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Entrepreneurship, Governance and Ethics

Robert Cressy
Douglas Cumming

Christine Mallin

When Integrity declines, workability declines. When

workability declines the available opportunity for

performance declines. Thus, Integrity is an important

factor of production.

Michael Jensen, Jesse Isidor Straus Professor of Business

Administration, Emeritus, Harvard Business School,

Keynote Remarks at the Conference on Law, Ethics and

Finance at York University Schulich School of Business,

September 2010.

A joint special issue conference on Law, Ethics

and Finance was held at the York University

Schulich School of Business, 16–18 September,

2010. The event was sponsored by the Schulich

School of Business and the CFA Institute, with the

cooperation of two leading academic journals, the

Journal of Business Ethics and the European Journal

of Finance. Amongst over 50 papers submitted for

each of the two special issues, 19 were invited for

presentation at the conference. The authors repre-

sented 9 countries: Australia, Belgium, China,

France, Italy, the Netherlands, Spain, the UK and

the US. Michael Jensen, Jesse Isidor Straus Profes-

sor of Business Administration, Emeritus, Harvard

Business School, gave a keynote presentation on

Financial Market Integrity. The authors at the con-

ference represented a variety of perspectives from

ethics, entrepreneurship, governance, economics,

law and finance, thereby enabling interesting inter-

disciplinary discussion and debate.

The event began on 16 September 2010 with a

Panel Discussion on ‘Financial Market Integrity:

Paths Forward,’ which included Michael Jensen,

Jesse Isidor Straus Professor of Business Administra-

tion, Emeritus, Harvard Business School, Robert

Bertram, CFA, former Executive President of the

Ontario Teachers’ Pension, Jeff Diermeier, CFA,

former President and CEO of the CFA Institute,

Susan Wolburgh Jenah, CEO of the Investment

Industry Regulatory Organisation of Canada. The

panel members discussed current topics on ethics,

market integrity and the role of regulation in facil-

itating market integrity. The panel made particular

note of the lack of a regulatory structure in Canada

for facilitating financial market integrity, and this

deficiency increases the cost of capital for Canadian

firms. The items discussed highlighted the intersec-

tion of law, ethics, governance, entrepreneurship

and finance, which provided a strong kick-start to

the academic sessions on 17 and 18 September 2010.

In the keynote address on 17 September 2010,

Professor Jensen distinguished integrity from ethics,

morality and legality, and highlighted the role of

integrity in enhancing organisational efficiency.

Legality refers to the system of laws and regulations

of right and wrong behaviour of a person, group, or

entity that are enforceable only by the state through

a policing a judicial process with penalties. Ethics

refers to the agreed on standards of what is desirable

and undesirable, of right and wrong conduct or

behaviour of a person, group or entity. Morality

refers to the societal generally acceptable standards

of what is desirable or undesirable, and right and

wrong conduct of people, groups or entities.

Integrity encompasses legality, ethics and morality.

Key aspects of integrity include honouring one’s

word, telling people when you are not able to

honour your work as soon as you become aware you

are not able to fulfil your promise, and taking steps

to fix the mess that is created when you do not

honour one’s word. Professor Jensen gave examples

of improvements in organisation efficiency associ-

ated after implementing a code of integrity.

One example was about the organisation that he

Journal of Business Ethics (2010) 95:117–120 � Springer 2011
DOI 10.1007/s10551-011-0848-3

1231Reprinted from the journal



co-founded, the Social Science Research Network,

which experienced a more than 100% efficiency

improvement after implementing a code of integrity.

