period of 2012-17, including Rs. 329.6367b for Air India and Rs. 175b for the Airports Authority of India (Hindustan Times, 2012). Half of the "huge debt burden" of $20b in 2011-12 was aircraft-related and the rest for working capital loans and payments to airport operators and fuel companies. The risk taking behaviour of the SOEs becomes an issue in the market driven economy (Locke and Duppati, 2013). Likewise, the collapse of Solid Entergy, a state owned enterprise in New Zealand in 2012 indicates the challenges involved in the corporate governance of SOEs. Solid Energy is a case of corporate board’s failure (Its borrowings soar from just $15 million in 2007 to nearly $400 million IN 201311 and impairment charge of $149 million in 2012. Who is to blame? Is it the Government shareholder, the board of directors or Don Elder, CEO and his management team? The Prime Minister John Key was blaming Trevor Mallard and the previous Labour Government because they encouraged state-owned-enterprises to expand in 2007). It is therefore, evident that the corporate governance is a major challenge in many economies. In the absence of the International benchmarking practices of corporate governance, the OECD guideline provides a concrete suggestion to resolve various corporate governance issues and dilemmas. To remain competitive and to conduct the business that delivers results, it is vital for SOEs to have good corporate governance system in practice. Since OECD guidelines are developed from the best practices of successful corporate experiences, it is suggested to 9



Department of Public Enterprise survey report of 20112012. 10 It refers to the point that the industry is faced with many taxes like those on fuel, aircraft leases, airport charges, air passenger tickets, air navigation service charges, maintenance costs, fuel throughput fees and other charges. 11 Brian, Buck stops with the Solid Energy board, 5:30 AM Saturday Mar 2, 2013
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compare the New Zealand and Indian practices with OECD guidelines. The OECD guidelines are developed based on the challenges of corporate



governance in SOEs which are included in the OECD Framework presented below:



Figure 2. Challenges of Corporate Governance in SOEs OECD Framework on Corporate Governance Challenges of Corporate Governance in SOEs



State exercising its Ownership Functions



Refrain from undue political interference in the management of the company



A consideration of the OECD framework presented above leads to the following questions:  Is the ownership policy in place for the SOEs? If yes, what are the points emphasised?  Are the companies owners managed or board managed?  Is there a mechanism to ensure accountability and responsibility of Boards and Management?  Is a comprehensive selection procedure in place for the Boards For the ease of presentation, the questions raised above are discussed under the following headings from the context of New Zealand and India:  Shareholding ministers: Rights, Powers, Delegation of Authority, Responsibility, Accountability, Monitoring and Reporting  Boards: Rights, Powers, Responsibility, Accountability, Monitoring and Reporting  Senior Management: Rights, Powers, Responsibility, Accountability, Monitoring and Reporting 3.1 Contextual Background Zealand and India



of



New



Majority of the studies in corporate governance are centred around the principal-agent relationships and principal-principal agency relationships. But the consideration given to the institutional and contextual framework is minimal (Globerman, Peng, and Shapiro,2011; Jackson & Deeg, 2008; Aguilera, Filatotchev, Gospel, & Jackson, 2008; Fligstein, 2001; Roy, 1997; Scott, 2003 & Dobbin, 1994). According to Filatotchev, Jackon & Nakajima (2012), the performance outcomes of boards of directors, ownership concentration, and executive incentives may differ depending on the legal system and institutional characteristics in a specific country. Therefore, following Filatotchev, Jackon & Nakajima (2012) the present study takes a holistic approach and looks into the corporate governance framework through the four layered agency framework and sees



Ensure level playing field in markets wherein private sector companies can compete with SOEs



if the corporate governance practices differs in different settings. New Zealand: The case of New Zealand differs from many countries across the globe in terms of categorising and controlling the entities owned by the ‘State’/the ‘Crown’. The state entities are categorised based on their objectives rather than operating them with varying degrees of commercial orientation. Accordingly the government owned entities can be broadly classified into two categories. They are: StateOwned Enterprises and Non State-Owned Enterprises. State-Owned Enterprises were established as part of the broader State sector reforms in 1980s, as limited liability companies under the subject to the Companies Act. These acts address the ownership, governance and public accountability arrangements for SOEs. These SOEs operate with commercial objectives. At present there are eighteen SOEs12. While the Non-State Owned Enterprises includes Statutory Crown Entities (SCEs) which are enacted through the Crown Entity Act and Crown-Managed Funds. The SCEs have multiple objectives and are established to deliver many of the public services of importance to New Zealanders. There are currently five SCEs13. They are wholly Crown-owned noncompany entities with boards, and have been given greater operational freedom than government departments on the principle that services will be more efficiently produced if the entity has discretion within a framework. India: Public sector enterprises have been the backbone of Indian Economy since the time of independence in 1947.They influence growth in the economy and consume significant resources. As against thenominal GDP growth of 15.0 per cent (at current market price)in 2011-12, the gross value addition by all the CPSEs(exclusive of underrecoveries) grew by 4.24 per cent duringthe year (if 12



Crown Ownership Monitoring Unit 2012 Annual Portfolio Report 13 Crown Ownership Monitoring Unit 2012 Annual Portfolio Report
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Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4 however, ‘the under recoveries’ are added, thenthe gross value addition by all CPSEs during the year increased by 7.38 per cent) (PSE, 2010-11).Indian CPSEsarein core sectors like Mining, Oil and Natural Gas, Electrical Power Generation and Distribution, Telecommunication, Iron and Steel, Heavy Water Resources, as well as industries in other verticals like fertilizers and Petro-Chemicals. Corporate governance reforms which were initiated in 1990 as a part of corporate reforms in India were modified and intensified in the year 2000 to ensure comparable performance between the stateowned enterprises and their private counterparts in the competitive world. Interpretation of the impact of governance reforms is complicated by other commercial and economic events during the period.In response to the pressures CPSEs were facing by empowering those perceived as having a comparative advantage in terms of strategic importance, turnover, net worth and performance, with higher levels of autonomy and financial powers at different stances of periods i.e., 1997 & 2009, Government of India (GOI) identified 89 SOEs out of the total 239 SOEs, to ensure financial autonomy based on their cognitive activities and performance and classified them into three categories: Maharatna, Navratna and Miniratna14. Government had nominated these as being of strategic importance and having the potential to emerge as global players (Locke &Geeta, 2013 &Rath, 2012). 4. Corporate governance and Four layer of the proposed SOEs frame work: A perspective Accountability, according to Boland and Schultze (1996) is the capacity and willingness to give explanations for conduct, stating how one has discharged one’s responsibility’. It is this ‘giving and demanding of reasons for conduct’ (Roberts and Scapens, 1985, p.447) which is at the heart of the accountability process. Central to the discussion on accountability has been a distinction between ‘managerial’ and ‘political/public’ forms of accountability (cf. Day and Klien, 1987; Gray and Jenkins, 1993; Sinclair, 1995; Ahrens, 1996). The latter is assumed to apply particularly to governments who are accountable to their electors for the authority granted to them whereas the former applies to managers being made accountable for the responsibilities delegated to them. Implicit in this distinction is a view about control. In the case of governments it is assumed that the direct control of the electorate is limited. On the other hand in the context of managerial forms of accountability there is an assumption that the person or being who delegates responsibility (often referred to as a ‘principal’) to another 14



Please refer to Appendix 1 for more details on these categorisation



(often called an ‘agent’) can and has power to exert pressure over the performance of the latter. One of the key arguments of this paper is that pressure on governments can change the level of specificity of the nature of the political/public accountability that is offered but cannot provide the electorate with direct control of the day to day activities of governments. This leads to deviation from the public interest while pushing the political agenda, thereby resulting in the agency conflicts. Due to factors such as bureaucratic interference, conflicting objectives, and weak managerial incentives, state ownership is frequently regarded as a major cause of corporate inefficiency (Boardman and Vining, 1989; Megginson et al., 1994; and Shleifer, 1998). There are evidences showing the adverse efficiency as a consequence of state ownership. A high degree of state ownership is often found among transformed SOEs in transition economies like Inida and China. Many studies have found that state ownership does not produce superior firm performance, but it is often linked to low efficiency (Bai, Liu, Lu, Song, & Zhang, 2004; Ding, Zhang, & Zhang, 2007; Yiu , Bruton, & Lu, 2005). This outcome is attributed to state shareholders’ pursuit of macro-economic and social objectives in addition to firms’ profit-maximizing goal, weakening the board’s monitoring and strategy roles (Berkman, Cole, & Fu, 2002; Djankov, 1999). Prior studies find that state-owned firms do not serve the public interest particularly well (Grossman & Krueger, 1993) and state-owned firms are typically extremely inefficient (Boycko et al., 1996` and (Dewenter & Malatesta, 2001). The conclusion of these studies is that generally the SOEs disregard social objectives and their value and this combined with SOE inefficiency is inconsistent with the idea that state ownership adds value. According to Sheifer and Vishny (1996), public choice theory complements the property rights approach and contributes to understanding inefficiency in the public sector through a focus on the behaviour of politicians and bureaucrats. Unlike their counterparts in the private sector, managers in the public sector lack focus because they are expected to pursue a variety of objectives, not all of which are related to financial performance. This multiplicity of objectives arise from public sector managers being answerable to different constituents, such as legislators, civil servants and ministers, each with their own objectives. Politicians, who are answerable to constituents such as labour, may push public sector managers to pursue objectives, such as increasing employment which in turn mitigates against profit maximisation. Both the property rights and public choice analyses suggest that the behaviour and performance of managers will differ between the public and private sectors because both the objective functions are different and the constraints are different. Neither is good performance
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incentivised in the public sector nor is bad performance penalised through takeover or bankruptcy (Shleifer & Vishny, 1996). 4.1 First and Second Layer of the proposed SOE model and corporate governance practices Duppati & Mishra (2007) examined the role of state level public enterprises (SLPEs) in India, and found blurred relationships between the general public as principal owners of the state property and government leaders as controlling agent exists. For improvements to occur there is a need for accurate and timely information from state enterprises and an appropriate process to monitor on an on-going basis. Although a difficult exercise SOEs should strive to benchmark performance with appropriate peers, domestic or foreign (OECD, 2005). Politicians and bureaucrats, who are vested with the job of monitoring on behalf of the larger public, according to Kornai (1980), are not as good at monitoring or designing incentive systems as shareholders in a private company. 4.1.a Reviewing the role of government as Owner from the perspective of New Zealand and India To ensure a better accountability, the OECD guidelines (Guidelines II.A.,) suggest developing an ownership policy, as a primary task for state as an owner. It should include the overall objectives of state ownership, the state’s role in the corporate governance of SOEs, and how it will implement its ownership policy. In other words it should clearly explain how the state behaves as an owner. Clear and published ownership policies thus provide a framework for prioritizing SOEs’ objectives and are instrumental in limiting the dual pitfalls of passive ownership or excess intervention in SOEs’ management. With regards to ownership policy, New Zealand does not have a specific ownership policy but instead, the Companies Act of 1986 and SOE act 1986 provides the institutional framework15 in which it articulates the principal objectives to be followed by the every state enterprise for the successful conduct of the business. According to the Company’s Act of 1986 the SOEs should operate in the open market and are subject to the same market and regulatory conditions and should compete on a level playing field as the other businesses which are not crown-owned. 15



An institutional framework is generally understood to mean the systems of formal laws, regulations, and procedures, and informal conventions, customs and norms that broaden, mould and restrain socio-economic activity and behaviour (Defining an Institutional Framework for the Labour Market, No. 24, February 2012, Trevor Donnellan, Kevin Hanrahan and Thia Hennessy)



Competitive neutrality between SOEs and the private sector is ensured. Besides being a good employer, they should exhibit a sense of social responsibility by having regard to the interests of the community in which they operates and by endeavouring to accommodate or encourage these whenever it is possible to do so. Compensation is provided to SOEs in the situations where they undertake noncommercial activities as required by the Crown. 4.1.b Institutional and Legal Framework The Government’s policy in relation to SOEs has the following goals: i) to be clearer with SOE boards about shareholding Ministers’ expectations of the companies; ii) to provide shareholding Ministers with a greater understanding of, and therefore confidence in, the performance of SOEs, through enhanced benchmarking; iii) to develop appropriate capital structures which impose financial disciplines on SOEs while ensuring they have sufficient capital to make operational investment decisions without recourse to the Crown, and iv) to ensure that requests for capital are considered in line with the business needs of the SOE, while recognising the Crown’s preference that major investments are considered relative to other demands for capital across the Crown by incorporating SOE requests for equity for significant investments into the normal budget process. SOEs generally fall under the legal framework Companies Act 1993 (Companies Act), Crown Entities Act 2004 (CE Act), Public Finance Act 1989 (PFA), and State-Owned Enterprises Act 1986 (SOE Act) and other entity-specific legislation like the New Zealand Railways Corporation Act 1981 for KiwiRail Group, or establishment Acts for each Crown entity 4.1.c Shareholding Minsters Powers, Responsibilities, Accountability and Challenges Shareholding Ministers’ Powers Under the SOE Act, shareholding Ministers are responsible to the House of Representatives for the performance of the functions given to them. Each SOE has two shareholding Ministers – the responsible Minister and the Minister of Finance. The responsible Minister (normally the Minister for SOEs) generally takes the lead shareholder role, particularly in his/her capacity as the formal point of contact with boards. The role of the Minister of Finance as an SOE shareholder reflects the importance of the sector to the Crown’s economic and financial objectives. From time to time, shareholding Ministers may delegate some of their responsibilities. Under the SOE Act, shareholding Ministers are accountable to the House of Representatives for the performance of the functions given to them under the Act or the constitutions of the SOEs. The key accountability
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document is statement of corporate Intent (discussed below). In practice, shareholding Ministers’ responsibilities include: appointing and removing directors (including chairs and deputy chairs); commenting on the content of draft Statement of Corporate Intent (SCIs) and business plans, including aspects that may be inconsistent with statutory requirements; tabling final versions of SCIs in the House of Representatives; developing and communicating the Government’s ownership policies; monitoring board performance and taking necessary remedial steps should boards fail to meet the targets in their SCIs and business plans; consulting with boards as issues arise; tabling the SOEs’ annual and half-yearly reports in the House of Representatives; taking decisions as shareholder (eg, approving a major transaction under the Companies Act, or other transactions if such approval is required under a company’s SCI), and deciding on resolutions at annual meetings (or special meetings) or agreeing to pass written resolutions in lieu of such meetings. 4.1.d Challenges of Monitoring It is the responsibility of the government to manage its investments in the best interests of New Zealanders. Shareholding Ministers’ monitoring function is parallel to that undertaken by equity holders in the case of private sector companies.



However, shareholding Ministers face certain limitations, when compared to the private sector equity holders: a) Cannot divest themselves of ownership of the SOE without empowering legislation; b) cannot monitor company performance because they are not listed and as such do not have a share price; and Besides both shareholding Ministers and the SOEs are subject to additional public scrutiny via select committees and the Official Information Act 1982 (the OIA). For these reasons, it is important that shareholding Ministers receive timely and relevant performance information from SOEs. The SOE Act, therefore, gives shareholding Ministers certain powers over and above those of ordinary shareholders; for example, the power to require information relating to the affairs of an SOE. The role of being a shareholding Minister can place heavy demands on Ministers. These demands can be eased by giving the Ministers access to advisors with an understanding of the key issues at the strategic, public policy and individual SOE level, and who can support the Ministers, and assist in the board appointment process. Shareholding Ministers receive advice on SOEs’ financial and non-financial performance from COMU. Final decisions on all SOE issues remain with shareholding Ministers or Cabinet.



Figure 3. SOE Framework OF Corporate Governance: New Zealand Model
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In case of India, the Department of Public Enterprises brought out comprehensive guidelines on corporate governance for SOEs. The Administrative Ministries, who are referred as delegated owners, represent GOI in the AGM, participate in board selection, approve major decisions, monitor performance, and restructure sick or loss-making units. Currently, 38 ministries and departments administer the 244 operational CPSEs. They consult other ministries and departments on various matters and obtain cabinet approval as required. While the Ministry of Finance (MOF) reviews many CPSE



finance and investment decisions, as does the Public Investment Board (PIB) for investment plans over Rs.100 crores (US$2.3 million). 4.2 Third Layer of the proposed SOE model and corporate governance practices According to Anthony Cheung (2005) many Asian countries retain the features of a strong bureaucracy. Consequently, it has been difficult for political leaders to blame bureaucracy for its “budget-maximisation”
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behaviour. It makes the background of administrative reforms in Asia fundamentally different from those of western democracies. Most of the East and South-East Asian countries with the exception of Japan, Singapore and South Korea, continue to have a tradition of “authoritarian regime.” In the process of national development, political leaders have emphasised “Asian values” rather than the democratic norms which originated in Western societies. For instance, from the context of Hong Kong, Cheung (2013), findings shows that the present political configuration of governance in Hong Kong had largely thrived on the pre-1997 colonial logic of administrative state and government by bureaucracy. Such a system has now become hard to sustain due to rising political distrust and cynicism caused partly by the democratic deficit and the absence of the politics of responsibility. Hong Kong was a pioneer of public sector reforms in the 1980s and 1990s, but such reforms grounded in the NPM (new public management) logic of management efficiency no longer suffice to cope with the growing crisis of governability. It is argued that rebuilding trust and governability should be put at the forefront of the governance reform agenda. According to Osamu Koike (2013), after the 1997 Asian financial crisis, many Asian countries, including developed and developing, have introduced a variety of performance management systems into their bureaucracies. This has been encouraged by international agencies as part of their “good governance” agendas. Despite this, the goal of achieving efficient and workable public administration has still not been realized in many cases. Anti-corruption measures are not effective, and efficiency and service delivery in public organization has not significantly improved. However, political leaders must recognize that the building of rational legal bureaucracy in which patronage influence is reduced, creating networked governance, allowing engagement with civil society, and fostering high employee motivation, are the other prerequisites for achieving efficient and accountable government. 4.3 Fourth Layer of the proposed SOE model and corporate governance practices A state-owned firm faces organizational costs associated with two types of internal conflict of interest, namely, political costs associated with government (owner) incentive to intervene in the firm, and agency costs associated with a manager’s incentive to expropriate wealth from the firm (Fan, 2012) . As Qian (1996) points out, a fundamental motivation for empowering SOE managers in the first place is to reduce government interference, and therefore to lower the firm’s political costs. Although Chinese-listed SOEs are restructured into joint stock