The best papers submitted for consideration for

the Journal of Business Ethics were picked for

inclusion at the conference. Some of the conference

papers were not accepted for the special issue. The

best papers that made it into the special issue

included the following ten papers that appear in this

issue. The first three papers (‘Deal Structuring in

Philanthropic Venture Capital Investments,’ ‘The

Role of Law, Corruption and Culture in Investment

Fund Manager Fees,’ and ‘Legal Protection, Cor-

ruption and Private Equity Returns in Asia’) deal

with the issues of law, ethics and finance of entre-

preneurial start-ups and their investors. The fourth

and fifth papers (‘Exploring the Impact of Legal

Systems and Financial Structure on Corporate

Responsibility,’ and ‘The UK Alternative Invest-

ment Market Ethical Dimensions’) pertain to dif-

ferences in ethics across different stock exchanges

and legal systems. The sixth and seventh papers

(‘Corporate Scandals and Capital Structure,’ and

‘Corporate Fraud and Managers’ Behaviour: Evi-

dence from the Press’) consider the effect of cor-

ruption on managerial decisions. The eighth, ninth

and tenth papers (‘Player and Referee Roles Held

Jointly: The Effect of State Ownership on China’s

Regulatory Enforcement Against Fraud,’ ‘Reactivity

and Passivity after Enforcement Actions: Better Late

than Never,’ and ‘Chinese Management Buyouts

and Board Transformation’) consider issues of law,

ethics and finance in China.

In particular, Luisa Alemany and Mariarosa Scar-

lata, in ‘Deal Structuring in Philanthropic Venture

Capital Investments,’ consider a new issue that has

received scant academic attention: philanthropic

venture capital. Philanthropic venture capital con-

siders financing entrepreneurial ventures with the

aim of maximising the social return on the invest-

ment. Alemany and Scarlata examine the deal

structuring phase of philanthropic venture capital

investments in terms of valuation, security design

and contractual covenants. The authors provide

empirical evidence from Europe and the United

States. The data examined highlight that the non-

distribution constraint holding for non-profit social

enterprises is an effective tool to align the interests of

both investor and investee. As a result, philanthropic

investors are more like stewards than principals. It is

noteworthy that the same venture capitalists struc-

ture their non-philanthropic investments in the same

way as traditional venture capitalists with consider-

ation to investment moral hazard and other risks.

Sofia Johan and Dorra Najar, in ‘The Role of

Law, Corruption and Culture in Investment Fund

Manager Fees,’ examine an international sample of

venture capital and private equity funds to assess the

role of law, corruption and culture in setting fund

manager fees. The authors provide recent evidence

from news and other media that fee setting in ven-

ture capital and private equity organisations is rife

with issues of corruption and legal scrutiny. By

examining an international sample of fees, the

authors are able to compare various determinants of

fees, and show that the data examined strongly

indicate that corruption, culture and legal settings are

much more significant in determining fees than fund

manager characteristics and/or market conditions. In

particular, the authors show that in countries with

better legal conditions, fixed fees are lower, carried

interest fees are higher, clawbacks are less likely, and

share distributions are more likely. Countries with

lower levels of corruption have lower fixed fees and

higher performance fees, and are less likely to have

clawbacks and cash-only distributions. Furthermore,

they show that Hofstede’s measure of power distance

is negatively related to fixed fees and the use of cash-

only distributions, but positively related to perfor-

mance fees and clawbacks.

Douglas Cumming, Grant Fleming, Sofia Johan

and Mai Ta, in ‘Legal Protection, Corruption and

Private Equity Returns in Asia’ examine the impact

of country differences in corruption and law quality

on private equity returns. The authors utilize a

unique data set comprising over 750 returns to pri-

vate equity transactions across 20 developing and

developed countries in Asia. The authors find that

the quality of legal system (including legal protec-

tions) is positively related to returns. The main

explanation is that inefficient legal protections neg-

atively impact transaction structures and economic

certainty when exiting investments. However, the

authors also find that private equity returns are

higher in countries with higher levels of corruption.

This finding is consistent with the view that private

equity managers bring about organisational change

to alleviate the costs of corruption. The authors

Robert Cressy et al.
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show that their findings are robust to inclusion of

controls for Hofstede cultural variables, economic

conditions and transaction specific characteristics, as

well as consideration of econometric sample selec-

tion methods.

Celine Gainet, in ‘Exploring the Impact of Legal

Systems and Financial Structure on Corporate

Responsibility,’ investigates how diverse European

legal systems and financial structures influence cor-

porate social and environmental responsibility.

Gainet tests hypotheses that integrate legal systems

and financial structures related to environmental

responsibility with Innovest data gathered between

across 16 countries and over 600 companies. The

data examined show legal systems influence corpo-

rate responsibility in both social and environmental

spheres. Corporations are more likely to act in

environmentally responsible ways when there are

strong and well-enforced state regulations in place to

ensure such behaviour. Gainet also finds that for

large companies, which are more visible than small

ones, society expects them to behave in a more

socially and environmentally responsible manner

regardless of their financial performance or available

cash. Also, the data examined support the hypothesis

that capital structure significantly influences corpo-

rate responsibility insofar as companies with com-

paratively less debt are more likely commit to social

and environmental activities.

Chris Mallin and Kean Ow-Yong, in ‘The UK

Alternative Investment Market – Ethical Dimen-

sions,’ examine the development of the UK Alter-

native Investment Market (AIM) since it was

launched in 1995 and its growth with over 1200

companies currently listed. The authors highlight

potential pitfalls that the lighter touch regulation on

AIM which in turn may give rise to corporate

governance and ethical issues. The authors examine

the central role of the nominated advisor (NOMAD)

and the potential governance and ethical implica-

tions. Further, the authors discuss some of the

concerns that AIM participants have about the mar-

ket, including recent scandals on AIM. The authors

discuss the implications of their findings for aca-

demics, investors and policymakers alike.

Stefano Bonini and Diana Boraschi, in ‘Corporate

Scandals and Capital Structure,’ analyse whether

companies involved in a security class action suit

(SCAS) exhibit differential capital structure deci-

sions. Also, the authors consider whether the

information revealed by a corporate scandal affects

the security issuances and stock prices of industry

peers. The data examined show that before a SCAS

is filed companies involved in a scandal issue greater

amounts in security offerings. Further, equity mis-

pricing increases the benefits associated with the use

of equity financing. Following the SCAS filing,

however, companies exhibit a decreasing amount of

total external finance raised. Industry peers are

similarly affected, due to contagion. The authors

further show that corporate scandals have significant

negative effects on stock prices and bond ratings.

Jeffrey Cohen, Yuan Ding, Cedric Lesage and

Herve Stolowy, in ‘Corporate Fraud and Managers’

Behaviour: Evidence from the Press,’ examine press

articles covering 39 corporate fraud cases over 1992–

2005 to study managers’ behaviour in the commit-

ment of the fraud. This study integrates the fraud

triangle (FT) and the theory of planned behaviour

(TPB). The data examined suggest that personality

traits appear to be a major fraud risk factor. The

analysis was further validated through a quantitative

analysis of key words associated with the attitudes/

rationalizations component of the integrated theory.

These words were found to be used in fraud firms as

opposed to a sample of control firms. The findings

have significant policy implications. For instance,

auditors should evaluate the ethics of management

through the components of the theory of planned

behaviour: the assessment of attitude, subjective

norms, perceived behavioural control and moral

obligation. Professional standards that are related to

fraud detection should have a stronger emphasis on

managers’ behaviour that may be associated with a

lack of ethics.

Wenxuan Hou and Geoff Moore, in ‘Player and

Referee Roles Held Jointly: The Effect of State

Ownership on China’s Regulatory Enforcement

Against Fraud,’ examine the impact of the prevailing

state ownership in the Chinese stock market on

fraud. In particular, the authors consider the effect

on corporate governance and the financial regulatory

system, respectively, as the internal and external

monitoring mechanisms to deter corporate fraud and

protect investors. The data examined show that the

retained state ownership in privatised firms increases

the incidence of regulatory enforcements against

fraud. Also, the authors show that a new regulation

Entrepreneurship, Governance and Ethics
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‘Solutions for Listed Firm Checks,’ which was pro-

mulgated in March 2001, has empowered the

Regulatory Commission to increase the severity

of punishment associated with regulatory infringe-

ments against fraud. The data examined show this

improvement in the regulatory environment and

investor protection has helped the Chinese stock.