companies with outside shareholders post-IPO, the government remains the majority owner and retains control of the board (Fan et al. 2007) and the right to appoint key officers, such as the chairman and CEO (Qian 1996). Government officials who have control rights over listed SOEs often pursue their own private political objectives at the expense of outside shareholder’s interest in maximizing firm value. For instance, the government owner can compel the firm to build public infrastructure, pay more taxes, or provide excess employment in the locality to alleviate fiscal and employment problems. In addition to reducing political costs, empowering SOE managers is likely to induce highpower incentives and improve productivity. The owner of an SOE, a governmental agency, typically faces decision making constraints due to insufficient expertise and information, and thus allocates some decision rights to SOE managers. However, empowered managers can expropriate substantial gains from the SOE, resulting in severe agency costs. This is because, unlike a private firm, an SOE does not have a “true” owner looking after firm interests. All else equal, the optimal division of power between the government and the SOE manager should be the point at which marginal agency costs are equal to marginal political costs. Another reason that managers in the public sector lack incentives to perform is that they do not fear bankruptcy; thanks to the ‘soft budget’ constraint, managers in the public sector can expect to be bailed out by public funds. In addition it suggested that SOEs are often chronically unprofitable, at least in part because they are often charged with objectives such as maximizing employment and developing backward regions (Boycko, Shleifer, & Vishny, 1996) and (Ben-Ner, Montias, & Neuberger, 1993). 4.3.1 Accountability of Boards New Zealand: Crown Ownership Monitoring Unit (COMU) and Boards Autonomy Under the legislative commercial framework arising from the SOE Act and the Companies Act, SOE boards are responsible and accountable for the individual company performance, are the primary monitor of performance and are the main mechanism that the Ministers have in holding the company to account. To support the boards’ accountability and monitoring roles, COMU’s approach is underpinned by the seven principles outlined below: Key engagements are with entity boards; Prioritise our monitoring efforts in relation to the performance issues and risks within each entity; Portfolio perspective to ensure that the Crown's balance sheet is fit-for-purpose; Provide independent analysis, commentary and judgements to Ministers; Provide performance information to the public through COMU’s website; Monitor international corporate governance changes and adjust the procedures as
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appropriate and Sharing the knowledge with other government agencies undertaking monitoring roles, both in New Zealand and internationally. Boards, particularly chairs, are expected to work closely and cooperate with COMU; as a conduit of information and advice to shareholding Ministers. Boards may wish to invite officials to be present during parts of board meetings or annual business planning sessions to discuss issues or to clarify shareholder expectations. Such invitations are entirely at the discretion of each board. SOE boards are also accountable to select committees. Select committees are key parliamentary institutions with which public servants and those working in the wider State sector have contact. The committees undertake detailed work on a range of different matters on behalf of the House, and report their findings to it. Under the Companies Act, the board of the company is responsible for managing, by or under its direction or supervision, the business and affairs of the company. The Companies Act requires boards, among other things, to: Comply with the directors’ duties set out in the Companies Act, including the duty to act in the best interests of the company; Provide an annual report and annual financial statements to the shareholder; Comply with the solvency requirements set out in the Companies Act; Hold AGMs, except where the shareholder passes a written resolution in lieu of such meetings, and Present special resolutions to the shareholder when necessary (eg, resolutions for the approval of “major transactions” as defined in section 129 of the Companies Act). 4.3.2 Role and Responsibilities of the Boards The role of the board of a Crown company differs in some respects from the board of a privately owned company. For example, all decisions relating to the operation of a Crown company must be made by, or pursuant to, the authority of the board in accordance with its SCI or Statement of Intent (SOI). Further, under the constitution of each Crown company, the Ministers, rather than the board, appoint the chair and deputy chair and set directors’ fees. A Crown company board’s responsibilities include, but are not limited to, the following: Appointing a CEO and managing and monitoring the CEO’s performance; Setting the CEO’s remuneration and incentives, approving senior management remuneration and remuneration policy generally, and specifically determining the relationship between remuneration incentives and risk taking; Providing leadership and vision to the company in a way that will enhance shareholder value; Developing and reviewing the company strategy; Ensuring that the company has appropriate processes to identify, assess, monitor and manage risk and monitoring the performance of senior management; Reviewing and



approving the company’s capital investments and distributions; and Ensuring compliance with statutory requirements providing leadership in its relationships with key stakeholders including, where relevant, industry groups, Māori and staff 4.3.3 COMU as an advisory body to the Shareholding ministries COMU has four teams that together provide shareholding Ministers with comprehensive advice. These teams are: Sector Monitoring teams: The advisors within these teams monitor a range of entities. Each entity has a senior relationship manager as their key point of contact. The relationship manager should be sent all routine reporting (eg, quarterly, half-yearly and annual reports), other process-related documents and other relevant updates. The Sector Monitoring teams focus on:  Developing and reviewing ownership objectives for individual SOEs and the SOEs as a whole;  Advising on strategic issues, ownership policy issues, investment and diversification opportunities, restructuring issues and capital structure;  Analysing business cases where they are required to consult with, or seek the approval of, shareholding Ministers  Commercial opportunities and risks the environment in which the entities operate, and  Protecting and enhancing shareholder value. Financial Analysis unit: This unit provides indepth financial analysis on individual entity performance and on the overall portfolio. The unit also undertakes specific exercises for shareholding Ministers such as independent valuations, benchmarking performance (where possible) and authoring an annual portfolio performance report. Appointments and Governance team: This team supports and provides advice to the Ministers on appointments of boards and governance issues oversees candidate management issues and provides targeted professional development opportunities. Sector Performance and Balance Sheet team: The Treasury manages the Crown’s finances and is the Government’s principal advisor on economic, fiscal and financial issues. This team works to ensure that the Crown’s balance sheet is well understood, has a well-articulated strategy for change and is well managed, and contributes to better balance sheet management across the Crown’s portfolio. This work encompasses analysis and advice on issues across the Crown’s entire balance sheet, not just the entities monitored by COMU. 4.3.4 Accountability of Boards Indian SOEs are accountable to a number of different bodies, including:
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Parliament: As the main oversight body, a number of parliamentary committees routinely review CPSE performance and related issues. Comptroller and Auditor General (CAG): CPSEs with more than 50 per cent of ownership are subject to CAG oversight. An independent body established by the Constitution of India, CAG: (i) appoints the statutory auditor and oversees and supplements their work; (ii) conducts regular transaction audits of CPSEs; (iii) conducts performance audits of CPSEs that focus on particular topics and sectors; and (iv) reports the findings to parliament. Central Vigilance Commission (CVC): CVC has a mandate to deter corruption and malpractice in CPSEs through observance of procurement matters and clearance for all board



positions. Judiciary: CPSEs are subject to judicial review by the Supreme Court of India and the High Courts. Regulatory bodies: These bodies oversee CPSEs in much the same way as they oversee private sector companies. They include: (i) SEBI, which enforces securities rules for listed CPSEs; (ii) Ministry of Company Affairs (MCA), which oversees compliance with the Companies Act; and (iii) sector regulators, like the Telecom Regulatory Authority, which regulate pricing and other sector specific issues for relevant CPSEs. Recommendatory bodies: These include: (i) the Public Enterprises Selection Board (PESB), which manages the process for selecting board members, including tenders and advertising.



Figure 4. SOE Framework OF Corporate Governance: Indian Model Shareholding in CPSEs are held by President of India (ex-officio) Regulatory Bodies: MCA, SEBI and Sector Regulators
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4.3.5 Reporting – Corporate Business Plan New Zealand The SOE Act provides a comprehensive outline of SOE requirements with regard to its key accountability document the SCI and reporting performance to shareholding Ministers and the wider public, through the House of Representatives. The SOEs are expected to report the Business plan and statement of Corporate Intent ahead of the start of the financial year. Most companies have a 30 June financial year. Shareholding Ministers aim to send an expectations letter to each SOE board between October and January of each financial year detailing the information requirements, the timing and any specific issues the company is expected to address during the business planning round.



In response to the expectations letter, the board may send a strategic issues letter to the shareholding Ministers by the end of January, outlining major issues the company expects to address during the business planning round. Subject to commercial sensitivities, the expectations letters are publicly released on the COMU website. Each SOE board provides shareholding Ministers with a draft SCI, supported by the company’s business plan. The business plan enables shareholding Ministers and COMU’s officials to assess the draft SCI. The SOE Act requires the board of each SOE to deliver its draft SCI to shareholding Ministers at least one month before the start of each financial year (ie, the end of May). Shareholding Ministers’ preference, however, is that SOEs provide their draft SCIs and business plans at the start of May to allow adequate time for meaningful review. If, for any reason, an



373



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



SOE considers that it cannot meet this deadline, it should contact COMU as early as possible. Sections 14(2) and (3) of the SOE Act set out the information to be contained in each SOE’s SCI, including the objectives of the group, the nature and scope of its activities and the performance targets by which the group may be judged in relation to its objectives. Each SOE’s SCI should clearly identify the information required by these sections of the SOE Act, and make clear linkages between objectives and performance targets. Shareholding Ministers expect the performance targets and measures in each SCI to be meaningful and related to the drivers of each SOE’s performance. Once the business plan and draft SCI are received, officials prepare a report for shareholding Ministers outlining the key aspects of each SOE’s future strategy. As part of this process, advisors will engage with the companies to clarify any questions arising out of the business plan and draft SCI. To facilitate this, it is expected that each SOE will submit with its business plan a full set of financial statements (including a statement of financial performance, statement of financial position and statement of cash flows) for the planning period. Under the SOE Act, shareholding Ministers may comment on the draft SCI, which may include a request for further information or clarification on certain matters. This may be in the form of a letter or, if required, in a meeting between shareholding Ministers, officials and the board. The comment may also include an extension to the date by which the final SCI must be delivered to shareholding Ministers for tabling. Boards are required to consider any comments by shareholding Ministers on the draft SCI no later than 14 days before the start of the financial year and deliver a final SCI to shareholding Ministers on or before the start of the financial year or such later date that shareholding Ministers have determined. The responsible Minister is required to table the final SCI in the House of Representatives within 12 sitting days of its receipt. The SCI should be made publicly available only once this has occurred. Once tabled, COMU will make it public a copy of each SOE’s SCI on the COMU website. SOEs are also encouraged to make their SCIs widely available. The business plan is not a public document and is not tabled. If the board of an SOE wishes to amend its SCI after it has been tabled, it must advise shareholding Ministers and consider any comments shareholding Ministers may have on the proposed modification(s). The SOE Act sets out the process for making amendments to an SCI during the year. 4.3.6 SCI content expectation The board of each SOE is required to specify in the company’s SCI the group’s objectives, and the nature and scope of the activities to be undertaken. The



board of each SOE may wish to consider separately defining, in relation to the nature and scope of the activities to be undertaken by the group, the company’s “core business activities”. In this context, shareholding Ministers consider that: a) the “nature and scope of the activities to be undertaken by the group” defines the boundary outside of which the group may not carry out any business; b) core business activities” represents the core business-as-usual activities to be undertaken by the group in line with its core competencies, and any business activities to be undertaken by the group that are not core business activities should be within the nature and scope of the company’s activities. Ministers expect the board of each SOE to operate in such a way that it does not lose focus on the company’s core business activities. This does not preclude expansion into non-core areas. SOEs are encouraged to diversify where they can demonstrate spill-over benefits and effective utilisation of core competencies. Ministers will clarify such expectations with individual companies as part of the annual business planning round. India: Performance Evaluation tool: Memorandum of Understanding (MOU) system in SOEs MOU system was initiated in 1986 following the ArjunSengupta Committee Report (1984). Ever since its inception it has been perceived as a practical solution to tackle various issues pertaining to PSEs and includes: i) widely held perception that the PSEs are less efficient than their private sector counterparts; ii) PSEs are unable to perform at efficient levels because of multiplicity of objectives; iii) Lack of clarity of objectives and confused signals imparted to the management followed by diluted accountability and iv) absence of functional autonomy. The main purpose of the MoU system is to ensure a level playing field for the public sector enterprises viv-à-vis the private corporate sector. The management of the enterprise is made accountable to the government through a promise of performance. The government continues to have control over these enterprises through setting targets in the beginning of the year and by ‘performance evaluation’ at the end of the year (Public Sector Enterprise Survey, 2010-11). Performance evaluation is undertaken based on a comparison of the actual achievements and the annual targets agreed between the government and the CPSE. The target constitutes both financial and non-financial parameters with different weights assigned to the different parameters. In order to distinguish ‘excellent’ from ‘poor’ performance during the year is measured on a 5-point scale (Public Sector Enterprise Survey, 2010-11). The management of the enterprise is, made accountable to the government through a promise of performance. The government continues to have control over these enterprises through setting targets
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The target constitutes both financial and non-financial parameters with different weights assigned to the different parameters. In order to distinguish ‘excellent’ from ‘poor’ performance during the year is measured on a 5-point scale (PSE, 2010-11).



Table 1. Summary of the performance of MoU signing CPSEs (numbers) Rating Excellent Very Good Good Fair Poor Total



2006-07 46 37 13 06 00 102



2007-08 55 34 15 08 00 112



2008-09 47 34 25 17 01 124



2009-10 73 31 20 20 01 145



2010-11 67 42 24 24 02 150



Source: PSE, 2011



According to Trivedi & Vittal (1992), the MoU system will internalise the changing priorities of the government in a systematic way. In the absence of an objective method for performance valuation, there is a danger of extreme reactions which are either difficult to enforce or justify. Second, the emphasis is on achieving the 'target' for profit. The signal that is sought to be conveyed is that any slippage on theprofit front is becoming increasingly unacceptable. If an enterprise commits a certain level of profit, it must ensure that it delivers that amount to the nation. Financial performance has moved to centre-stage of MoU and policy. The main issue confronting policy-makers is to devise ways of internalising this policy goal with clear and unambiguous signals regarding what is expected in terms of financial performance (Trivedi & Vittal, 1992). 5. Implications and conclusions It is evident that the New Zealand state-owned entities are categorised based on their objectives, thereby differentiating between the commercial and social objectives. The ownership policy of New Zealand is explained in the Companies act and SOE act of 1986. Infact, the clearly articulated ownership policies provides a background for prioritising SOEs’ objectives and are instrumental in limiting the consequences of passive ownership or excessive intervention in SOEs’ management. Likewise, the selection process of the members of the boards in New Zealand is a case point for its objectivity and transparency to the nomination process. New Zealand has adopted a comprehensive approach to board appointments, from soliciting, vetting and recommending candidates through conducting induction training after an appointment has been made. Crown Ownership Monitoring Unit manages this process by advising the bodies responsible for appointment (i.e., the Minister after approval by a Cabinet Appointments and Hours Committee, and confirmation by Cabinet). It is responsible for developing a long and short list of candidates (with



options) for consideration by the Minister; conducting due diligence on preferred candidates (including conflict of clearance, background checks); managing the cabinet approval process; and managing the formal appointment process. These type of settings provides a better platform for accountability. On the contrary, Indian state owned companies are segregated based on cognitive activities and performance. According to Locke & Geeta (2013), 89 SOEs are identified by Government of India (GOI) out of the total 239 SOEs, to ensure financial autonomy based on their cognitive activities and performance and classified them into three categories: Maharatna, Navratna and Miniratna. Government has nominated these as being of strategic importance and having the potential to emerge as global players. Consequently, there could be issues arising due to multiplicity of objectives. While the ownership policy in India is stated through the guidelines issued by the department of public enterprise which is the nodal agency of the central government. The company act of discusses the ownership policy in a general manner thereby missing the element of legitimacy and hence may not provide a proper setting for a better accountability. For instance, according to the Director General of Standing Conference of Public Enterprises, India, for a better efficacy and accountability an independent, impartial, sovereign body of the government as an owner to provide explicit ownership. What is happening is that even after 60 years, we do not have ownership policies. The article of association and memorandum of understanding we sign at the formation of an enterprise are basically broad parameters only. But what is the role and what are the responsibilities of the owners through the administrative ministry are nowhere to be found. Because of this we cannot evaluate the accountability of the administrative ministry. This concurs with Trivedi (1994). He observes that one of the reasons for the poor performance of the Indian SOEs is that there are multiple principals with multiple goals. For instance,
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Secretaries to the Government of India have to answer to a number of agencies and institutions of the State. In addition to the Parliamentary committees such as the Public Accounts Committee, newly created Standing Committees and Parliamentary procedures such as questions, motions and debates place pressure on SOEs. Senior Government officials have to deal with the Comptroller and Auditor General, enquiry committees and commissions, Prime Minister's office and the Cabinet Secretariat. Each of the above agencies considers it to be its duty to hold government officials responsible. Such arrangements are not readily reconciled with the idea of creating autonomous SOE that are charged with performance and have a Board which is held responsible. The need for multiple players to have a say comes at a very real economic cost. Institutional arrangements for exercising the state’s ownership rights are complex compared to international practice. In addition, a number of other governmental bodies have oversight, regulatory, and recommendatory roles. According to Frederick (2011), the political interference in the selection process had inefficient outcomes in the long-term, resulting in excessive turnover, a lack of desired profiles on the board, or even stagnation due to lack of fresh faces or innovative persons. The selection procedure of the Boards in India indicates lapses in the SOE policy. For instance, the boards in Indian companies are constituted by the ministry based on the selection made by the public enterprise selection board which are finally approved by the cabinet committee on appointments. The recommendations made by PESB have to be endorsed by the concerned administrative ministry before being considered by the cabinet committee on appointments. This system of selection procedure is cumbersome and deleterious for the healthy functioning of an enterprise. The reasons for this being so are many: one, the PESB normally forwards a panel of two three incumbents for the appointment. The ministry should be endorsing the name of the candidate who is first in order but the ministry could even recommend the second or third candidate. The ministry may even disagree with the panel and may ask fresh selections. The cabinet committee on appointment takes its own time to make the final decision of recommending the candidate to the cabinet. Prior to considering the name, vigilance report on the conduct of the candidate has to be furnished to the cabinet committee on appointment. If all this goes smoothly it takes about eight to twelve months before the appointment takes place. This is indicative of corporate governance issues in India. Recently, Dr. U.D. Choubey, Director General, Standing Conference of Public Enterprises (SCOPE), has expressed his views16 on independent directors 16



role in Indian SOEs. Independent Directors are key ingredients of corporate governance at the board level. They are supposed to be watchdogs or consciencekeepers sitting at the fence with no accountability and pressure from either the administrative ministry or functional directors. But in practice their loyalty lies with the administrative ministry so much so that we can brand them as ‘dependable independent directors’. The fact is that a lot of lobbying goes into their appointment process, which results in a situation where there is a big gap between them and the functional area of an enterprise. The result is that they come to the board meetings unprepared and take interest in only agenda items which suit the interests of their appointing authority. This is a lacuna in the present system and he felt that the root cause is the selection system. In order to avoid the agency costs arising due to political intervention it is suggested that the power to select independent directors to the boards should be completely vested in the public enterprise selection board (PESB). To avoid any conflict of interest, the administrative ministry should not be there in the search committee of the PESB nor be a votary to the selection a particular candidate. The PESB should be given the powers of a constitutional body like their appointments committee of the cabinet (ACC) so that its selection of an independent director is final. Since this process may need parliamentary approval, we could look at a easier option where the PESB selects a candidate and sends it to the cabinet secretary for notification, avoiding the administrative ministry. Therefore, the issues identified in the literature of SOEs which includes bureaucracy, political interference and Political Patronage continue to persist in India in spite of the corporate governance reforms. It is evident that the agency conflicts arising from four layers are evident in case of India while New Zealand case shows evidence of transparency and preferred settings for a better accountability and fits into the frame of OECD guidelines. References 1. Aoki, M., & Jackson, G. (2008). Understanding an emergent diversity of corporate governance and organizational architecture: An essentiality-based analysis. Industrial and Corporate Change, 17(1), 1–27. 2. Boland, R.J. and Schultze, U. (1996) ‘Narrating Accountability: Cognition and the Production of the Accountable Self’, in Munro, R. and Mouritsen, J. (eds.) Accountability: Power, Ethos and the Technologies of Managing, London: International Thomson Business Press, pp.62-81 3. Bai, C., Liu, Q., Lu, J., Song, F. M., & Zhang, J. (2004). Corporate Governance and Market Valuation in China. Journal of Comparative Economics 17, 207-242. 4. Ben-Ner, A., Montias, J., & Neuberger, A. (1993). Basic issues in organizations: A comparative perspective. . Journal of Comparative Economics 17: 207–242.
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SOCIO-DEMOGRAPHICS AND THEIR LINK TO SELECTION OF CHARITABLE CAUSES IN SOUTH AFRICA: A CORRESPONDENCE ANALYSIS APPROACH Karen M Corbishley* Abstract Cause related marketing describes an activity in which contributions are made to selected charities in response to customers’ purchases. In South Africa, the number of causes requiring help is large due to the on-going shortage of funds and the number of people in need. The objective of this study was to establish the relationship between selected causes and socio-demographic variables. This was a quantitative, cross-sectional study. Quota sampling was used, and questionnaires were administered to 400 candidates in major shopping centres. Correspondence analysis was used to compare and map the results of cause choices against the selected socio-demographic factors. The findings indicated that there are relationships between the demographic factors and the causes selected by the respondents. Keywords: Causes, Cause Related Marketing, Non-Profit, Charity, Socio-Demographic Variables, Correspondence Analysis * Department of Marketing & Retail Management, Durban University of Technology, South Africa Tel.: +27 (31) 373 5393 Fax: +27 086 6740607 Email: [email protected] Acknowledgements The author would like to thank Women in Research of the National Research Foundation, South Africa for the financial support that made this research possible. She also thanks Jill Hendry for her assistance with the statistical component of this study.