Shujun Ding, Chunxin Jia, Yianshun Li and

Zhenyu Wu, in ‘Reactivity and Passivity after

Enforcement Actions: Better Late than Never,’

examine the dynamics between enforcement actions

and the responses from both the board of directors

and supervisory boards amid China’s governance

reform. Rather than examining determinants of

fraudulent activities, the authors investigate, after

enforcement actions are imposed, if the board of

directors and supervisory boards react differently,

and whether their different reactions play a role in

preventing future occurrences of frauds. The data

examined shows that both boards react to enforce-

ment actions, but only the responses from the board

of directors help to curb future enforcements under

certain circumstances. The supervisory board fails to

play any role in preventing future enforcements. The

findings have important policy implications for rule

setting associated with ethical conduct and differing

levels of boards of directors.

Finally, Yao Li, Mike Wright, Louise Scholes, in

‘Chinese Management Buyouts and Board Trans-

formation,’ assess the extent to which Chinese

management buyouts (MBOs) of listed corporations

enable a balance to be achieved between facilitating

growth and supporting the interests of minority

shareholders other than the buyout organisation.

The authors compare MBOs with non-MBOs and

examine the extent to which boards of directors are

changed to bring in executive and outside directors

with the skills to grow as well as restructure a

business. The authors also examine the extent to

which outside directors become involved in actions

to develop the business rather than actions related to

fostering the interests of all shareholders. The

authors find little evidence that outside board

members have the skills to add value to the MBO

firms. Boards appear to focus mainly on related party

transactions with limited attention to growth strat-

egies. Outside directors do not seem to openly

disagree with incumbent managers on the disclosure

of their actions.

Overall, the collection of ten papers in this special

issue highlights with empirical data the strong

interplay on ethics in organisational efficiency and

entrepreneurial activity, and the role of legal settings

and governance in facilitating ethical standards. We

hope these papers encourage future scholars to

continue to investigate the role of law and corporate

governance in mitigating corruption and facilitat-

ing integrity in management, entrepreneurship and

finance.
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Deal Structuring in Philanthropic Venture

Capital Investments: Financing Instrument,

Valuation and Covenants
Mariarosa Scarlata

Luisa Alemany

ABSTRACT. Philanthropic venture capital (PhVC) is a

financing option available for social enterprises that, like

traditional venture capital, provides capital and value-

added services to portfolio organizations. Differently from

venture capital, PhVC has an ethical dimension as it aims

at maximizing the social return on the investment. This

article examines the deal structuring phase of PhVC

investments in terms of instrument used (from equity to

grant), valuation, and covenants included in the con-

tractual agreement. By content analyzing a set of semi-

structured interviews and thereafter surveying the entire

population of PhVC funds that are active in Europe and

in the United States, findings indicate that the non-

distribution constraint holding for non-profit social

enterprises is an effective tool to align the interests of both

investor and investee. This makes the investor behaving as

a steward rather than as a principal. Conversely, while

backing non-profit social ventures, philanthropic venture

capitalists structure their deal similarly as traditional ven-

ture capital, as the absence of the non-distribution con-

straint makes such investments subject to moral hazard

risk both in terms of perks and stealing and social impact

focus.