1. Introduction It has been acknowledged that the single most important function of business is to provide goods and services in response to the needs of consumers (Benapudi & Singh, 1996). However, business is now also subject to pressure that requires them to be responsible in their actions towards society and the workforce (van den Brink et al., 2006). The benefits of being of assistance to those less fortunate have been recognized for many years by those that have become engaged in this type of behaviour (White & Peloza, 2009). Cause Related Marketing (CRM) is a marketing method that connects the brand or business with a selected charity or cause (Kim and Lee, 2009). It is characterised by the firm making a commitment to contribute an amount of money towards a cause in direct response to sales (Shabbir et al., 2010). Very little effort is required from the consumer, besides choosing to make the purchase (Kotler & Lee, 2005). It has become evident that you can be both socially responsible and make a profit at the same time by



associating your brand with a significant cause (Zvadrovic et al., 2010). Modern charities are subject to increasing demand for their services and a struggle for decreasing government support as well as competition for those funds from an ever-increasing number of charities. Therefore charities have to be inventive and look towards alternative means of support (Benapudi et al., 1996). In South Africa, the need for assistance is great and there are many charities competing for support from business. Although many South African businesses are still wary of forms of marketing such as CRM (Tustin & Pienaar, 2005), many examples of this form of marketing are evident. Fisher et al. (2008) state that most people do not support charitable organisations despite the fact that they themselves might need help in the future. Competition from other charities for funds is also intense. This makes CRM an attractive alternative as a means of obtaining an income stream. Charities need all the information they can get to make themselves more appealing as business partners, than other charities. Although studies have been conducted all over the world to attempt to identify the most popular
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causes (Tustin & Pienaar, 2005; Endacott, 2004), there has been little attempt to attribute the support of causes according to the socio-demographic make-up of consumers, with differences in opinions being shown with respect to the effect of gender, age and education on cause selection. Furthermore there has been limited data available for the South African marketplace. For example, Human and Terblanche’s (2009) study focused on knowledge, attitudes and opinions about CRM in South Africa, but did not address the issue of the role of socio-demographics in the choice of charities to support. Corbishley and Mason (2011a; 2011b) found some relationships between socio-demographic factors and choice of causes, but these studies involved only uni- and bivariate analyses. They did not adequately present a picture of the multivariate nature of these relationships. The results of this study will thus contribute towards developing new knowledge in this field in South Africa. This paper therefore focuses on a multivariate investigation into whether the choice of causes to support might vary from consumer to consumer according to the socio-demographic status of the consumer. The primary objective of this paper is to explore the various inter-relationships between four socio-demographic statuses and the choice from a number of causes by consumers. Research into the socio-demographic characteristics of respondents and any possible link to their choice of a cause to support could be of interest to marketers who could use the information to make a more accurate selection of a cause to which the target market would be more likely to respond. 2. Review of the Literature 2.1 Role of CRM CRM is a partnership between a charity and a commercial business in an effort to make money and create awareness for the charity and at the same time improving sales and creating awareness for the



business partner (Ricks, 2005; Kotler and Lee, 2005). The relationship between the brand and the cause creates an alliance that can result in a marriage that can change a customers’ perceptions of the brand (Robinson, 2012). Lafferty and Goldsmith (2005) describe this alliance as one that provides a positive flow of both revenue and exposure for the non-profit which in turn can lead to an increased public awareness of the cause. An important objective of CRM is the improvement of the company’s image because of its participation in contributing to those in need. Argarwal et al. (2010) explain how CRM makes it possible for a business to link its brand and marketing power to a cause, providing a combined benefit to both entities. 2.2 Benefits to the business CRM has become a popular technique that corporations choose which enables them to communicate with their target markets in a way that is unique, personal and has the desired effect on the recipients (Carringer, 2006). Companies that are hoping to stand out from the competition can benefit by partnering with a cause. Even average brands can benefit in the long run from participating in CRM. Peoples' attitudes towards a brand can undergo fairly substantial changes when the brand is seen to be linked with a charity that customers care about. Demetriou (2010) describes how CRM can create a strong corporate image by involving the consumer both cognitively and emotionally. Zdravkovic et al. (2010) describe how partnerships between brands and causes can create favourable opinions towards the brand in the alliance. Further benefits of this type of marketing strategy can include growth in sales and brand loyalty. Tustin & Pienaar (2005) established that businesses had expectations of significant benefits when participating in CRM. Table 1 lists the benefits that are anticipated:



Table 1. Expected benefits of linking a brand to a social cause Rank 1 2 3 4 5 6



Benefit Enhanced brand image Customer loyalty National visibility Boost of employee morale Increased sales Break through advertising clutter



Source: Tustin and Pienaar 2005: 126



There is an increase in the number of businesses that have established that CRM is an effective way of communicating with potential customers (Kotler & Lee, 2005). It can serve to both differentiate a product or service as well as position it in a positive manner in the mind of the consumer. It can also have an effect



on potential purchase behaviour. With business becoming increasingly competitive, CRM has become one of just a few ways in which businesses can still differentiate their offering. Thus a CRM campaign can improve a firm’s image as well as increase its turnover and market share.
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Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4 CRM can also give life to an organisation’s values and beliefs and bring them to the attention of the various stakeholder groups. CRM allows a business to be of benefit to the community while still promoting its products (Adkins, 2000). Thus CRM also contributes to a company’s corporate social responsibility activities. 2.3 Benefits to the consumer The central element of a CRM campaign is the customer who has been demonstrating an increasing interest in marketing strategies which are socially responsible (Gupta & Pirsch, 2006). Some of the main benefits of CRM include the positive emotions associated with giving and the benefits gained from the product that is purchased. The former is intangible and the latter, tangible (Tustin & Pienaar, 2005). All of this is confirmed by Ricks (2005) who suggests that an overall positive consumer attitude is present towards companies that exhibit links with causes that are obviously contributing towards society. Drumwright (1996) summed up much of what has already been stated by noting what an informant from a corporate had to say. The company that was involved with CRM really believed that they could make a difference in society. It was apparent that governmental agencies could not cope alone. The non-profit organisation was also unable to survive in isolation. The term ‘three-legged stool’ was used. This illustrated the synergy that could be obtained from the resources that could be gained from governmental agencies, private industry and charitable organisations. 2.4 Benefits to the cause CRM may appear to only work in isolation for one or two parties, but this is not necessarily so. Socially, this form of marketing has been welcomed by nonprofit marketers, as well as members of the public, as they become more aware of the benefits of this type of programme (Berglind & Nakata, 2005). Those responsible for not-for-profit organisations enjoy the benefit of the increased flow of funds, as well as the positive change in public attitudes towards their causes (Berglind & Nakata, 2005). Non-profits have experienced heightened competition for support from the government and consumers for resources. However, they are still expected to cater to the needs of others in the fields of health, education, disaster relief and many more (White & Peloza, 2009). CRM can assist the nonprofit organisations to reach their target audience through the businesses’ communication channels, thereby helping to create awareness of the cause (Kim & Lee, 2009). Although CRM campaigns support a wide range of causes, those with the most visibility are the ones with the biggest followers, namely those associated with major health issues such as breast cancer and



AIDS, children’s needs, primary needs such as hunger and homelessness, and environmental issues (Kotler & Lee, 2005). 2.5 Selection of a cause Breeze (2010) maintains that choosing a charity to support is a complex decision, involving the charities’ perceived competence, the donors’ taste, the desire to make an impact and the donors’ personal background. Thus, donors choose to support charities that mean something to them. As non-profits’ need for support grows, they have begun to seek out better ways to communicate with potential supporters. This has resulted in non-profits becoming aware of some of the more sophisticated marketing techniques available to them (White & Peloza, 2009). Moosmeyer and Fuljahn (2010) suggest that consumers’ interpretation of the CRM strategy as well as their attitude towards the non-profit that is linked with the campaign is important to both parties in the relationship. All of this can have an impact on the outcomes of the campaign. Male and Ashforth (as cited by Lafferty and Goldsmith, 2007) use social identity theory to describe how individuals would prefer to select activities that correspond with prominent elements of their identity and will therefore prefer to associate themselves with institutions that epitomize those types of actions. So if the consumer believes that the business is behaving in a philanthropic manner and believes that the behaviour fits in with its own intentions, a connection is established. On the other hand, Becker-Olsen et al. (2005) highlight the risk of selecting a project that does not correspond well with the company’s profile and/or its target market. They have established that a bad match could result in a poor consumer perception of the business and its corporate credibility. This, in turn, could affect purchase intentions. Wymer and Samu (2008) have summed this up by stating that a business that becomes involved with a cause that is particularly important to a target market, would most likely be seen as more worthy of support. An interesting alternative approach is that of Robinson et al. (2012) which showed that allowing the consumer to choose the charity to support increased responsiveness to a cause related campaign. This was achieved by linking a brand to a number of causes and allowing the consumer to choose to which cause the company should donate. They found that this was especially true when the fit between the company and cause was low (why run a CRM campaign in such a situation?), and when the society was of a collectivist nature. However, they seem to imply that firms do not bother too much with fit, referring merely to “the chief executive officer’s affinity for the cause.” Furthermore, they play down the importance of the issue of fit between consumers and the cause, other than “collectivism”, thus ignoring other socio-demographic variables. This may be a
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simplistic solution in the diverse South African environment of the dual society and economy, with strong collectivist and individualist components. Finally, they see providing cause choice, and thus increasing the consumer’s role, as an alternative to preference matching when there is a high fit. This seems like a complex solution to a simple proble – merely select a good fit in the first place. Nedbank (a bank in South Africa) conducted a study in 2002 and identified the five top causes that



were likely to be supported by consumers. These were listed as crime/personal safety, poverty, HIV/Aids, unemployment and the economy (Endacott, 2004). However, this was a decade ago, and the table below illustrates that cause choice might be different between countries and in different time periods. This partially justifies the need for new research on this topic in South Africa.



Table 2. International selection of causes (in descending order) Mexico Security Education Poverty Health



USA (pre 9/11) Crime Medical research Hunger/Poverty Drug/Alcohol abuse Environment Source: Endacott 2004:186



USA (post 9/11) National tragedy Medical research Education Military Homeless



Based on the work discussed above, and also on the work of Palmer and Young (2005) and Roux (2005) relating to major challenges in South Africa, the list of causes shown in Table 2 was chosen for inclusion in the research hypotheses. 2.6 The effect of fit between the target market and the cause Lafferty and Goldsmith (2007) state that when a business decides that it is going to set up a relationship with a cause, it will find that there are thousands of causes to choose from that potentially could enjoy a mutually beneficial relationship. The issue of fit is a complicated one and there are a number of factors that might play a role in decisionmaking (Barone et al., 2007). Marketers should therefore be conducting research so that they can establish what types of reactions different causes will elicit (Till & Nowak, 2000). The obvious deduction would be that organisations would choose to get involved with supporting a cause that their target market identifies with (McAlister & Ferrell, 2002). This is consistent with Breeze’s (2010) finding that donors choose charities that mean something to them. Barone et al. (2007) concur with the view that retailers that wish to get the best result from CRM should investigate consumer perceptions of themselves and potential charities before embarking on a CRM strategy. However, they add that if the target groups have a positive attitude towards the cause, then the corresponding fit between the company and cause plays a lesser role. This form of marketing has cost-saving implications, as it is the strength of the connection between cause and customer, rather than the investment in communication efforts that drives the whole process (Fock et al., 2010).



Australia Medical research Health/medical care for children Child protection Homelessness/Poverty/Hunger Care of the aged



2.7 Socio-demographics and CRM Awareness of socio-demographic characteristics of customers might help marketers better identify who are more sensitive to the effects of a CRM offer, and whether or not that socio-demographic profile fits a specific brand or category (Cui et al., 2003). For example, the perceptions of older customers may be significantly different from those of younger customers. Till and Nowak (2000: 472) highlight the importance of matching product type, demographics and geographic location with target consumer segments. The importance of social and environmental issues varies with each target market and only through careful research will a good match of customer, brand and cause be obtained (Till and Nowak, 2000). Human and Terblanche (2009) also stress the importance of brand and charity fit. Therefore, companies should look to associate with causes towards which their target audience has compelling feelings. Various international studies have highlighted four demographic factors as having an influence on susceptibility to CRM campaigns. These are: a. Age. Cui et al. (2003) found that there was a generally positive attitude amongst Generation Y respondents, suggesting that the college age cohort group embraced the CRM strategy as a way for businesses to show their support for society (Cui et al, 2003: 317). Pringle and Thompson (in Tustin and Pienaar, 2005) state that children born in and after the eighties (Generation X and Y) are more philanthropic and more socially responsible than their parents. b. Gender. Cui et al. (2003) established that female students had more positive attitudes toward a CRM offer than male students. c. Education. The Cone Roper Study (1994) states that CRM had the strongest impact on people who have attended college (by a 2 to 1 margin).
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d. Income. Cui et al. (2003: 317) found that middle to higher income groups are most likely to be affected by a CRM campaign. This applied to parents’ income as well, which had a significant effect on students’ responses. The 2001 Cone Roper research (Kotler and Lee, 2005: 11) concurred with this view stating that those in higher income categories were more receptive to CRM. Whether such findings are applicable in a developing country such as South Africa is not known (Human & Terblanche, 2009). Although some research has been done considering sociodemographics (especially focused on ethnicity), very little has been done to link the above four demographic factors to the selection of causes. Therefore, they were considered as important variables to include in the construction of research hypotheses. 2.8 Research hypotheses In order to identify links between socio-demographic statuses and cause selection this research had the following objective: To identify whether certain segments of participants (described according to sociodemographic variables) are inclined to select certain causes. The following hypotheses were developed in order to achieve the stated objective: H1: There is a relationship between age and the support of specific causes. H2: There is a relationship between income and the support of specific causes. H3: There is a relationship between gender and the support of specific causes H4: There is a relationship between education and the support of specific causes. 3. Methodology The study was exploratory and cross-sectional with statistical methods used to evaluate the results. Multivariate analysis was a useful method to use for this research as it was a multidimensional study. Multivariate analysis is used to analyse three or more variables at the same time (Hair et al., 2003). Correspondence analysis is one of the ways in which multivariate analysis can be carried out, and was chosen for a more in-depth analysis of the data to better highlight differences and similarities between the socio-demographic variables and the various causes. Correspondence analysis, according to Hair et al. (1992), is suitable for non-metric data and especially suitable for exploratory data analysis. It is a perceptual mapping technique that reflects the association between variables in a contingency table and as such is suitable for this study. Proximity of the plots on the map is an indication of the level of association between the variables.



3.1 Sampling Sampling was based on a non-probability method, with three large shopping centres in the eThekwini region being selected via convenience sampling. Quota sampling was also used to ensure that representation from each demographic category was obtained. Selection bias was overcome by making use of a form of systematic sampling whereby every sixth member of the population that entered the centre was approached until each quota was filled. A sample of 400 was decided on as, according to Sekaran (2003), a sample size of 384 should be sufficient for a population size of 75 000 to 1 000 000. 3.2 Data Collection Questionnaires were administered to respondents who were approached in each mall. The questionnaire was made up of three sections. Section one consisted of questions relating to socio-demographic details. Section two was designed to answer questions relating to attitudes and opinions to CRM, as well as two questions relating to respondents’ choice of charity. Respondents were asked to select their favourite cause. This was done twice, firstly through unaided choice and secondly through aided choice. The unaided choice resulted in the top five causes being children, HIV/Aids, animals, disabled and education. This is known as ‘top-of-the-mind awareness’ and refers to the element which is remembered or thought of first (Blackwell et al., 2006). The second choice was an aided choice, as respondents were required to name their top five causes from a list of sixteen. Results were then weighted accordingly. This method was identified as the more useful as it focuses more on recognition, where respondents were required to identify elements from a list. Causes were recognised that did not spring to mind in the first question. The better indicator, according to Blackwell et al. (2006), would depend on whether consumers typically constructed their consideration sets based on recall or recognition. It is believed that it would be more likely for consumers to be given the name of the cause the marketer has elected to support. The final section related to income. As this is a question which respondents might not have been eager to answer, they were invited to fill in this component themselves, and to then fold the completed questionnaire in half and drop it into a ballot style box, ensuring confidentiality. 3.3 Analysis Correspondence analysis was applied to the frequency measures in order to test and illustrate the results. Correspondence analysis is a form of multivariate analysis that represents cross tabulations in a graphical form (Yelland, 2010). It is a perceptual



382



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



mapping tool which is easy to interpret. Correspondence analysis is often used to assist in market segmentation and as such can be applied to various demographic variables such as age, income, race and gender (Botha and Slabbert, 2011). The relationships and differences in data are illustrated in a visual manner. The visual format in which statistics are represented is known as a perceptual or a correspondence map (Hair et al., 2003). Correspondence analysis is a descriptive technique that is used to analyse two-way and multiway tables when there is some possible measure of correspondence between the rows and columns (Statsoft, 2007). Correspondence is related to factor analysis and is involved with factoring categorical variables and then displaying them in a space which indicates their association in two or more dimensions (Garson, 2007). A correspondence map was used to display two of the dimensions which emerged from the analysis. 4. Results and Discussion Correspondence analysis was applied to the frequency measures in order to analyse the relationship between selected socio-demographic variables and sixteen selected causes. The selected causes are clearly listed in Table 4. The socio-demographic variables that were



used for this particular sector of the study were restricted to age, income, gender, and education. The outcome of this analysis shows that there are indeed significant differences between the various socio-demographic characteristics and their responses to various causes. 4.1 Breakdown of inertia Correspondence analysis gets its name from the way in which it depicts row and column scores in corresponding units. Graphs are then produced that depict row and column data in two-dimensional space. The axes in the resultant perceptual map are linked to an eigen structure that illustrates the projections on the axes of the map, and demonstrates the relative variance in the points on the axis (Ivy, 2001). The spatial variation within each group of points is also known as the interia of the points. The eigenvalue represents the amount of inertia explained by a particular axis. Table 3 shows how the inertia is broken down and the percentages of the inertia that can be explained by each factor. This table displays the percentage of information that is available on each axis. It can be seen that 73.87 percent of the inertia can be explained by the first two dimensions of the inertia. For this reason, only the first two dimensions of inertia were used.



Table 3. Summary of factor results Factor 1 2 Total



Inertia (eigenvalue) 0.023964 0.004922 0.028886



The next section displays the decomposition of the first two dimensions of inertia for the cause, followed



Percent 61.28% 12.59% 73.87%



Cumulative Percent 61.28 73.87 73.87



by the socio-demographic variables. These results are found in Tables 4 and 5 respectively.



Table 4. Decomposition of the first two moments of inertia in terms of causes No 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16



Name Unemployment HIV/Aids Education/Training Street Children Animals Crime/Safety Homelessness/Poverty/ Hunger Care of the Aged Arts and Culture Environment Disabled Causes Babies and Children Hospices Other Health Issues Drug and Alcohol Abuse National Disasters



QLT 878 872 539 781 885 866 766



MAS 65 124 76 85 65 46 92



INR 110 38 21 41| 94 54 28



k=1 -240 -97 -72 112 217 168 -63



COR 863 796 488 656 826 618 339



CTR 155 49 16 44 127 54 15



K=2 -11 0 7 -31 42 -98 38



COR 2 0 5 49 32 208 122



CTR 2 0 1 16 24 88 27



968 933 902 674 833 922 804 790 827



84 14 30 91 59 59 50 35 25



123 60 66 23 39 178 26 44 57



220 107 213 -41 64 324 49 127 65



843 69 532 172 163 883 121 328 48



169 7 57 -6 10 256 5 24 4



-61 254 178 11 -108 -10 -58 148 113



65 394 369 12 458 1 167 445 144



63 187 192 2 141 1 34 157 65
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Tables 4 and 5 illustrate the following:  For each point the mass and inertia (mass x squared distance from the origin) can be observed in the columns headed MASS and INR respectively.  The following information can be seen for each dimension of inertia and the corresponding principal axis: a.The columns headed k show the coordinate of the point on the axis (multiplied by 1000). b. The column headed COR displays the relative contribution (multiplied by 1000) in the column headed COR.



c.The column headed CTR displays the absolute contribution (rescaled to 1000) Under the heading ‘CTR’ (contribution) the values show the contribution of each point (row, column) to the direction of that principle axis. Under the heading ‘COR’ (correlation) the values show how well the variation in a point is represented by a specific axis. The causes which are represented by both a high relative contribution and a high absolute contribution are the ones that interest us. These causes are highlighted in Table 5. They are unemployment, animals, aged and hospice on the first axis and arts and culture, the environment, babies and children, and drugs and alcohol abuse on the second axis.



Table 5. Decomposition of the first two dimensions of inertia by socio-demographic variables No 1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16



Variable Age



Gender Education



Income



Category 12-29 30-41 42-60 >60 Male Female Primary Secondary Diploma Degree Post Grad R30000



QLT 957 598 848 906 924 915 518 914 558 737 932 949 594



MAS 114 65 51 22 111 141 8 141 55 27 16 87 63



INR 113 23 60 138 49 37 37 27 17 42 79 163 24



k=1 -184 18 187 466 -52 41 -201 -73 61 175 212 -256 29



COR 869 23 763 883 159 162 223 700 309 511 239 894 56



CTR 161 1 74 199 13 10 13 31 8 35 31 238 2



k=2 58 -86 -32 22 101 -79 206 -31 -52 51 247 -32 -18



COR 88 528 22 2 595 609 232 123 225 44 323 14 21



CTR 79 97 11 2 229 181 68 27 30 15 204 18 4



928



45



72



215



744



88



44



31



18



827 874



24 29



55 64



204 210



474 510



42 53



59 19



39 4



17 2



In Table 5 the socio-demographic variables that are of interest are highlighted. These correspond with the causes that are highlighted in Table 4. It is important that the causes with a negative coordinate are linked with the socio-demographic variables with a similar negative coordinate in the same column. Similarly the positive values on Table 4 should be linked with positive values in the same column in Table 5. For example, it can be seem that unemployment displays high contributions with a negative coordinate in axis 1. This corresponds with Age 12-29 and Income Chi2 = 0.0002) enabled us to accept the MCO estimator for the fixed-effects model and to reject the MCG estimator provided by the random-effects model. The result provided in Table 6 for the ratio between the presence of a “Big” auditor in the external auditor board and the level of audit fees allows us to accept our Hypothesis H1. In line with our Hypothesis H2, the impact is relatively greater in the case of an audit conducted jointly by two “Big” firms. Our results are consistent with those found by



Audousset-Coulier (2014). However, they contradict those found by Gonthier-Besacier and Schatt (2007), who conclude in the French context that there is a positive relationship between using a single “Big” audit firm and audit fees, and a negative relationship when two “Big” audit firms are used. Contrary to our expectations, auditing by “Major” firm has a positive effect on audit fees. Therefore, we cannot consider, as assumed by Piot (2005b), that their presence benefits French firms regarding reduced external audit fees. Henceforth, our Hypothesis H3 is rejected. Unlike our Hypothesis H4, the length of the relationship with auditors (LENGTH) is not likely to increase audit fees. The impact of length of relationship between the firm and auditor is not significant on the amount of fees26. This same result was found by Audousset-Coulier (2014) in the French context. Variables related to ownership and governance characteristics do not in any way affect the amount of audit fees and thus refute the hypotheses made. As shown in the results of our first equation, it appears that these characteristics, and in particular the presence of an independent audit committee, explain in part the selection of auditors, but in no case the level of audit fees. With the exception of the firm size 26



We have not been able to test the impact of length of the relationship with each audit board (one “Big” auditor, two “Big” auditors and one “Majors” auditor on audit fees. Problems of multicollinearity were also found.
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variable, no control variable had a significant effect on the amount of audit fees. The size of the audited firm acts, in accordance with the results of previous works, positively and significantly at the threshold of



1% on the amount of audit fees. A large company requires greater auditing efforts and therefore higher fees.



Table 6. Results of the Explicative Model of Audit Fees and the Endogeneity Test for Choosing Auditors (Step2) Variables



Expected Sign



Fixed-Effects Model Coefficient t-Student 0.417 3.06*** 0.654 3.38*** 0.013 0.22 –0.033 –1.07 0.504 3.34*** 0.004 0.44 0.304 1.54 –0.085 –1.06 –0.105 –0.56 –0.203 –0.92 0.244 1.31 –0.061 –0.40 –0.098 –0.45 –0.159 –0.75 0.270 0.69 0.016 0.34 0.786 10.78*** –6.209 –9.57*** 10.72 0.0000



+ 1BIG + 2BIG ? IMR1 ? IMR2 – MAJOR + LENGTH + BOARD_IND + DUAL + AUDCOM_IND – MAN_OWN – REFSH – INST_OWN + DEBT + SAL_OUT + COST + DIVERS + SIZE Intercept F Prob > F Chi2 Prob > Chi2 R2 (Within) 0.4297 R2 (Between) 0.8752 R2 (Total) 0.8665 *, ** and *** : significance at the thresholds of 10%, 5% and 1% respectively. Conclusion The objective for this study is to test the relationship between the size of the external auditor and the amount of audit fees. The choice of auditor and audit fees are mainly determined by the company’s ownership and governance characteristics. To provide a basis for resolving our study question and take into account the problem of endogeneity between the choice of external auditor and audit fees, we developed a two-step Heckman type model with a bias as to auditor selection integrated into the fees model. The study results reveal that the presence of one “Big” auditor among external auditors exerts a positive and significant effect on fees. Using a “Majors” firm only increases audit fees. However, this effect is greater when two “Big” auditors are jointly used. Although the presence of an independent audit committee is an important determining factor of the



Random-Effects Model Coefficient t-Student 0.434 4.55*** 0.671 4.87*** –0.168 –0.34 –0.013 –0.47 0.344 3.66*** –0.007 –1.71* 0.431 2.69** 0.025 0.39 –0.005 –0.03 –0.038 –2.62*** –0.095 –0.66 0.042 0.31 –0.080 –0.42 0.326 2.45** 0.322 1.32 0.039 1.46 0.644 18.82*** –5.361 –15.41***



1520.72 0.0000 0.3839 0.9179 0.9078



presence of a “Big” auditor among external auditors, its impact on audit fees is not significant. In our opinion, independence is not sufficient to come to any conclusion regarding the complementarity or substitutability of the Audit Committee with the control exercised by external auditors. Independence and skill are the two main attributes contributing to the effectiveness of audit committees in improving the quality of the audit process. A more advanced study, integrating, in addition to the question of independence of audit committees, the level of expertise and the level of studies in the field of accounting and finance of members should enable us to measure the scope of these characteristics with regard to external audit demand, selection and compensation of auditors in French companies. References 1. Abbott, L.J. and Parker, S. (2000), “Audit committee characteristics and auditor selection”, Auditing: A



399



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



2.



3.



4.



5.



6.



7.



8.



9.



10.



11.



12.



13.



14.



15.



16.



17.



18.



19.



Journal of Practice and Theory, Vol. 19 No. 2, pp. 47– 66. Abbott, L.J., Parker, S., Peters, G.F. and Raghunandan, K. (2003), “The association between audit committee characteristics and audit fees”, Auditing: A Journal of Practice and Theory, Vol. 22 No. 2, pp. 17–32. Anderson, T. and Zéghal, D. (1994), “The pricing of audit services: further evidence from the Canadian market”, Accounting and Business Research, Vol. 24 No. 95, pp. 195–207. Audousset-Coulier, S. (2014), “Audit Fees in a Joint Audit Setting”, European Accounting Review, forthcoming. Beasley, M.S. and Petroni, K.R. (2001), “Board independence and audit firm type”, Auditing: A Journal of Practice and Theory, Vol. 20 No. 1, pp. 97–114. Broye, G. (2007), “Concentration du marché de l’audit en France : un état des lieux”, Revue Française de Comptabilité, No. 399, pp. 2–5. Broye, G. (2009), “Honoraires d’audit et comité d’audit : le cas de la France”, Comptabilité Contrôle Audit, Vol. 15 No. 1, pp. 199–224. Broye, G. and Schatt, A. (2003), “Sous-évaluation à l’introduction et cessions d’actions par les actionnaires d’origine : le cas français”, Finance Contrôle Stratégie, Vol. 6 No. 2, pp. 67–89. Carcello, J.V., Hermanson, D.R., Neal, T.L. and Riley, R.A. (2002), “Board characteristics and audit fees”, Contemporary Accounting Research, Vol. 19 No. 3, pp. 365–384. Carey, P. and Simnett, R. (2006), “Audit partner tenure and audit quality”, The Accounting Review, Vol. 81 No. 3, pp. 653–676. Chan, P., Ezzamel, M. and Gwilliam, D. (1993), “Determinants of audit fees for quoted UK companies”, Journal of Business Finance and Accounting, Vol. 20 No. 6, pp. 765–786. Chen, Y., Maroney, R. and Houghton, K. (2005), “Audit committee composition and the use of an industry specialist audit firm”, Accounting and Finance, Vol. 45 No. 2, pp. 217–239. Collier, P. and Gregory, A. (1996), “Audit committee effectiveness and the audit fees”, European Accounting Review, Vol. 5 No. 2, pp. 177–198. Deis, D.R. and Giroux, G.A. (1996), “The effect of auditor changes on audit fees, audit hours and audit quality”, Journal of Accounting and Public Policy, Vol. 15, pp. 55–76. Eisenhardt, K. (1989), “Agency theory: an assessment and review”, Academy of Management Review, Vol. 14 No. 1, pp. 57–74. Gaver, J.J. and Gaver K.M. (1993), “Additional evidence on the association between the investment opportunity set and corporate financing, dividend, and compensation policies”, Journal of Accounting & Economics, Vol. 16, pp. 125–160. Goddard, A.R. and Masters, C. (2000), “Audit committees, Cadbury Code and audit fees: An empirical analysis of UK”, Managerial Auditing Journal, Vol. 15 No. 7, pp. 358–371. Gonthier-Besacier, N. and Schatt, A. (2007), “Determinants of audit fees for French quoted firms”, Managerial Auditing Journal, Vol. 22 No. 2, pp. 139– 160. Goodwin-Stewart, J. and Kent, P. (2006), “Relation between external audit fees, audit committee



20.



21.



22.



23.



24.



25.



26.



27.



28.



29.



30.



31.



32.



33.



34.



35.



36.



400



characteristics and internal audit”, Accounting and Finance, Vol. 46, pp. 387–404. Gul, F.A., Hutchinson, M.R. and Bliss, M.A. (2004), “Board characteristics, growth opportunities and audit risks: some evidence from Australian audit pricing”, Working paper, The University of NSW School of Accounting, pp. 1–41. Hay, D.C., Knechel, W.R. and Wong, N. (2006), “Audit fees: a meta-analysis of the effect of supply and demand attributes”, Contemporary Accounting Research, Vol. 23 No. 1, pp. 141–91. Heckman, J.J. (1979), “Sample selection bias as a specification error”, Econometrica, Vol. 47 No. 1, pp. 153–161. Jensen, M.C. and Meckling ,W.H. (1976), “Theory of the firm: managerial behavior, agency costs and ownership structure”, Journal of Financial Economics, Vol. 3 No. 4, pp. 305–360. Kane, G.D. and Velury, U. (2004), “The role of institutional ownership in the market for auditing services: an empirical investigation”, Journal of Business Research, Vol. 57, pp. 976–983. Kim, J.B, Chung, R. and Firth, M. (2003), “Auditor conservatism, asymmetric monitoring and earnings management”, Contemporary Accounting Research, Vol. 20 No. 2, pp. 323–359. Le Maux, J. (2004), “Le co-commissariat aux comptes à la française”, Revue Française de Comptabilité, No. 366, pp. 34–38. Lee, H.Y. and Mande, V. (2005), “The relationship of audit committee characteristics with endogenously determined audit and non-audit fees”, Quarterly Journal of Business & Economics, Vol. 44 No. 3–4, pp. 93–112. Lennox, C. (2005), “Management ownership and audit firm size”, Contemporary Accounting Research, Vol. 22 No. 1, pp. 1–23. Mitra, S., Deis, D.R. and Hossain, M. (2007), “The empirical relationship between ownership characteristics and audit fees”, Review of Quantitative Finance and Accounting, Vol. 28 No. 3, pp. 257–285. Muniandy, B. (2007), “CEO duality, audit committee effectiveness, and audit risks”, Managerial Auditing Journal, Vol. 23 No. 7, pp. 716–728. Nekhili, M, and Cherif, M. (2011), “Related parties’ transactions and firm’s market value: The French case”, Review of Accounting and Finance, Vol. 10, No. 3, pp. 291–315. O’Sullivan, N. (2000), “The impact of board composition and ownership on audit quality: evidence from large U K companies”, British Accounting Review, Vol. 32, pp. 397–414. Palmrose, Z. (1986), “Audit fees and auditor size: further evidence”, Journal of Accounting Research, Vol. 24, pp. 97–110. Peel, M.J. and Clatworthy, M.A. (2001), “The relationship between governance structure and audit fees Pre-Cadbury: some empirical findings”, Corporate Governance: An International Review, Vol. 9 No. 4, pp. 286–297. Piot, C. (2001), “Agency costs and audit quality: evidence from France”, European Accounting Review, Vol. 10 No. 3, pp. 461–499. Piot, C. (2005a), “Auditor reputation and model of governance: A comparison of France, Germany and Canada”, International Journal of Auditing, Vol. 9 No. 1, pp. 21–44.



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4 37. Piot, C. (2005b), “Concentration et spécialisation sectorielle des cabinets d’audit sur le marché des sociétés cotées en 1997–1998”, Comptabilité Contrôle Audit, Vol. 2, pp. 149–173. 38. Piot, C. (2006), “Les déterminants de l’existence et de l’indépendance managériale des comités de rémunération et de sélection en France”, Finance Contrôle Stratégie, Vol. 9 No. 2, pp. 159–185. 39. Piot, C. (2008), “Les déterminants du délai de signature du rapport d’audit en France”, Comptabilité Contrôle Audit, Vol. 2, pp. 43–73. 40. Simunic, D.A. (1980), “The pricing of audit services: theory and evidence”, Journal of Accounting Research, Vol. 22 No. 3, pp. 161–190.



41. Vafeas, N. and Waegelein, J.F. (2006), “The association between audit committee, compensation incentives, and corporate audit fees”, Review of Quantitative Finance and Accounting, Vol. 28, pp. 241–255. 42. Velury, U., Reisch, J.T. and O’Reilly, D.M. (2003), “Institutional ownership and the selection of industry specialist auditors”, Review of Quantitative Finance and Accounting, Vol. 21 No. 1, pp. 35–48. 43. Yatim, P., Kent, P. and Clarkson, P. (2006), “Governance structures, ethnicity, and audit fees of Malaysian listed firms”, Managerial Auditing Journal, Vol. 21 No. 7, pp. 757–782.