KEY WORDS: covenants, social entrepreneurship,

socially responsible investment, stewardship, trust,

venture capital, venture philanthropy

Introduction

In the last decade, philanthropic venture capital

(PhVC) has emerged as a new funding model

available for social enterprises (SEs). The PhVC

investment model transposes and adapts the profit-

maximizing venture capital (VC) funding strategies

and techniques to the financing of organizations

primarily driven by social motives (Letts et al.,

1997). Just like traditional venture capitalists (VCs),

philanthropic venture capitalists (PhVCs) are not

mere fund providers but value-added investors of the

SEs they back. However, rather than focusing on

shareholder wealth maximization as typically done in

VC, PhVC focus on an ethical dimension of the

investment. As such, PhVCs back those organiza-

tions who strive to provide services or products that

fulfill basic and long-standing social needs, in many

cases public goods, such as education, health, or

shelter. The social angle of the investment could

secure a better life for those members of society who

are in need (Austin et al., 2006; Certo and Miller,

2008). Interestingly, the ethical dimension of the

PhVC value proposition goes together with eco-

nomic considerations. Since economic sustainability

is a key issue in creating and growing a venture to

solve social issues in the long-term, the ethical

dimension is intrinsically linked to the economic

one: only when the backed SEs are economically

sustainable, they will be able to grow, survive in the

long term and, as a consequence, fulfill their ethical

role in society.

Social investments are nothing new: churches,

mutual societies, co-operatives, and charities have

been raising and dispensing capital explicitly for

social ends for centuries. Notwithstanding, much of

the research on social investments has been focused

on two mainstream topics: socially responsible

investments (SRI) and microcredit. SRI is defined as

a portfolio investment policy based on positive or

negative screen methodologies following (Irvine,

1987); as such, scholars have analyzed the factors

influencing the ethical and economic motivations of

such investments by different players (Cumming and

Johan, 2007; Guay et al., 2004; Mill, 2006; Sparkes

Journal of Business Ethics (2010) 95:121–145 � Springer 2011
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and Cowton, 2004), the dynamics of portfolio com-

position and management (Bauer et al., 2005; Bello,

2005; Hickman and Teets, 1999; Sethi, 2005), as

well as performance (Dillenburg et al., 2003; Mill,

2006; Rudd, 1981). On the other hand, microcredit

is the provision of financial services to very low-

income people to start a small business (self-

employment often) that typically lack access to credit

provided by the traditional banking system. Micro-

credit scholars have thus tried to explain the social

benefit of microcredit institutions and its roles in

promoting economic development in rural countries

(Afrin et al., 2010; Barboza and Trejos, 2009; Snow

and Buss, 2001; Woller and Woodworth, 2001a, b).

In an effort to respond to the financing needs of

social entrepreneurs and to the growing discontent

on the effectiveness of traditional short-term project-

oriented funding models available for them, PhVC

has spread rapidly both in the United States and in

Europe, with annual growth rate of newly created

funds of 15% in the United States and 22% in Eur-

ope over the period 1993–2008. This constant

growth of PhVCs entities and their innovative

investment approach of high-involvement and long-

term financing has attracted increasingly attention

and needs for contributions to practice and theory

are pressing (Austin et al., 2006). In addition, VC

and private equity have historically been studied in

the fields of finance or business strategy, and research

in business ethics is comparatively rare, with only

very few exceptions (Cumming and Johan, 2007;

Morrell and Clark, 2010).

The PhVC topic thus appears also to be particular

relevant in light of the global financial crisis of 2008

which raised questions and concerns about business

ethics, investment practices, and social issues in a

financial world littered, many times, with unethical

speculative behaviors and frauds. In addition, the

direct intersection between socially responsible

behaviors and private equity ‘‘is nevertheless impor-

tant for institutional investor capital allocation, as

well as for private equity funds and companies

seeking capital for undertaking socially responsible

entrepreneurial activities (Cumming and Johan,

2007, p. 395)’’ and the ethical implications of private

equity are under-studied (Folkmann et al., 2006).

Also, PhVC respond to the struggle that has sur-

rounded societies while trying to balance the com-

peting interest of social welfare and economic justice.

Different from hands-off SRI and microcredit is

the PhVC investment model, which provides capital

and value-added services to the backed SEs. To this

respect, prior research has examined the investment

behavior of profit-maximizing VC firms finding a

positive relationship between the use of equity as

financing instrument and contractual provisions.