401



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



SERVICE QUALITY – CASES OF PRIVATE HIGHER EDUCATION INSTITUTIONS EXPLORED Riaan Dirkse van Schalkwyk*, Rigard J. Steenkamp** Abstract The South African higher education landscape has changed significantly. PHEIs (private higher education institutions) play a more important role although they are not yet fully acknowledged as higher education “universities”. This may be a strategic incentive for service quality excellence. It seems if the market responds well to PHEIs, because they complement the higher educational need and cater for unique niche markets. The article reports on the level and importance of service quality in three cases of South African PHEIs with the focus on primary service quality dimensions. The purpose of the study was to explore the strategic importance of service quality at PHEIs per se, its general service quality status and their endeavours to manage (measure and improve) service quality. The investigation followed a mixed method approach and applied interviews, observation and questionnaire surveys (using the SERVQUAL instrument). Case research has consistently been of the most powerful research methods in operations and quality management, particularly in contributing to the paucity of literature and the development of new theory and/or new hypotheses. Besides the paucity of literature, the results indicate that service quality at the PHEIs is a high strategic priority and may be a higher priority than service quality at public universities (a hypothesis for further investigation). Keywords: SERVQUAL, Quality Assurance, Service Quality, Service Quality Dimensions, Private Higher Education, Competitive Advantage * Department of Business Management, College of Economic and Management Sciences, University of South Africa, P.O. Box 392, Unisa, Pretoria, 0003, South Africa Tel.: +27 429 2109 Email: [email protected] ** Department of Business Management, College of Economic and Management Sciences, University of South Africa, P.O. Box 392, Unisa, Pretoria, 0003, South Africa Tel.: +27 429 4842 Email: [email protected]



1. Introduction Service quality is the single qualifier or disqualifier for most organisations in service industries. Wang, Lo and Yang (2004) point out that customerperceived service quality is one of the most important success factors of sustained competitive advantage for both manufacturers and service providers. Higher education is certainly one of these, and this is especially the case for private higher education institutions (PHEIs). The higher education landscape (both public and private) has changed substantially over the last decade. Customer service and service quality are driving forces in the business community and higher education institutions tussle for the competitive advantage in terms of high service quality. Recent conflict during student registrations in South Africa drew the attention to service quality at both public and private higher education institutions. Capacity constraints and poor registration



management seem to be the main causes of all the bad publicity. Many argue that academic capacity decreased following the mergers between several higher education institutions from 2004 onward. Some of the reasons given for this state of affairs are disruptions caused by the inadequate management of the project(s), the resignation of academic staff and the employment of inexperienced young academics. In addition, some institutions had to continue with programmes without any permanent staff, while new programme qualification mixes (PQMs) had to be designed, approved, developed and implemented. Another major cause of the capacity problem is that students still prefer public universities above private institutions. If all higher education institutions go through the same credibility and accreditation processes, why are they not all recognised as (and named) “universities” by the Department of Education? If the government were to allow this (in a controlled way) student numbers will
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increase and existing academic capacity at PHEIs will be utilised. The problem remains and service quality is under tremendous pressure at public universities. The research on which this article is based focuses on service quality in higher education, with specific reference to PHEIs because of the perception (hypothesis) that service quality is higher at these institutions. A good reputation and academic integrity are no longer enough, and higher corporate governance standards spur new quality initiatives as quality assurance in higher education becomes standard practice. For example, the Ethiopian Ministry of Education has recently scrapped all distance education programmes provided by both private and public institutions in the country. This directive was issued to industry stakeholders on 26 August 2010 by the Higher Education Relevance and Quality Agency. This caught many PHEIs off guard. Aside from locally owned PHEIs providing distance learning education, some foreign institutions such as the University of South Africa (Unisa) and the Open University UK had entered the market. It is not clear whether the directive would also be applicable to these foreign institutions. Quality and service quality are the main concerns and the measurement of service quality is regarded by many to be more important than auditing the quality assurance systems. The Council for Higher Education (CHE) in South Africa registers (accredits) PHEIs under strict preconditions and prerequisites. This is necessary to maintain the well-known high standards of universities in South Africa and to eliminate the potential fly-by-night organisations who seek to compete with the government. Some PHEIs did harm the market and the entire quality assurance drive on the part of the South African Qualifications Authority (SAQA) and the CHE is commendable. The perception about PHEIs is therefore not very positive, although some of these institutions do have a proud reputation and impressive alumni. This article reports on the findings from an exploratory mixed method study on three cases of PHEIs (with different niche markets), providing a new perspective on their competitive advantages, such as service quality. The article commences with a literature review on service quality, which is followed by the research methodology, findings, and conclusions and recommendations. 2. Literature review 2.1 The measurement of service quality The literature presents a number of service quality measurement models, each of which attempts to capture and annotate service quality. The GAP model is based on several types of gaps such as the “delivery



gap” exemplifying the difference between the actual service provided by the employee of the organisation and the specifications set by management. The RATER model, designed by Zeithaml (1990), offers a complementary analysis of the perception gap. Gržinić (2007) mentions a framework for the development of an internal service quality measure referred to as INSQPLUS. Another example is the Grönroos Perceived Service (GPS) quality model. This article elaborates on the SERVQUAL instrument, which was also empirically tested as a research method to measure service quality in one PHEI case (see the section on research methodology). The challenge lies in identifying the model which most effectively ascertains the core definition of service quality, which is ultimately determined by the customers. Educators might regard measuring customer satisfaction (service quality) at an educational establishment as one of the most important but also greatest challenges of the quality movement. Service quality measurement is an area of growing interest to researchers and managers. It is also an area characterised by debate concerning the need for measuring customer expectations and how they should be measured. Many regard this as the single most important measure for a quality educational establishment (such as a PHEI). The SERVQUAL instrument was developed by Parasuraman, Zeithaml and Berry in 1988. It involves the use of fundamental service dimensions (e.g. concerning student services) that are queried and surveyed using the SERVQUAL methodology. A review of the literature indicates that SERVQUAL, although an “older” instrument, remains a reliable measurement for service quality. Carrillat, Jaramillo and Mulki (2007) confirm this by stating that SERVQUAL and SERVPERF are equally reliable instruments in assessing service quality. Baxter (2004) indicates that SERVQUAL is also extremely valuable in an environment where the focus is on income, business needs and value for money. Barnes (2007) agrees with this view and provides evidence that SERVQUAL is a tried and tested instrument that has been successfully applied in various service industries and that its strengths more than outweigh its weaknesses. Foster (2010) sees the value of SERVQUAL in its ability to identify several "gaps" in service delivery. Examples of these gaps are:  the gap between service quality specifications and the service that is actually provided  the gap between customer expectations and management’s perception of these expectations  the gap between management’s perception of customer needs and the specifications that management develops to meet customer expectations. Foster (2010), who lists a number of advantages of using the SERVQUAL instrument, indicates that it is accepted as a standard for assessing different dimensions of service quality and that it has been
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shown to be valid for a number of service institutions. Figure 1 illustrates the basic measurement process of the SERVQUAL instrument in terms of the two



primary parts, namely customer expectations and customer perceptions.



Figure 1. The SERVQUAL instrument Word of mouth communications
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Source: Foster, 2010:165



The instrument can be used on a wider spectrum of South African universities (including PHEIs), considering that a rigorous analysis has demonstrated the usefulness of the approach in gathering students' perceptions (Dirkse van Schalkwyk, 2011). SERVQUAL was also tested (and service quality gaps were identified) at two colleges of one of the three PHEI cases discussed in this article (with reference to the results of the exploratory study).



2.2 Service quality research An overview of the literature shows a wide spectrum of related research on service quality. However, screening the recent publications does not reveal much such research among PHEIs or public universities. This may indicate the need to further this research on the topic within higher education institutions (possibly ideal topics for prospective master's or doctoral students). Service quality research is being done in various typical service industries
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such as the airline industry (Fodness & Murray, 2007; Rhoades & Waguespack, 2008), the hotel industry (Wilkins, Merrilees & Herington, 2007), call centres (Robinson & Morley, 2006; Bharadwaj & Roggeveen, 2008) and the health-care industry (Arasli, Ekiz & Katircioglu, 2008). Research on general service quality includes work from Svensson (2006), Caceres and Paparoidamis (2007), Di Mascio (2007), Yap and Sweeney (2007), Carillat et al., (2008), Dimitriadis and Stevens (2008) and Yee, Yeung and Cheng (2008). 2.3 Quality assurance in higher education Quality assurance (QA) is steadily becoming an integral part of higher education. It was a novelty in education a few decades ago, with the emphasis falling on quality assurance systems and procedures. The field of quality assurance and accountability is far from new as it has been present for decades, although accountability may mean something different now than it did in the past. Quality has always been of great importance to academic institutions, but it relied much on academic integrity, culture and a good reputation. The current emphasis on QA systems and external quality system audits sometimes leads to window dressing. By contrast, several universities (e.g. the Consortium of Northern German Universities) strive for the development and usage of internal quality instruments which measure quality independently and fairly. A culture of quality surely influences and enforces the quality of teaching, but it is an optimistic conclusion for those universities with a relatively lower level of intellectual staff competence, scientific achievements and material resources (classrooms, library, equipment, software). It is also true that a low level of these resources does not necessarily mean that the teaching will be worse. Outcomes also depend on how the resources are used and this is crucially influenced by the culture (shared values) of the academic community. An overemphasis on the influence of a culture of quality on the quality of teaching may be a reason for concern to those institutions that rely on this only. The same applies to those underestimating the importance of a culture of quality, because they may neglect the factor that triggers the potential. A quality higher education institution (HEI) will manage service quality as a priority, regardless of its QA approach. Service quality can therefore be a summative overall measure of how good the university or PHEI is. The focus of this article is therefore not on operational quality (process quality, resources quality and infrastructural quality), but on output quality in terms of strategic service quality and generic service quality dimensions such as empathy, trust (assurance), responsiveness and reliability.



2.4 Service quality as strategic priority in higher education Khan, Ahmed and Nawaz (2011) report that while there is an insignificant relationship between tangible dimensions and student satisfaction, there is a significant relationship between service quality dimensions (such as assurance, empathy and reliability) and satisfaction. These authors also state that satisfaction has a positive relationship with students' motivation and willingness to put more effort into their work. Most authors regard service quality as an investment that is required to stay competitive in the global market. The service sector has gained much economic importance over the past few decades. This sector may account for as much as 60 per cent of the value added in certain economies and meeting customer expectations is the single focus area of management in the service sector. Service quality in higher education can be defined as meeting and exceeding the students' and related stakeholders' perceptions and expectations by rendering a continuous (sustained) educational service package with tangible and intangible elements that conform to predetermined requirements for effective teaching and learning. Voon (2006) refers to an increase in the sophistication and internationalisation of the labour market, lecturers, researchers, students and competitive education programmes and emphasises the importance and competitive advantages of service quality. Khoshafian (2007) contends that service quality is always associated with the reliability and performance of the service. O'Neill and Palmer (in Voss, Gruber & Szmigin, 2007) describe service quality in higher education as the difference between what a student expects to receive and his or her perceptions of actual delivery. The emphasis is particularly on the measurement and improvement of service quality, because the reasons for maintaining service excellence in higher education are many, including the increase in PHEIs entering the market. 3. Problem statement Service quality will remain a strategic priority for any higher education institution and the recent problems at many public universities put the focus on the general status and service quality status of PHEIs as legitimate providers of higher education. Although the perception exists that many PHEIs are not up to standard, many are becoming significant role players in the tertiary education sector in South Africa. It also seems that service quality levels are higher at these institutions, although they have other unique challenges. They may be more expensive and some may not have reputable academic staff members (professors, doctors as lecturers). It may also be that they neglect their research mission. PHEIs are in the
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service industry and service quality is inherent to their core business. One way to get closer to the truth is to measure their service quality status as an indicator of their credibility and sustainability. By doing so, one will not be able to answer all the questions, but one will certainly be able to determine much about their credibility as “universities”. The research problem is therefore related to the quality of PHEIs as measured by their service quality status. 4. Purpose and methodology The purpose of this study was to address the problem with reference to the problem statement. The specific purpose was to explore service quality and to:  explore the strategic importance of service quality at PHEIs;  explore the general service quality status of PHEIs;  measure specific service quality dimensions in two cases; and  explore the willingness of PHEIs to improve and measure service quality by means of the SERVQUAL instrument (as a research methodology to measure service gaps). Case research is very effective and powerful, but also time-consuming. It requires skilled interviewers and care must be taken to draw conclusions from a limited set of cases, although internal validity can increase through triangulation. The fast-changing business world calls for case research by focusing on a limited number of cases. Cooper and Schindler (2011) assist researchers with business research methods because of the importance of business intelligence. The business world is likely to change more in the next 10 years than it has in the last 50. PHEIs are non-government-assisted businesses and they are in a totally different situation than public universities. “Business research” is defined and regarded as different (Cooper & Schindler, 2011:4) in terms of performance (e.g. service delivery) and what strategies and tactics capture the highest return on investment (ROI). Business research is certainly applicable at PHEIs and PHEIs will certainly also change drastically over the next 10 years. This article provides a summation of data and general information. The primary challenge of this type of research is to find gatekeepers of different information sources and the research requires limited inference or conclusion drawing (Cooper & Schindler, 2011). The research was exploratory (therefore work in progress) and did not commit to a singular paradigmatic research practice, nor did it attempt to generalise results through external validity. The purpose was to address the research problem (find potential solutions or answers) and to generate one or more hypotheses. A mixed method approach is, therefore, ideal in case research. Both quantitative and qualitative



methods were used in three case studies (qualitative research) and a questionnaire survey (quantitative research) was conducted in two of the cases. Mixed methods (with some epistemological differences from different research paradigms) were therefore used to increase the breadth and depth of insight and understanding to address the research problem. The researchers also selected this approach due to overemphasis on quantitative methods. This research was not only inductive (to test service quality), but also deductive (to develop and enrich theory). Cooper and Endacott (2007) refer to generic qualitative research; in this study phenomenology and action research were applicable. The phenomenon was explored in depth by this personal survey. The following principles were applied:  A focused case study approach provides the opportunity to repeat the measure (repeat questions, repeat visits and obtain the same or similar feedback from multiple sources) to test reliability.  The same scale (the observers conducting the personal survey) was used to measure dimensions or cases consistently. This improved validity because the scale (or the measuring instrument) knew what to look for (ensuring that the construct it claimed to be measuring was measured).  Triangulation was used to overcome the potential weaknesses of intended content validity based on face value. Face validity can be weak unless the subjectivity is addressed. Experts may still be subjective in their opinions, but this can be overcome by quantitative methods (which were applied in one case study).  Multiple service quality dimensions (and related dimensions) were identified and measured to represent the domain of the construct. The respective cases provided opportunities to clarify make sure and dig deeper. This is the strength of triangulation by means of mixed methods.  The three well-established PHEIs (A, B and C) can be described according to their student markets: (1) PHEI A is called a “college” and is well known for project management teaching and learning programmes; (2) PHEI B is called an “institute”, and is a large JSE-listed institution known for a wide variety of programmes; (3) PHEI C is called a “foundation” and is known for medical and healthrelated teaching and learning programmes. The results are summarised and presented in the same sequence (A, B and C) in the next section. Although the status of the research is exploratory (work in progress), the preliminary results show some strong indicators. 4.1 Summary of methods The specific description of the measuring instruments and sources of information in each case (PHEIs A, B and C) are summarised as follows:
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Table 1. Summary of methods PHEI



A B C



Interviews with the CEO and senior personnel



Personal survey campus visit(s)



√ √ √



√ √ √



and



The selected cases were based on their similarities (e.g. mission, vision, PHEI status, business management students and location). Although similar measuring instruments (for triangulation purposes) were selected in terms of the researcher’s perspective, each case would still be unique and different in relation to what they would allow as far as confidentiality and depth of the study were concerned. The purpose of the study was to explore and internal validity per case was more important than the apparent similarities of the results between the cases. 5. Results and findings A summary of the combined results of the three cases (obtained by a variety of qualitative methods) is provided in this section. The three cases showed the general quality (and related) characteristics as highlighted below: 1. All three cases regard service quality as a strategic priority in terms of a competitive edge for credibility and sustainability. 2. They emphasise quality of reputation, quality of systems and their specialisation in products that serve specific niche markets. They are flexible and relatively independent (they do not receive government subsidies). Income is generated via sponsors, donors and student registrations. They are all highly profit-centred. One PHEI is a certified ISO 9001 institution. 3. Service delivery is regarded as the core business of their operations system. They fully understand the value of a loyal customer and the benefits of a higher throughput and the word-ofmouth following from student satisfaction (through all the service quality dimensions). 4. Quality of product (programme offering) is emphasised, although the lecturing capacity is limited in terms of permanent staff with doctoral qualifications. This is a weakness in all the cases, although some utilise previously employed professors. 5. Research is emphasised and widely proclaimed, although published research output is limited. 6. A personal approach to teaching and learning is emphasised. The distance teaching mode of delivery is limited but increasingly offered as an



Regular discussions, observations and meetings spread over a year X √ √



Published documents and statements



Empirical student survey (quantitative study)



√ √ √



√ √ X



option. One PHEI is considering offering distancebased degrees in the near future. 7. The focus is on diplomas and degree qualifications. SLPs (short learning programme certificate qualifications) are not core business, but this approach is gradually becoming a new business priority. 8. Community service is embedded within their mission. One case in particular shows a surprisingly high portfolio of evidence of engagement in community service. All these cases consider using SERVQUAL (as tested at two of these cases) in the future. The next section summarises the results of the survey at each PHEI (A, B and C) in terms of the following: 1. General observation (related to service quality) 2. Service quality management 3. Measuring service quality 4. Results of the SERVQUAL survey (done at PHEI A and PHEI B only) 5.1 Brief summary of case: PHEI A 5.1.1 General observation of the case This provider (PHEI A) has adopted a general quality management strategy, but does not have a specific service quality strategy or system. It regards itself as a top provider of private graduate education in South Africa, and has established itself internationally as a leader in the field of project and programme management (the full spectrum of engineering, construction and corporate projects and programmes) in terms of the renowned internationally accepted project management body of knowledge (PMBOK). It has a high regard for quality leadership and quality of academic faculty. This particular PHEI regards itself as being ahead with strategy-centred leadership and views itself as a research institution “... continuously keeping abreast of cutting-edge paradigms and practices around the world, (with) academics regularly participating in world congresses, their papers and publications internationally acclaimed”. PHEI A describes itself as a business school catering for postgraduate qualifications. In addition to a few short learning programmes (SLPs), they offer
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an advanced diploma, postgraduate diploma and master’s degree in project management. Its PhD qualification is pending approval, making them one of the first PHEIs offering doctoral degrees. This PHEI believes in word-of-mouth following from product and service quality, as opposed to investing money in branding. Its credibility is vested in the academic staff, their programme offerings and the reputation of the business school. 5.1.2 Service quality management Their strategic drive towards general excellence does not exclude service quality, but they do not have a specific service quality drive. The PHEI is a called a college and was also certified (by PricewaterhouseCoopers) as an ISO 9001 institution. The system is audited annually and the outcomes of the recent audits were exceptionally positive (some audits were 100% “clean”). The quality management system standard (ISO 9001) is not for service quality per se, but it has many characteristics benefitting service quality and embodies a culture of service quality. The main aim of this PHEI is to provide service excellence to their internal and external customers, and to measure the performance of delivery processes. Quality is uppermost in their minds to achieve stakeholder satisfaction and the quality of their learning programmes and services enjoys the highest priority. Incrementally improved technology is favoured, while human resources are constantly retrained to master innovations. They foster a unique way to empower their internal customers to be process owners and to be “masters of their own destinies”. They believe in attaining selfsatisfaction through satisfied students. Their students and their employees are the focus of everything they do: they are focused on delivering improved learning programmes and services to their stakeholders on a continuous basis, and to deliver them better than any competitor locally or internationally. They regard the Department of Education, the Council on Higher Education, SAQA and their students’ employers as their partners. Together they attempt to create and sustain mutually beneficial relationships to enhance the quality of learning programmes and services to their students. One student (Liebenberg, pers.comm: 2012) provided the following feedback: “Their offerings are recognised by (as prerequisites for) several MBA qualifications (offered at other universities) and their own RPL (recognition of prior learning) is very efficient. They aim for a three-hour turn-around time



per enquiry and they use the balanced scorecard to measure the quality of the business. They are relatively expensive but do register hundreds of students per intake (currently 700 students per annum). The registration process has a short lead time and they should welcome any suggestion to improve service delivery.” In conclusion, it is worth mentioning their low staff turnover, and their unique way of empowering their staff, which is commendable. In addition, students do not need to make appointments for visits. 5.1.3 Measuring service quality They do not measure service quality per se but support the SERVQUAL instrument in principle for future application. 5.1.4 Results of the conducted at PHEI A



SERVQUAL



survey



The primary purpose of this investigation was to obtain insight into the level of service quality delivery at this PHEI and to test the value of the SERVQUAL instrument for further applications. It was found that the utilisation of the measuring instrument can be extended to other higher education institutions. The usefulness of the measurement tool (research methodology) may therefore lead to more comprehensive studies. A basic Likert-type scale of 7 was used at PHEI A (as well as two of the colleges of PHEI B – one of the larger colleges in Gauteng and the smaller campus in KwaZulu-Natal). Typical core service quality dimensions were measured and service quality dimensions related to tangibles are not included in this article. The following primary direct service quality dimensions were selected for the purposes of this exploratory investigation:  Empathy  Trust and assurance  Reliability  Responsiveness A convenience sample of 20 students was obtained from PHEI A. The college assisted the researchers with this electronic survey with regard to accessibility and administration of the data. The students’ perception of service delivery (P) versus their expected service score (E) was measured and the gap score is given as the difference between P and E. The data of the survey on PHEI A is provided in Table 2 below.
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Table 2. Service quality dimensions: PHEI A A. Service quality dimension: empathy Sub-dimension statement 1. Students receive individual attention from administrative personnel. 2. Lecturers provide individual attention to students. 3. College staff know the needs of the students. 4. College staff have the students’ best interest at heart. 5. College staff are easily accessible for students. AVERAGE OF THIS SUB-DIMENSION: B. Service quality dimension: trust and assurance Sub-dimension statement 1. Students can trust the personnel of the college. 2. Staff at the college inspire confidence. 3. College staff are polite. 4. Staff get adequate support from the college management to improve the performance of their services. AVERAGE OF THIS SUB-DIMENSION: C. Service quality dimension: reliability Sub-dimension statement 1. The college keeps its promises (e.g. to do something at a certain time). 2. Student problems are treated with sympathy and reassurance. 3. The college is dependable and carries out the service right first time. 4. The college provides services at the time it promises to do so. 5. The college keeps its records (e.g. accounts, academic reports) accurately. AVERAGE OF THIS SUB-DIMENSION: D. Service quality dimension: responsiveness Sub-dimension statement 1. The college tells students when services will be performed. 2. Students receive fast (prompt) service delivery from college staff. 3. Lecturers at the college are willing to assist students. 4. College staff are not too busy to respond to students’ requests promptly. AVERAGE OF THIS SUB-DIMENSION: The service quality in terms of two of the selected quality dimensions was high. This can be seen in the low gaps between P and E. Expectations were outperformed in many cases:  College staff were easily accessible for students (e.g. students could easily approach college staff with related to academic problems and queries) and received a positive score of 0.25.  Trust and assurance – this dimension was the best at PHEI A. The college staff were polite – a positive score of 0.3. The overall average score for trust and assurance was a positive score of 0.175.
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 Responsiveness – College staff were not too busy to respond to students’ requests promptly (a positive score of 0.05). In contrast to the positive gap scores for the dimensions of empathy and trust and assurance, it seems that their biggest concern was reliability with a negative gap score of -0.42. It is interesting to note that although PHEI A prided itself on service quality as part of their drive towards excellence, they seemed to fall short on both dimensions of reliability and responsiveness (negative scores of -0.42 and -0.1125 respectively). It also appears that the SERVQUAL
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results may be less positive than the results obtained from the qualitative survey. 5.2 Brief summary of case: PHEI B 5.2.1 General observation of the case The following case study is of a large private institution (named an institute) offering a range of full qualifications and SLPs via several sites organised into four teaching divisions. They are listed on the JSE with a bold mission to provide high-quality programmes that respond to the needs of the developing economy and they strive towards inculcating an entrepreneurial culture through education. They also strive towards contributing to the bodies of knowledge through research. They offer several SLPs (and are also considering offering them through distance learning) and degree programmes. One of their flagship degrees is the Bachelor of Arts honours degree specialising in communication management and creative brand communications. 5.2.2 Service quality management This institution has a specific drive towards service quality. They will, for example, welcome postgraduate students who wish to conduct student surveys to identify gaps for improvement. Their primary strategy is service quality, although they place the focus on a broader, more extended view of quality – the quality of an educated, competent and transformed student. This can be seen in published website statements such as: “… providing education that results in a skill set that meets the needs of the economy is an investment that will enable individuals to weather this storm and poise themselves for



positions of leadership through this period of turbulence and when easier times return”. They regard it a mandate and responsibility to ensure that their students graduate with the skills, knowledge and values that will set them apart from others. It is not uncommon for a PHEI to commit itself to the pursuit of excellence and to undertake that its quality and commitment to the student learning experience will continue to differentiate. This PHEI offers a surprisingly healthy social campus atmosphere (setting) and seems to be the closest to a typical public university. 5.2.3 Measuring service quality They support the SERVQUAL instrument (also to be tested on their campuses in this study) and are considering investing more by means of more comprehensive SERVQUAL surveys. This indicates that they have (or will have) a specific service quality management system. 5.2.4 Results of the conducted at PHEI B



SERVQUAL



survey



A high response rate of 336 (out of a possible 1 000 students) was obtained from the Gauteng campus. The KwaZulu-Natal campus also responded well (120 out of a possible 650 students). The college assisted the researchers with this electronic survey in terms of accessibility and administration of the data. The student’s perception of service delivery (P) versus his or her expected service score (E) was measured and the gap score is given as the difference between P and E. The data of the survey on the Gauteng campus is provided in Table 3 below.



Table 3. Service quality dimensions: PHEI B Gauteng campus A. Service quality dimension: empathy Sub-dimension statement 1. Students receive individual attention from administrative personnel. 2. Lecturers provide individual attention to students. 3. College staff know the needs of the students. 4. College staff have the students’ best interest at heart. 5. College staff are easily accessible for students. AVERAGE OF THIS SUB-DIMENSION: B. Service quality dimension: trust and assurance Sub-dimension statement 1. Students can trust the personnel of the college. 2. Staff at the college inspire confidence. 3. College staff are polite. 4. Staff get adequate support from the college management to improve the performance of their services. AVERAGE OF THIS SUB-DIMENSION:
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C. Service quality dimension: reliability Sub-dimension statement 1. The college keeps its promises (e.g. to do something at a certain time). 2. Student problems are treated with sympathy and reassurance. 3. The college is dependable and performs the service right first time. 4. The college provides services at the time it promises to do so. 5. The college keeps its records (e.g. accounts, academic reports) accurately. AVERAGE OF THIS SUB-DIMENSION: D. Service quality dimension: responsiveness Sub-dimension statement 1. The college tells students when services will be performed. 2. Students receive fast (prompt) service delivery from college staff. 3. Lecturers at the college are willing to assist students. 4. College staff are not too busy to respond to students’ requests promptly. AVERAGE OF THIS SUB-DIMENSION: The service quality in terms of the selected quality dimensions is high. This can be seen in the low gaps between P and E. Expectations were outperformed in many cases:  Speediness was an operational performance objective (e.g. students received fast, prompt service delivery from college staff) and obtained a positive score of 0.01.  Reliability – this dimension was the best at this campus. The college provided services at the time it promised to do so – a positive score of 0.18. The overall average score for reliability is a positive score of 0.05.
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 Empathy – College staff of this campus had the students’ best interest at heart (a positive score of 0.01) and they seemed to know the needs of the students – a positive score of 0.05. This report indicates the potential value for further utilisation of the measuring instrument. The instrument itself fosters reliability and eventual validity if the response rates are satisfactory, as in this case. The overall positive score (small service gap) obtained at PHEI B provides a preliminary study for other colleges at this institution and other institutions. The results of the second survey from the KwaZuluNatal campus are given in Table 4 below.



Table 4. Service quality dimensions: PHEI B KwaZulu-Natal campus A. Service quality dimension: empathy Sub-dimension statement 1. Students receive individual attention from administrative personnel. 2. Lecturers provide individual attention to students. 3. College staff know the needs of the students. 4. College staff have the students’ best interest at heart. 5. College staff are easily accessible for students. AVERAGE OF THIS SUB-DIMENSION: B. Service quality dimension: trust and assurance Sub-dimension statement 1. Students can trust the personnel of the college. 2. Staff at the college inspire confidence. 3. College staff are polite. 4. Staff get adequate support from the college management to improve the performance of their services. AVERAGE OF THIS SUB-DIMENSION:



411



n



Gap score



P



E



120



-0.21



3.32



3.53



120 120 120 120 120



-0.34 0.19 0.02 -0.59 -0.19



3.63 3.51 3.39 3.32 3.43



3.98 3.32 3.37 3.91 3.62



n 120 120 120



Gap score -0.23 -0.19 -0.07



P 3.37 3.48 3.47



E 3.60 3.67 3.54



120



-0.29



3.43



3.72



120



-0.19



3.44



3.63



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



C. Service quality dimension: reliability Sub-dimension statement 1. The college keeps its promises (e.g. to do something at a certain time). 2. Student problems are treated with sympathy and reassurance. 3. The college is dependable and performs the service right first time. 4. The college provides services at the time it promises to do so. 5. The college keeps its records (e.g. accounts, academic reports) accurately. AVERAGE OF THIS SUB-DIMENSION: D. Service quality dimension: responsiveness Sub-dimension statement 1. The college tells students when services will be performed. 2. Students receive fast (prompt) service delivery from college staff. 3. Lecturers at the college are willing to assist students. 4. College staff are not too busy to respond to students’ requests promptly. AVERAGE OF THIS SUB-DIMENSION: The results show that the smaller KwaZuluNatal campus of this PHEI has a lower level of service quality than the larger campus in Gauteng. Service quality should not be regarded as low or bad (as the negative scores are low), but it should be investigated why a smaller and more personal or manageable campus seems to deliver services at a lower level than the large campus. The biggest concern is their responsiveness, with a high negative score of -0.38 (e.g. lecturers at the college are not willing to assist students). The other concerns are related to empathy and reliability:  Lecturers provide individual attention to students – a negative score of -0.34.  College staff are easily accessible for students – a negative score of -0.59.  The college keeps its records (e.g. accounts, academic reports) accurately – a negative score of 0.44. 5.3 Brief summary of case: PHEI C 5.3.1 General observation of the case This institution is called a “foundation” and has been well established for more than 10 years. They have sound relations with government and they understand the political scenario in South Africa. They receive substantial donations from other countries due to their good reputation and AIDS prevention and treatment programmes. They have trained more than 10 000 medical doctors in managerial skills. They offer a full range of full qualifications and SLPs via their head office in Pretoria. They focus on medical and healthrelated programmes, with a simple vision “to build a better society through education and development”. The mission of this PHEI is to ensure the availability
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of skilled professionals, allied workers and managers who will be able to deliver a service to the public that is affordable, evidence based and congruent with international best practice. They do not distinguish between quality management and their integrated approach to general excellence. 5.3.2 Service quality management With their general “excellence approach” they do not have a specific service quality drive, but strive towards an integrated quality approach as part of their value system and the empowerment of people in general. They support BEE and have a culturally diverse organisation. Consideration for the rights of individuals and groups is integral to the organisation and they honour the personal beliefs of their clients, their staff and their service beneficiaries. Their humane approach has service quality as a priority and is holistic, to include the entire society. They (PHEI C) have a strong focus on community engagement. All their activities are dedicated to serving the best interests of society, although their current focus is public health priorities and the promotion of optimal health care which edifies and serves the basic needs of people in terms of respect and dignity. They concentrate on training and development by providing a comprehensive curriculum of development courses in management and professional skills that are customised to the needs of managers and practitioners. Educational products are offered through exhibitions, formal qualifications, SLPs, inhouse courses and conferences. They also regard themselves as a research institution which promotes action research, clinical research and research on educational practice.
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They emphasise community engagement with reference to their portfolio of evidence of their work towards the development of grassroots nongovernmental organisations (NGOs), their involvement in medical treatment and care, and the development of institutional capacity within the public sector. 5.3.3 Measuring service quality This PHEI does not measure service quality, but they are positive about the possibilities of utilising the SERVQUAL instrument in the near future. 6. Conclusions and recommendations PHEIs seem to have a definite future in Africa, although the challenges are many. Service quality seems to be one of the highest strategic priorities and it seems as though the quality of service delivery is higher than that in public universities (this is a hypothesis that needs further investigation). They serve a specific niche market and purpose, posing a limited threat to public universities. These institutions are more flexible and they are independent (private institutions do not receive government subsidies). PHEIs are highly profit-centred and income is generated via sponsors, donors and student registrations. Quality of product (programme offering) is emphasised, although the lecturing (faculty) capacity seems to be limited as far as permanent staff with doctoral qualifications is concerned. Research is emphasised and widely proclaimed, although the published research output seems to be limited. Distance teaching mode of delivery is limited, but is increasingly offered as an option. SLPs (short learning programmes) are not core business, but they are becoming a growing new business priority. Community service is embedded within their mission, and one case shows a surprisingly large portfolio of evidence of engagement in the community in the form of medical and health assistance programmes. PHEIs seem to welcome the extended use of such a survey to improve their reputation as credible higher education players in the South African education landscape. The information obtained from the three PHEI cases indicates their hunger to obtain more competitive advantages. Public universities also strive for service quality excellence, but they do not seem to be as driven as the PHEIs. All the cases showed willingness to measure service quality by means of instruments such as SERVQUAL. Consequently, the instrument was tested on campuses of two of the three PHEI’s. It seems to provide valuable information for PHEI management. Service quality in terms of the selected quality dimensions was high overall, with low gaps between P and E. One campus seemed to be responsive (students receive fast, prompt service delivery from college



staff and a positive score of 0.01 was recorded) and reliable (with an overall positive score of 0.05). In this case the college provides services at the time it promises to do so (a positive score of 0.18). The SERVQUAL instrument also indicated that empathy measured positively (the college has the student’s best interest at heart, with a positive score of 0.01; and it seems to know the needs of the students, with a positive score of 0.05). This article indicated the potential for further utilisation of the measuring instrument. In itself, the instrument fosters reliability and eventual validity if the response rates are satisfactory, as they were in this case (33%). The overall positive findings (small service gap) at PHEI B serve as a preliminary study for themselves, but also for other colleges at other institutions. It is recommended that a more in-depth study (at a doctoral level) be undertaken among the five leading PHEIs in South Africa. Such a study could focus on all aspects of service quality dimensions in terms of a model for TQS (total quality service). This study will, among others, also determine if the level of service quality at PHEIs is in fact higher than that at public universities (the hypothesis). References 1.



2.



3. 4.



5.



6.



7.



8.



9.



413



Arasli, H., Ekiz H. and Katircioglu, S.T. (2008), “Gearing service quality into public and private hospitals in small islands: empirical evidence from Cyprus”, International Journal of Health Care Quality Assurance, Vol. 21 No. 1, pp. 8-23. Barnes, B.R. (2007), “Analysing service quality: the case of post-graduate Chinese students”, Total Quality Management & Business Excellence, Vol. 18 No. 3, pp. 313-331. Baxter, L. (2004), “Up to scratch?” Occupational Health, Vol. 56 No. 3, pp. 24-27. Bharadwaj, N. and Roggeveen, A.L. (2008), “The impact of offshored and outsourced call service centers on customer appraisals”, Marketing Letters, Vol. 19 No. 1, pp. 13-23. Caceres, R.C. and Paparoidamis, N.G. (2007), “Service quality, relationship satisfaction, trust commitment and business-to-business loyalty”, European Journal of Marketing, Vol. 41 No. 7/8, pp. 836-67. Carrillat, F.A., Jaramillo, F. and Mulki, P.J. (2007), “The validity of the SERVQUAL and SERVPERF scales: a meta-analytic view of 17 years of research across five continents”, International Journal of Service Industry Management, Vol. 18 No. 5, pp. 472490. Cooper, D.R. and Schindler, P.S. (2011), Business research methods, 11th ed. McGraw Hill International, New York. Cooper, S. and Endacott, R. (2007), “Generic qualitative research: a design for qualitative research in emergency care?”, Emergency Medical Journal, Vol. 24, pp. 816-819. Dimitriadis, S. and Stevens, E. (2008), “Integrated customer relationship management for service activities: an internal/external gap model”, Managing Service Quality, Vol. 18 No. 5, pp. 496-511.



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4 10. Di Mascio, R. (2007), “A method to evaluate service delivery process quality”, International Journal of Service Industry Management, Vol. 18 No. 4, pp. 41842. 11. Dirkse van Schalkwyk, R. (2011), The impact of leadership practices on service quality in private higher education in South Africa, MCom dissertation, University of South Africa, Pretoria. 12. Fodness, D. and Murray, B. (2007), “Passengers’ expectations of airport service quality”, Journal of Services Marketing, Vol. 21 No. 7, pp. 492-506. 13. Foster, S.T. (2010), Managing quality: integrating the supply chain, 4th ed. Prentice Hall, Upper Saddle River, New Jersey. 14. Gržinić, J. (2007), Concepts of service quality measurement in the hotel industry [Online] http://www.oppapers.com/essays/Concepts-OfService-Quality-Measurement-In/417991 [Accessed 23 February 2012]. 15. Khan, M.M., Ahmed, I. and Nawaz, M.M. (2011), “Student’s perspective of service quality in higher learning institutions – an evidence based approach”, International Journal of Business and Social Science, Vol. 2 No. 11, pp. 159-164. 16. Khoshafian, S. (2007), Service orientated enterprises, Averbach Publications, Broken Sound Parkway, NY. 17. Liebenberg, L. (2012) Personal interview.7 March 2013, Pretoria. 18. Parasuraman, A., Zeithaml, V.A. and Berry, L.L. (1988), “SERVQUAL: a multiple-item scale for measuring consumer perceptions of service quality”, Journal of Retailing, Vol. 64 No. 1, pp. 12-40. 19. Rhoades, D.L. and Waguespack, B. (2008), “Twenty years of service quality performance in the US airline industry”, Managing Service Quality, Vol. 18 No. 1, pp. 20-33.