Scholars have thus called for research to understand

the funding mechanisms of PhVC investors (Austin

et al., 2006) whose funding rules need to incorporate

the dual organizational identities of the SEs that they

assess. Organizational identity is defined as the shared

and collective sense of an organization and, based on

Albert and Whetten (1985) it is typically singular in

focus, as in traditional entrepreneurship. In the case

of SEs, its organizational identity is intrinsically

dualistic because it integrates distinctive elements

from both the social and commercial sector (Austin

et al., 2006; Certo and Miller, 2008). As a conse-

quence, investing in either traditional enterprises or

in SEs makes the investor’s organizational identity

singular or dual respectively. This, in turn, might

induce PhVC investors in structuring their invest-

ment model differently than in VC.

Grounded within an asymmetric information

framework, this article aims at understanding the

funding behavior of PhVCs while delimiting their

terms of the financing. To do so, an analysis of the

deal structuring phase of PhVC investments is here

presented both in terms of the capital instrument

used to finance the deal, its valuation methodology

and the covenants included in the financing agree-

ment. We introduce in this article a new data set of

PhVC investors active in Europe and in the United

States and investigate whether moral hazard is able to

explain the deal structuring behavior in PhVC, as it

does in traditional VC. Data were collected through

face-to-face as well as phone interviews and there-

after through a web survey addressed to the popu-

lation of identified investors. Questions enabled an

empirical assessment of capital structure, valuation,

and contractual agreements typically used in PhVC

financing.

This article answers the call for research on the

decision rules of PhVCs by Nicholls (2010), Austin

et al. (2006), and Battle Anderson and Dees (2006)

on how social entrepreneurship can be financed.

Also, it responses to the open political discussion on

how to improve the way VC operates, or how to

Mariarosa Scarlata and Luisa Alemany
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convince and educate those who are still in doubt

about it (Morrell and Clark, 2010).

Furthermore, grounding the discussion around

agency theory and moral hazard problems, we

identify the conditions under which the risk of

opportunistic behavior is perceived as severe and

how it is managed, showing that similarly than tra-

ditional VC, moral hazard risk results to be more

severe when investing in for-profit SEs. In the case

of non-profits, the governance structure that

impedes any distribution of profits to directors or

employees is a powerful tool in limiting moral

hazard behavior.

Data indicate two main findings. First, and per-

haps most importantly, the non-distribution con-

straint holding for non-profit social ventures is an

effective tool aligning the interest of investor and

investee. As a matter of fact, while backing non-

profit organizations, those PhVCs that finance the

deal through grants tend to formally monitor backed

SEs less frequently; also, they tend to place more

importance on trust rather than on formal control

devices. Data analyzed in this article indicated

that stewardship, assuming an interest convergence

between PhVCs and backed SEs, is better able

to describe the deal structuring phase of PhVC

investments as opposed to moral hazard, when

backed organizations are non-profit.

Conversely, empirical results show that moral

hazard is indeed a relevant issue while financing

for-profit SEs as the non-applicability of the non-

distribution constraint makes for-profit SEs more

similar to traditional entrepreneurial ventures, and

PhVCs to more traditional VCs. On the one hand,

for-profit social entrepreneurs might pursue perks-

and-stealing strategies. On the other, they might

focus on profit maximization in pursuit of

self-interest considerations, rather than on social

impact. Similarly, data show that stewardship-

related-accounting information is more relevant than

formal accounting valuation, as PhVCs significantly

use less traditional valuation methodologies to esti-

mate the value of the SEs when they trust them

more. Trust is essential while valuing SEs’ needs as

there is not a market that prices social organizations

and thus no comparables are available to apply the

multiple valuations as is done in traditional VC.

Results thus suggest that, as proposed by Morrell and

Clark (2010), the dominance of agency theory can

reduce the collective scope to analyse private equity

in all its diversity and depth.

This research sheds light on the investment

practices adopted by PhVCs, providing a guideline

for social entrepreneurs seeking PhVC funding and

involvement. The results should inform researchers

on how PhVC structure social investments compare

with those of traditional VCs.

The article is structured as follows. First, a dis-

cussion around the definition of the PhVC invest-

ment model is presented and based on agency theory

and moral hazard a set of proposition concerning

capital structure, valuation, and deal structuring in

PhVC are formulated. Third, the methodology is

presented alongside summary statistics and multi-

variate analysis used in the empirical part. Fourth,

results are presented. Fifth, limitations are discussed

and indications for future research are suggested.