20. Robinson, R. and Morley, C. (2006), “Call centre management: responsibilities and performance”, International Journal of Service Industry Management, Vol. 17 No. 3 pp. 284-300. 21. Svensson, G. (2006), “New aspects of research into service encounters and service quality”, International Journal of Service Industry Management, Vol. 17 No. 3, pp. 245-57. 22. Voon, B.H. (2006), “Linking a service-driven market orientation to service quality”, Managing Service Quality, Vol. 16 No. 6, pp. 595-619. 23. Voss, R., Gruber, T. and Szmigin, I. (2007), “Service quality in higher education: the role of student expectations”, Journal of Business Research, Vol. 60, pp. 949-959. 24. Wang, Y., Lo, H. and Yang, Y. (2004), “An integrated framework for service quality, customer value, satisfaction: evidence from China’s telecommunication industry”, Information Systems Frontiers, Vol. 6 No. 4, pp. 325-340. 25. Wilkins, H., Merrilees, B. en Herington, C. (2007), “Towards an understanding of total service quality in hotels”, International Journal of Hospitality Management, Vol. 26 No. 4, pp. 840-53. 26. Yap, K.B. and Sweeney, J.C. (2007), “Zone of tolerance moderates the service quality-outcome relationship”, Journal of Services Marketing, Vol. 21 No. 2, pp. 137-48. 27. Yee, R.W.Y., Yeung, A.C. and Cheng, T.E (20080, “The impact of employee satisfaction on quality and profitability in high-contact service industries”, Journal of Operations Management, Vol. 25, pp. 65168. 28. Zeithaml, V.A. (1990), Effective customer service [Online] http://www.degromoboy.com/cs/rater.htm [Accessed 23 February 2012].



414



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



BOARD COMPOSITION, OWNERSHIP STRUCTURE AND VOLUNTARY DISCLOSURE: AN EMPIRICAL STUDY OF THE LISTED COMPANIES IN EGYPT Mohammed M. Soliman*, Aiman A. Ragab**, Mohammed B. Eldin*** Abstract The aim of this study is to examine the relationship between board composition and ownership structure variables on the level of voluntary information disclosures of companies listed on the Egyptian Stock Exchange. Board composition is examined in terms of board independence; board size; and CEO duality; also, ownership structure is examined in terms of ownership concentration; institutional ownership; and managerial ownership. The results show that there is a significant negative relationship between CEO duality and voluntary disclosures. However, board independence; board size; ownership concentration; institutional ownership; and managerial ownership are not associated with voluntary disclosures. Also, the results of the regression analyses show that size and leverage of firms are significantly and positively associated with the level of voluntary information disclosures. Profitability of a firm is not significantly associated with voluntary disclosures. Finally, this paper indicates the relationship among board composition, ownership structure and corporate voluntary disclosure, and provides evidence for Egyptian regulators to improve corporate governance and optimize ownership structure. Keywords: Voluntary Disclosure, Boards of Directors, Ownership Structure, Egypt * Associate Prof. in Accounting and Finance, College of Management & Tech., Arab Academy for Sciences & Tech., Egypt Email: [email protected] ** Dean of College of Management & Tech., Arab Academy for Sciences & Tech., Egypt Email: [email protected] *** Assistance Prof. in Accounting and Finance, College of Management & Tech., Arab Academy for Sciences & Tech., Egypt Email: [email protected]



1.



Introduction



Emerging markets have become the focus of international corporations, personal and institutional investors due to their high rates of economic growth (Millar et al., 2005). However, they suffer from low investor protection practices, especially expropriation of minority shareholders both by managers and controlling shareholders (Gonenc and Aybar, 2006). They have higher information asymmetry between managers and investors (Gul and Leung, 2004; Chau and Gray, 2010), and have lower level of disclosure than those in developed market economies (Salter, 1998; Wang et al., 2008; and Tower et al., 2011), whereas high-growth firms need more voluntary disclosure than low-growth firms due to their need for external finance (Core, 2001). At the same time, when the owner's holding increases, convergence of interest between the controlling shareholders and outside investors occurs. When investment decisions are more likely to be made to maximize the insiders’ wealth, at the expense of outside investors, outsiders will find it necessary to



supervise owner managers by increasing the extent of disclosures (Chau and Gray, 2010). Board of director composition and company ownership structure are acknowledged to be important governance mechanisms. The present corporate governance literature recognizes that importance, however, the impact of board composition and ownership structure on corporate voluntary disclosure practices, remains unexplored in emerging stock markets. There has been considerable number of researches on the relationship between board composition; and ownership structure on the level of voluntary disclosure. However most of these researches have been concentrated on developed countries and unfortunately what is true for a developed country can be completely different for a developing country or vice versa. Therefore motivation of this study is to examine the extent of voluntary disclosure in annual reports and web-sites of companies and to find out whether the variables of board composition and ownership structure have found to be significant in explaining voluntary disclosure practices in developed countries apply in a



415



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



developing country such as Egypt. Therefore, the problem discussed in this study is exemplified through answering the following question: what are the impacts of board composition and ownership structure on enhancement of the level of voluntary disclosure in the more active 50 non-financial companies listed at Egyptian stock exchange? In this study, board composition is examined in terms of board independence; board size; and CEO duality, also, ownership structure is examined in terms of ownership concentration; institutional ownership; and managerial ownership. To analyse the level of voluntary disclosure, we built an index through a list of items, within six categories. We employed multivariate regressions to examine the determinants of voluntary disclosure and its different categories. In our work an important aspect is the definition of “voluntary disclosure”. Consistently with prior definitions in different regulatory national environments (Meek et al., 1995; Depoers, 2000; Allegrini and Greco, 2013), we consider voluntary disclosure as the information released to the outside deriving from management‘s insider knowledge of the company, which are not required to be published in regulated reports. Voluntary disclosure is, therefore, produced by a management’s reporting decision (Meek et al., 1995; Healy and Palepu, 2001; and Allegrini and Greco, 2013). This study proceeds as follows. The next section provides a literature review and development of hypothesis. Section three describes the methodology, and the data. Section four reports the empirical results and the robustness checks. Finally, section five concludes the paper. 2. Literature Review and Development of Hypothesis Corporate voluntary disclosure and its determinants have been identified as an important research area and have attracted both analytical and empirical researchers in accounting since the 1970s. Analytical research includes agency theory (Jensen and Meckling, 1976), signaling theory (Hughes, 1986) and competition theory (Verrecchia, 1983). In the literature, a number of studies have been undertaken to examine the relationship between corporate governance mechanisms and voluntary disclosure. Corporate governance mechanisms, examined in these studies, include ownership structure, board composition, and the audit committee characteristics. Ho and Wong (2001) examined the relationship between four major corporate governance mechanisms and the extent of voluntary disclosures in Hong Kong. The results showed that the existence of an audit committee, is significantly and positively related to the extent of voluntary disclosure, while the percentage of family members on the board, is negatively related to the extent of voluntary disclosure.



Eng and Mak (2003) examined the relationship between ownership structure and voluntary disclosures in Singapore. Their results revealed a significant negative relation between managerial ownership and level of voluntary disclosure, and a significant positive relation between government ownership and voluntary disclosure. However, they found no significant association between blockholder ownership and voluntary disclosures. Makhija and Patton (2004) examined the impact of ownership structure, on the extent of voluntary financial disclosure by Czech firms. They found that the extent of disclosure is positively related to investment fund ownership, at low levels of fund ownership but is negatively related to investment fund ownership at high levels of ownership. Barako, et al, (2006) examined the association between various corporate governance variables and voluntary corporate disclosure in Kenya. The results showed that the existence of an audit committee, foreign ownership, institutional ownership, firm size and leverage, have a significant positive relation with the level of voluntary disclosures. Ghazali and Weetman (2006) address the relationship between ownership and voluntary disclosure in the annual reports of Malaysian companies. They outline several aspects of ownership, ownership concentration (the 10 largest shareholders), number of shareholders, director ownership and governmental ownership. They conclude that director ownership is significantly negatively associated with the extent of voluntary disclosure. On the other hand they report that other aspects of ownership are found to have insignificant association with the extent of voluntary disclosure. Donnelly and Mulcahy (2008) reported clear evidence that voluntary disclosure increases with the number of nonexecutive directors on the board. Firms that have a nonexecutive chairman make greater voluntary disclosures than other firms. Also, their results showed there is no association between the extent of voluntary disclosure and ownership structure. Samaha and Dahawy (2012) examined the impact of a comprehensive set of corporate governance attributes on the extent of corporate governance voluntary disclosure in Egypt. Their results showed that the extent of governance disclosure is lower for companies with duality in position and higher ownership concentration as measured by blockholder ownership and increases with the proportion of independent directors on the board and also firm size. Alves et al., (2012), examined the relations between corporate governance variables and voluntary disclosure in Portugal and Spain. Their results indicated that the main determinants of voluntary disclosure are firm size, growth opportunities, organizational performance, board compensation and the presence of a large shareholder.
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Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4 2.1 Board Composition and Voluntary Disclosure Fama (1980) suggested that the board of directors, which is elected by the shareholders, is the central internal control mechanism for monitoring managers. In this study board of directors characteristics include board independence; board size; and CEO Duality. Board Independence and Voluntary Disclosure Fama (1980) suggested that the board of directors, which is elected by the shareholders, is the central internal control mechanism for monitoring managers. Chau and Gray (2010) suggest that boards with a higher proportion of outside or independent directors will increase the quality of monitoring over management, because “they are not related to the company as officers or employees, and thus are independent representatives of the shareholders’ interests” (Penno., 1997). Empirical results show a positive correlation between the proportion of independent directors on the board and the amount of voluntary information disclosed by the companies (Chen and Jaggi, 2000: Arcay and Vázquez, 2005; and Patelli and Principe, 2007). On the other hand, Eng and Mak (2003) find significant negative association of outside directors on the board and voluntary disclosure in Singapore. Also, Ho and Wong (2001) conclude that the ratio of independent directors has insignificant association with the extent of voluntary disclosure in Hong Kong. In Egypt, there is no rule or criterion to choose the independent non- executive directors. In most cases it depends on the previous relationship between the candidate and the chairman or executive directors. At the same time, in the Egyptian situation, Samaha and Dahawy (2011) find that the relationship between board independence and voluntary disclosure in Egypt is positive. In view of the mixed evidence from literature, the hypothesis relating board independence to voluntary disclosure is as follows: H1. There is a significant positive relationship between the proportion of board independence and the level of voluntary disclosure. Board Size and Voluntary Disclosure Agency theory suggests that large boards can play an important role in monitoring the board and in making strategic decisions. In addition, it suggests that large boards are less likely to be controlled by the management (Hossain, and Reaz, 2007). Furthermore, large boards lead to increase the expertise diversity in the board including financial reporting expertise (Yermack, 1996; and Laksmana, 2008). Majority of previous studies find a positive relationship between board size and voluntary disclosure (Barako et al., 2006; and Laksmana, 2008). On the other hand, some studies did not find any



relationship between board size and disclosure (Evans, 2004; and Lakhal, 2005). In the Egyptian situation, Ezat and El-Masry (2008) find that board size is positively connected with levels of corporate voluntary disclosure. In view of the mixed evidence from literature, the hypothesis relating board size to voluntary disclosure is as follows: H2. There is a significant positive relationship between the board size and the level of voluntary disclosure. CEO Duality and Voluntary Disclosure Fama and Jensen (1983) point out that CEO duality signals the absence of separation of decision control and decision management. The result of CEO duality is the concentration of decision-making power, which could constrain board independence and reduce its ability to execute its oversight and governance roles and prove detrimental to disclosure levels and quality, especially voluntary disclosure (Ho and Wong, 2001). Previous research on the relationship between duality in position and corporate voluntary disclosure is mixed. Some studies find a negative relationship between the two variables (Lakhal, 2005; Laksmana, 2008; Eng and Mak, 2003; Gul and Leung, 2004). Other studies did not find any significant relationship between the two variables (Arcay & Vazquez, 2005; Ghazali and Weetman, 2006; Ho and Wong, 2001). In the Egyptian situation, Ezat and El-Masry (2008) find that dual role is negatively connected with levels of corporate voluntary disclosures, but the relationship is not statistically important at an acceptable level. Based on the above dissection, this study suggests that firms with CEO duality are more likely to be associated with lower levels of voluntary disclosures. The hypothesis is thus: H3. There is a significant negative relationship between the CEO duality and the level of voluntary disclosure. 2.2 Ownership Structure and Voluntary Disclosure Although ownership structure has been examined as an explanatory variable of disclosure level in previous disclosure studies (Raffournier, 1995 in Switzerland and Depoers, 2000 in France), the increasing attention to corporate governance has added to its importance. In this study, ownership structure include ownership concentration; institutional ownership; and managerial ownership. Ownership Disclosure



Concentration



and



Voluntary



The ownership variable is relevant to explain transparency, because when ownership is highly concentrated, there is less demand of information (Arcay and Vázquez, 2005). Agency theory suggests
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that companies will disclose more information where there is diffused ownership (Jensen and Meckling, 1976). Compared to companies with concentrated ownership, there is greater potential for agency conflict with diffuse ownership since the divergence of interests between the contracting parties is likely to be wider. Disclosure may reduce agency costs since it helps solve the monitoring problems experienced by diffuse owners. Omran et al., (2008) argue that the ownership concentration phenomenon is due to several factors. It is a response to the legal system which does not protect the minority investors. In the developing countries, ownership concentration may also be due to the nature of their poorly developed financial markets. Bushman et al., (2004) argue that firms with a concentrated ownership structure are less motivated to disclose as long as the shareholders of these companies can obtain information directly from the company. Similarly, Haniffa and Cooke (2002) assert the existence of a negative relationship between ownership concentration and disclosure extent. Therefore, information voluntary disclosure is likely to be more intense in the private enterprises with a largely diffused capital. In general, previous studies have found a negative association between ownership concentration and the extent of voluntary disclosure. It is assumed that the shareholding dissemination increases both the agency conflicts and the information asymmetry. In the light of what precedes, we formulate the following hypothesis. H4. There is a significant negative relationship between ownership concentration and the level of voluntary disclosure. Institutional Disclosure



ownership



and



Voluntary



Institutional investors generally hold a large portion of shares in large companies. The extent of their property allows them to be the most important players in the structure of corporate governance. Thus, these investors are privileged to have an informational benefit over the minority shareholders. Furthermore, they have an advantage in obtaining private information (Raïda and Hamadi, 2012). The relationship between institutional ownership and voluntary disclosure has been examined in prior studies, the evidence is mixed. Barako et al., (2006) find a positive association between institutional ownership and the extent of voluntary disclosure in Kenyan corporate annual reports. Also, In Taiwan Guan et al., (2007) document positive association of institutional ownership and the aggregate extent of disclosure in the annual reports and website. On the other hand. Schadewitz and Blevins (1998) address interim disclosures in Finnish firms and provide evidence of negative association between institutional ownership concentration and disclosure.



In Egypt, the percentage of institutional ownership, in Egypt, has increased over the last few years. One of the reasons of this increase is that the large privatization deals were mainly conducted by institutions (Abdel Shahid, 2003). In view of the mixed evidence from literature, the hypothesis relating ownership concentration to voluntary disclosure is as follows: H5. There is a significant positive relationship between the institutional ownership and the level of voluntary disclosure. Managerial Disclosure



Ownership



and



Voluntary



The managerial ownership came to reduce the agency problems and the managerial opportunism caused by the separation between ownership and control. When the managerial ownership is high, the agency conflicts between the shareholders administrators and the shareholders non administrators prevail but not the conflicts between the managers and the shareholders. Baek et al., (2009) find that, for firms with low levels of managerial ownership, there is a negative relationship between the level of managerial ownership and the level of disclosure (Raïda and Hamadi, 2012). In an Egyptian situation, Samaha and Dahawy (2011) find a negative relationship between the ownership of management and the voluntary corporate disclosures made by the top 30 Egyptianlisted companies. Thus, we expect that voluntary disclosure in the annual reports increases with decreases in managerial ownership. We suggest, then, testing the following hypothesis. H6. There is a significant negative relationship between managerial ownership and the level of voluntary disclosure. 3. Research design 3.1 Sample The sample in the current study consists of the Egyptian companies from amongst the top 50 most active-traded companies listed in the Egyptian Stock Exchange over the period 2007-2010. Following the majority of disclosure literature (e.g. Wallace and Naser, 1995; Haniffa and Cooke, 2002; and Ghazali and Weetman, 2006) financial companies; e.g. banks, insurance companies, and leasing companies; were excluded from the sample due to the different requirements of disclosure and corporate governance. Hence their annual reports may be not comparable to those of other companies. This gave us a sample of 40 firms. As no relevant Data Stream exists in Egypt, the annual reports, covering the four year period 20072010, were purchased from the Egyptian Company for Information Dissemination (EGID) to extract the information on the variables needed to test each of the
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research hypotheses. Also, this study used the companies’ web-sites for collecting data. 3.2 Construction of the disclosure Index The voluntary disclosure index (VDISCL) is based on the information firms provide in their annual reports to shareholders. The index is similar to that in Eng and Mak (2003); Peterson and Plenborg (2006); and Alivar (2006). Common to these studies is that they focus on investors’ needs. The disclosure index is based on the following six categories: strategy, market and competition, management and production, marketing, future perspective and human capital. A score sheet was designed for scoring firms on the amount and the level of detail of disclosures. A total of 60 indicators within the six groups have been identified (See appendix A). The disclosure index is un-weighted as it assumes that each indicator of each disclosure category is equally important (Gray et al., 1995). The disclosure level of a company was calculated by dichotomous procedure which assigns a score of 1 if a corporation discloses an item and a score of 0 if it does not (Cooke, 1989; Gul and Leung, 2004; and Hossain and Hammami, 2009). For each firm, a disclosure index was computed as the ratio of the actual score given to the firm divided by the maximum score. Accordingly, the voluntary disclosure index for each company was calculated as follows (Cooke, 1989; and Hossain and Hammami, 2009): VDISCL = ∑ (1) Where: VDISCL is voluntary Disclosure index level, dj = 1 if the item j is disclosed; 0 if the item j is not disclosed; n is number of items. This study proceed to the validation of the voluntary disclosure index, following Botosan (1997), based on the following points: comparison with similar studies using voluntary disclosure indexes; positive statistically significant correlations between the number of analysts and the voluntary disclosure scores; an accepted value for the Cronbach’s alpha coefficient; and similar results with previous studies of the correlation between the voluntary disclosure level and firm characteristics. 3.3 Controlling Variables The firm size (FSIZ) is considered as the one of the most important variables related with the level of transparency and disclosure (Lang and Lundholm, 1993). Several authors find evidence of a positive relationship between the size of the firm and the release of information (Botosan and Plumlee, 2002). Size is measured as the logarithm of total assets to reduce the effect of inaccurate data in the statistical



analysis. This measure of size is frequently used, such as in the studies of Lim et al., (2007), and Raïda and Hamadi, (2012). Also, the results concerning the relationship between information disclosure and the firm leverage (FLEV) are not agreeable. Some authors find a positive relationship between the two variables and others found a negative relation. In this study, leverage is measured by the ratio of total debt/total assets, like in the studies of Depoers (2000), and Baek et al., (2009). Finally, Signaling theory suggests that managers of firms with good performance are motivated to disclose additional information in order to signal quality of management. Empirical evidence indicates mixed results in the relationship between the extent of disclosure in company annual reports and profitability. In this study, profitability (PROF) is measured by return on asset. 3.4 Definition of Variables The explanations of dependent; independent and control variables are presented in Table 1. Most measurements and expected relations are consistent with prior research (Cooke, 1989; Gul and Leung, 2004; Hossain and Hammami, 2009; and Raïda and Hamadi, 2012). There are a number of companies that were in the top 50 most active-traded companies listed in the Egyptian Stock Exchange in 2007 that are not in 2010 raising concerns regarding the effect that nonsurviving firms have on the results. To control the effect of non-survivorship firms on the results, a dumpy variable (FSUR) is created which is equal to 1 if the firm is continuously present in all the years of the sampling period from 2007 to 2010, otherwise it is equal to 0. 3.5 Model development In order to examine the relationship between board composition; ownership structure variables and the extent of voluntary information disclosures of Egyptian companies, the following multiple regression model is estimated: VDISCL = β0+β1BIND + β2BSIZ + β3CEOD + β4OCON + B5INOW+ B6MAOW (2) + B7CSIZ + B8LEV + B9PRO + β10FSUR + ε Where: VDISCL, voluntary disclosure index level; BIND, board independence; BSIZ, board size; CEOD, CEO-duality; OCON, ownership concentration; INOW, institutional ownership; MAOW, managerial ownership; CSIZ, company size; LEV, leverage; PRO, profitability; FSUR, firm survival; and ε, the error term, normally distributed about a mean of 0.
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Table 1. Dependent; Independent and Control Variables Variables