Last, findings and implications are discussed.

Conceptual issues

Definition of philanthropic venture capital

The PhVC concept was first presented by Letts et al.

(1997) as the application of the investment tech-

niques characterizing the traditional profit-maxi-

mizing VC investment model (Gompers and Lerner,

2001; Tyebjee and Bruno, 1984)) by traditional

charitable grant-makers. As Scarlata and Alemany

(2010) have argued, the definition appears to be

quite limitative as it prevents other entities to be

categorized as PhVCs. Also, it does not identify the

PhVC’s value proposition which, in turn, deter-

mines the object of the investment, making difficult

to understand which is the target organization sup-

ported by PhVCs.

A more comprehensive definition of PhVCs is

thus elaborated based on the assumption underlying

the argument by Letts et al. (1997). If PhVC stems

from traditional VC, then it follows:

Definition 1: Philanthropic venture capital is an

intermediated investment in social enterprises which

exhibit a potential for a high social impact. Due the

potential proclivity for asymmetric information

between funders and fundees, the philanthropic

venture capital investment model provides capital
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and value-added activities with the primary objec-

tive of maximizing the social impact of the invest-

ment.

Figure 1 depicts the PhVC investment model.

Investors in the PhVC fund provide capital to the

fund itself which then will be reinvested in high-

potential social impact SEs. Rather than focusing on

financial return maximization as done by traditional

VCs, PhVCs aim at obtaining and maximizing social

impact. The main assumption underlying PhVC’s

value proposition is that social impact is created and

maximized in the case the SE is able to grow,

become self-sustainable and thereby surviving in

the long-term. Growth and sustainability can be

achieved both through the provision of capital as

well value added activities which help backed

organizations on a strategic and managerial level.

These two aspects are assumed to be key factors

toward sustainability, growth and social value

creation.

At the exit event, two types of return might be

obtained. First, if the backed SEs has become sus-

tainable and has been able to maximize its social

impact, this will be transferred to society which will

directly benefit from the SEs services and activity.

Second, the achievement of a level of self-sustain-

ability by the SEs might enable the creation of some

financial returns. However, two levels of analysis

need to be considered at this point. The first level of

analysis takes into account the legal form of the

backed SE: if the SEs is a non-profit organization the

non-distribution constraint presented by Hansmann

(1980) applies. More specifically, the non-distribu-

tion constraint states that non-profit organizations

are not barred from making a profit; on the contrary,

they ‘‘are barred from re-distributing net earnings,

if any, to individuals who exercise control over

it, such as members, officers, directors, or trust-

ees (Hansmann, 1980, p. 838).’’ Non-profit SEs

must therefore reinvest within the organization any

earnings created. On the contrary, if the SEs is a for-

profit entity, then any generated profit can be

redistributed to investors, namely PhVCs. At this

point, the second level of analysis must be conducted

taking into account the legal form of the PhVC fund

which might be non-profit or for-profit. In the case

of a non-profit PhVC fund, financial returns created

by backed SEs are redistributed within the fund it-

self; if the PhVCs is a for-profit entity, profits can be

given back to investors.

Propositions

Based on Letts et al. (1997), the PhVC investment

model consists of the application of the VC model as

presented by Gompers and Lerner (2001) as well as

Tyebjee and Bruno (1984) in the social sector. The

assumption underlying that definition is that PhVC

face the same theoretical issues as VCs. Therefore

these issues are implicitly applied to the PhVC process

as well, making the conditions under which capital is

provided look the same. The research question pro-

posed here is thus to understand if it is indeed the case

that VC and PhVC finance deals in a similar way and

contracts include the same type of provisions.