Indicators



Voluntary Disclosure index level



Board Independence Board Size CEO Duality Ownership Concentration Institutional Ownership Managerial Ownership



Expected Measurement Signs Dependent Variables (Voluntary Disclosure ) VDISCL Which assigns a score of 1 if a firm discloses an item and a score of 0 if it does not. For each firm, a disclosure index was computed as the ratio of the actual score given to the firm divided by the maximum score. Independent Variables (Board Composition and Ownership Structure ) BIND + The proportion of independent members of the Board of Directors to the total members of the Board of Directors. BSIZ + Total members of the Board of Directors at the end of the year. CEOD _ Dummy variable takes the value (1) in the case of a dual role, and value (0) otherwise. OCON _ Dummy variable takes the value (1) if there is presence of a shareholder who has 50 % or more of the capital and value (0) if not. INOW + The percentage of shares held by the institutional investors. MAOW



_



Company Size



CSIZ



+



Percentage owned by the senior management of the total number of shares that the company issued Control Variables Natural log of total assets.



Leverage



LEV



+



Total liability divided by total assets at year end.



Profitability



PRO



+



The average of company i return on assets.



4. Results discussion 4.1 Descriptive statistics Table 2 provides the minimum, maximum, mean, and standard deviation of the variables in the study. The table indicates that the level of average voluntary disclosure in the sample companies is 32%. It is consistent with Leventis and Weetman (2004) in Greece (37%); Al-Shammari (2008) in Kuwait (46%); Ghazali and Weetman (2006) in Malaysia (31%); and Hossain and Hammami (2009) in Qatar (37%). The low amount of voluntary information disclosed in the body of financial reports could be explained on the basis that this type of information is voluntary in nature, and no effective regulations enforce firms to reveal it. It appears from the Table regarding the



composition of the board of directors, the average ratio of independent directors is (72%). The results also, reveal that the maximum size of board of directors was 13 members, while the minimum size was 4 members at the end of year, and the average was 6, 67. The data also shows that nearly 47% of the firms have their chairman who also acts as CEO duality. Regarding the ownership structure variables, Table 2 shows that the average ratio of ownership concentration is (53%). The data also shows that, nearly (52.43%) of the sample firms owned by institutional investors with a standard deviation of 0.301. Finally, it appears from the Table regarding managerial ownership that the average is (24.81%) with a standard deviation of 0.1641.



Table 2. Descriptive statistics for study variables



Mean Maximum Minimum St. Dev.



VDISC L 31.92 64.86 21.11 13.6684



BIND



BSIZ



CEOD



OCON



INOW



MAOW



CSIZ



LEV



PRO



0.721 1 0.621 0,108



6.671 13 4 4,987



0.474 1 0.00 0,4887



0.532 1 0.00 0.446



0.524 0.950 0.10 0.301



0.2481 0.510 0.00 0.1641



13.92 17.82 9.96 2.6087



0.35 0.98 0.12 0.3155



16.65 28.20 -21.88 10.634



Where: VDISCL, voluntary disclosure index level; BIND, board independence; BSIZ, board size; CEOD, CEOduality; OCON, ownership concentration; INOW, institutional ownership; MAOW, managerial ownership; CSIZ, company size; LEV, leverage; and PRO, profitability
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and



Multicollinearity in explanatory variables has been diagnosed through analyses of correlation factors and Variable Inflation Factors (VIF), consistent with AlShammari (2008); and Hossain and Hammami (2009). Table 3 presents the correlation matrix of the dependent and independents variables, from which, it



has been observed that the highest simple correlation between independent variables was 0.447 between ownership concentration (OCON) and managerial ownership (MAOW). Bryman and Cramer (1997) suggest that simple correlation between independent variables should not be considered harmful until they exceed 0.80 or 0.90. This confirms that there is no multicollinearity among the variables.



Table 3. Correlation coefficients Matrix of the variables used in the study



VDISCL



VDISCL 1



BIND



BSIZ



CEOD



OCON



INOW



MAOW



CSIZ



LEV



BIND



-0.142



1



BSIZ CEOD



0.230 -0.276



0.152 -0.154



1 0.171



1



OCON



-0.091



0.240



-0.257



-0.039



1



INOW



-0.142



0.277



0.444



0.301



-0.140



1



MAOW



-0.061



0.241



-0.415



-0.016



0.447



-0.241



1



CSIZ



0.339



0.130



0.300



-0.202



-0.271



-0.125



-0.007



1



LEV



0.204



-0.248



-0.267



0.022



0.080



-0.239



0.253



0.002



1



PRO



0.111



-0.194



0.143



-0.53



0.103



-0.083



0.074



0.015



0.425



PRO



1



Where: VDISCL, voluntary disclosure index level; BIND, board independence; BSIZ, board size; CEOD, CEOduality; OCON, ownership concentration; INOW, institutional ownership; MAOW, managerial ownership; CSIZ, company size; LEV, leverage; and PRO, profitability 4.3 Multivariate analysis 4.4 Results of Regression Model As in many previous disclosure studies, regression analysis has been preferred to investigate the relationship between board composition and ownership structure on the voluntary disclosure level of Egyptian companies. Results of an Ordinary Least Square (OLS) regression in Table 4 show that the Fratio is 13.49 (P = 0.00). The result statistically supports the significance of the model. Also, we found that the value of the coefficient of determination R square of the model is equal to 0.504, and this means that 50.4% of the variance of the independent variable explained by the independent variables included in the model. The other 49.6% of the variance that occur in the level of disclosure in financial reports was a result of other variables. The further confirmation of mutlitolinearity assumption is checked by variance inflation factor (VIF). The (VIF) in excess of 10 should be considered an indication of harmful multicollinearity (Neter et al., 1989). Table 4 shows that the average VIF (1.32) is close to 1 and this confirms that collinearity is not a problem for this model. These findings suggest that multicollinearity between the independent variables is unlikely to pose a serious problem in the interpretation of the results of the multivariate analysis.



Table 4 provides the results of the OLS regression for the model using the stepwise method. Firm characteristics including firm size; profitability; and age of firm have positive and significant relationship with voluntary disclosure index. While auditor size has positive but insignificant relationship with voluntary disclosure index. Unless otherwise noted, the following discussion refers to the normal scoresregression results which are in complete agreement from the rank regression results. The findings in Table 3 and 4 of multivariate analysis suggest that the extent of total voluntary disclosure decrease with the higher percentage of board independence. This result is consistent with the finding of Eng and Mak (2003) and Barako et al., (2006) who provide evidence of negative significant association of outside directors on the board and voluntary disclosure in Singapore and Kenya respectively. However, it is in contrast to the findings of Chen and Jaggi (2000) and Cheng and Courtenay (2006) who document positive association and also in contrast with Haniffa and Cooke (2002) who report negative but insignificant association. The different findings may be attributed to the different role that non-executive directors play on the board in different
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countries. The members of the board are selected by the main shareholders, block holders, or the chairman of the board. As such non-executive directors may know each other as well as knowing the directors of the company before appointment. Consequently, their independence that may lead to the expected high level of disclosure and transparency is questionable. The findings of the current study confirm these arguments



especially in emerging capital markets and developing countries. Table 3 and 4 show that there is a negative relation between the independence of board of directors in the Egyptian most active fifty companies and the level of disclosure in financial reports , but with no statistical evidence (p-value = 0.601 ˃ 0.05), therefore the hypothesis H1 is rejected.



Table 4. Regression Results VDISCL = β0+ β1BIND + β2BSIZ + β3CEOD + β4OCON + B5INOW+ B6MAOW + B7CSIZ + B8LEV + B9PRO + β10FSUR + ε Variable β t-value Sig. Constant -8.287 -3.936 0.000 BIND -0.015 -0.525 0.601 BSIZ 0.001 0.895 0.372 CEOD 0.020 -3.614 0.000 OCON 0.005 -0.798 0.426 INOW -0.023 -0.625 0.533 MAOW 0.030 -0.690 0.090 CSIZ 0.008 4.466 0.000 LEV 0.001 2.030 0.044 PRO 0.030 1.955 0.053 Model Summary R R square Adjusted R square F-value Sig.



VIF 1.38 1.42 1.23 1.49 1.87 1.77 1.86 1.39 1.24 0.687 0.504 0.484 13.49 0.000



Dependent variable: VDISCL Significant at .05% Where: VDISCL, voluntary disclosure index level; BIND, board independence; BSIZ, board size; CEOD, CEOduality; OCON, ownership concentration; INOW, institutional ownership; MAOW, managerial ownership; CSIZ, company size; LEV, leverage; and PRO, profitability The empirical evidence derived from the regression model results in Table 3 and 4 indicate that board size is statistically related to the level of voluntary disclosure by the sample of companies in their annual reports. But it is non-significant at .05% level. This finding lends nonsupport to Hypothesis 2. The explanation of this positive association may be based on the expertise diversity on the board; including financial reporting expertise; that provides greater knowledge base. With such knowledge base the members are willing to legitimize themselves and their company by disclosing more information voluntarily as a signal directed to the stakeholders. The finding is contradictory to the evidence presented by Arcay and Vazquez (2005) and Cheng and Courtenay (2006) of no association between board size and the level of voluntary disclosure. The hypothesis H3 predicted statistical negative relation between CEO duality and voluntary disclosure. This study result supports the previous hypothesis. The results in Table 3 and 4 suggest that the variation in the extent of voluntary disclosure in the annual reports of the most active Egyptian listed companies explained by the separation between the CEO and the chairman. This result is inconsistent with Arcay and Vazquez (2005) in Spain; Cheng and



Courtenay (2006) in Singapore, Ghazali and Weetman (2006) in Malaysia and Barako et al., (2006) in Kenya; who report lack of a significant relationship between role duality and the extent of voluntary disclosure. However, it contradicts with the findings of Haniffa and Cooke (2002) and Gul and Leung (2004) who reported a significant negative relationship between role duality and the extent of voluntary disclosure in the annual reports. In this study the results of the multipleregression proved that there is a negative relation between ownership concentration and the level of disclosure in the financial reports but with no statistical evidence (p-value = 0.426 ˃ 0.05), and the value of the regression coefficient is negative therefore, the hypothesis H 4 is rejected. The results of insignificance of ownership concentration in explaining disclosure in annual reports are similar to those found in either developed (Depoers, 2000) or emerging capital markets (Ghazali and Weetman, 2006). However, the insignificant negative association between ownership concentration and voluntary disclosure is inconsistent with the findings of Haniffa and Cooke (2002) and Barako et al., (2006). Previous researches by Samaha and Dahawy (2011) indicated a negative relation between



422



Corporate Ownership & Control / Volume 11, Issue 2, 2014, Continued – 4



institutional ownership and voluntary disclosure, while Haniffa and Cooke (2002) found a positive relation. In this study, the results of the multipleregression in Table 3 and 4 showed a negative relation between the institutional ownership of the most active fifty companies and the level of disclosure in the financial reports but with no statistical evidence (pvalue = 0.533 ˃ 0.05) therefore, the hypothesis H5 is rejected. However, the study result is contradictory to the evidence provided by Barako et al., (2006); in Kenya; and Guan et al., (2007) in Taiwan; who provide evidence for the positive association between institutional ownership and the extent of voluntary disclosure. It is also contrast to the negative association reported by Schadewitz and Blevins (1998) in Finnish firms. The non-significant association between financial institutional ownership and voluntary disclosure in the current study may be attributable to the accessibility of information that financial institutional investors have through their representative on the board. Early studies by Samahs and Dahawy (2011) show a relation between the ownership of management and the voluntary corporate disclosure made by the top 30 Egyptian-listed companies. In this study as show in Table 3 and 4 the results of the multiple-regression showed a relation between the ownership of management of the public Egyptian companies and the level of disclosure in the financial reports but with no statistical evidence (p-value = 0.090 ˃ 0.05) and the value of the regression coefficient is negative therefore, the hypothesis H6 is rejected. This result is inconsistent with Meek et al., (1995) in their findings that the extent of shareholding by management is positively associated with the amount of information disclosed about earnings. Finally, regarding the control variables, the results in Table 3 and 4 proved that there is a relation between the size of the company of the public shareholding companies and the level of disclosure in the financial reports with statistical evidence. The results are consistent with the evidence from prior disclosure studies about the positive association between firm size and voluntary disclosure, for example Barako et al., (2006); and Hossain and Hammami (2009). Table 3 and 4 show that there is a positive relation between leverage and the level of disclosure in the financial reports with statistical evidence. The results are consistent with the evidence of some studies find a positive relationship between the two variables (Taylor et al., 2008). Also, the results of the multiple-regression proved that there is a positive relation between profitability and the level of disclosure in the financial reports with no statistical evidence. The results are consistent with other studies provide evidence of insignificance relationship between profitability and disclosure (Meek et al., 1995).



Conclusion This study reports on the level of voluntary disclosure of a sample of non-financial Egyptian firms listed on the Egyptian Stock Exchange over the period 20072010 and, then investigates the association between board composition and ownership structure on the level of voluntary disclosure. Unweight disclosure index, compiled of 60 voluntary items, and was computed for each firm. The study found that firms, on average, report 0.32 percent of the voluntary information. The low disclosure level most likely relates to the fact that this type of information is voluntary in nature, and no existing disciplines set out by the authoritative accounting and reporting bodies in Egypt require public firms to display such information. In other words, voluntary disclosure is left to the discretion of management. Further, in an effort to examine the relationship between board composition and ownership structure on the voluntary disclosure level, the results show that there is a significant negative relationship between CEOduality ownership and voluntary disclosures. However, board independence; board size; ownership concentration; institutional ownership; and managerial ownership are not associated with voluntary disclosures. Also, the results of the regression analyses show that size and leverage of firms are significantly and positively associated with the level of voluntary information disclosures. Profitability of a firm is not significantly associated with voluntary disclosures. This study recommends to management and auditors of Egyptian companies to improve the quality and reporting of voluntary disclosure in their annual reports. This will enhance the confidence of their investors, satisfying their creditors and customers, improve their profitability and value of shares. As with any research, this study has some limitations. The following limitations are the most pertinent. First, the items constituting the disclosure index were subjectively assembled from three prior studies. The choice of the items, however, does not reflect their level of importance as perceived by financial information users. Second, annual reports have been used as the sole source of data gathering, others such as web sites and press releases could be used in for non-listed companies. Finally, this study is using a small sample of 40 companies. This sample may be small in size and, by construction, composed of the most active Egyptian listed companies and thus may not be representative of the population of Egyptian firms, consequently, caution should be considered in evaluating the results. Thus, it might have been better to look at companies from a wider range.
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Appendix A Table A. 1. List of Voluntary Disclosure Items Category Strategy 15 items



Market and Competition 11 items



Management and Production 11 items



Future perspective 8 items



Marketing 7 items



Human capital 8 items



Voluntary disclosure items General presentation of the company’s strategy Main corporate goals or objectives Main actions taken to achieve the corporate goals Definition of the deadline for each corporate goal Corporate position related to ethic/social questions Corporate position related to environment issues Detailed segment/unit performance Evaluation of the commercial risk Evaluation of the financial risk Evaluation of other risks Corporate I&D/Innovation policy Organizational Culture Main events of the current year Information about annalists Other important strategic information Identification of the principal markets Specific characteristics of these markets Dimension of the markets Identification of the main competitors Market shares Forecast of market growth Forecast of share market growth Impact of competition on profits Identification of markets’ barriers to entry Impact of markets barriers to entry on future profits Impact of competition on future profits Identification of the principal products/services Specific characteristics of these products/services Proposal for new products/services Changes in production/services methods Investment in production/services Norms of the quality of the product/service Rejection/defect rates (when applicable) Input/output rates (when applicable) Volume of materials consumed (when applicable) Change in product materials (when applicable) Life cycle of the product ( when applicable ) Result application proposal New action/initiative/event Forecasts of sales/results/cash flows Investment forecasts Return rates for each investment project Hypothesis considered in forecast Dividend policy Macroeconomic background Disclosure of marketing strategy Disclosure of sales strategy Disclosure of distribution channels Disclosure of sales and marketing costs Disclosure of brand equity/visibility ratings Disclosure of the costumer satisfaction level Disclosure of customer mix Description of workforce Description of the remuneration/ compensation system Qualification policy of workers Value created by worker Employee retention rates Productivity indicators Strategies to measure human capital Other measures of Human capital
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