For what concerns VC, scholars have argued that

the most important issue characterizing VCs activity

is the significant level of information asymmetries

between principal, i.e., the VCs, and agent, i.e., the

entrepreneur (Amit et al., 1993, 1998; MacIntosh,

1994; Sahlman, 1990) as ‘‘the entrepreneur’s ability

$ 

Advice and 
Engagement 

Society 

Exit

Social 
Enterprise 

Social 
Impact

$

PhVC Fund 

Investors/Donors 

$

Figure 1. The philanthropic venture capital investment

model. Source: Elaboration by the authors based on Ale-

many and Scarlata (2009).
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to combine tangible and intangible assets in news

ways and to deploy them to meet customer needs in

a manner that could not be easily imitates […] may

be known to the entrepreneur, but unknown to the

VCs (Amit et al., 1993, p. 1233).’’ VCs are thus

principals who become skilled at minimizing moral

hazard problems (Amit et al., 1998).

Venture capital deals are structured in such a way

that the VCs’ own interest for the maximization of

financial return on the investment is protected

against the opportunistic behavior of the entrepre-

neur, while simultaneously enhancing the likelihood

that the new venture will grow and thus succeed.

Much of the theoretical literature has been con-

cerned with the staged process of financing. With

staged financing project and entrepreneur’s quality

information is revealed along time and more venture

financing can be obtained. Questions related to this

area have been explored in the literature about

firm formation and labor economics (Allen, 1985;

Kihlstrom and Laffont, 1979).

In the VC area, Cooper and Carleton (1979) focus

on the project continuation decision and on debt

optimality, as prescribed by Jensen and Meckling

(1976). Chan et al. (1990) present an agency model

where two contracting parties have the skills to

control production but one party’s skill is unknown

to the other at contracting time; interim information

reveals it and is used to determine who controls the

second period production, justifying the strong

bundling by VCs. Admati and Pfleidere (1994)

determine that a constant fractional holding of equity

sends an incentive compatible signal to the markets

regarding the quality of the venture. Also, Sahlman

(1991) conjectures that preferred stock may serve to

shift more risk away from VCs to entrepreneurs,

suggesting that greater risk ‘‘smokes out’’ lower

quality ventures and thereby gives the entrepreneur

an incentive to perform well. Also, Hellmann (1998)

shows that convertible securities efficiently allocate

control between the VC investor and the entrepre-

neur, whereas Trester (1998) finds that preferred

equity allows the VCs to receive some positive return

because without foreclosure the entrepreneur is not

pushed into behaving opportunistically.

Notably, in the United States, VCs use convert-

ible preferred shares, while in the other non-US

countries VCs use a variety of securities including

common equity, preferred equity, convertible pre-

ferred equity, debt, convertible debt, and combina-

tions (for Canada, see Cumming (2005b); for

Europe, see Cumming and Johan (2008)). One

explanation for these differences across countries is

the tax bias in favor of convertible preferred shares in

the United States (Gilson and Schizer, 2003). Also,

examining a sample of first-round Canadian VC

investments, Cumming (2006) finds that firms in the

startup stage tend to select away from common

equity and tend to select toward offers of debt

finance. Similarly, high-tech firms are more likely to

select toward debt and are less likely to select toward

convertible securities that provide the investor with

upside potential and downside protection.

Fama and Jensen (1983a) offer a general rationale

for exploring potential agency problems between

social entrepreneurs and funds providers, suggesting

that many of the agency-related costs associated with

traditional debt financing may be applied to SEs as

well. Arguably, the most prominent difference

between traditional and non-profit debt financing is

that non-profits are prevented from structuring bond

covenants in which cash is used to collateralize debt,

creating an asset substitution effect on cash which

may either be invested in risky projects or consumed

by management and employees outright (Wedig

et al., 1996). This aspect might lead to making moral

hazard issues even more severe as shifts the focus

from the effort in solving social problems to the

pursuit and satisfaction of self-interest. Furthermore,

convertible debt, which might be able to address

moral hazard, is barred for non-profits due to

the non-distribution constraint (Hansmann, 1980)

which impedes equity-holding in non-profits. Also,

Wedig et al. (1988) find indirect evidence that

leverage decisions have impact on SEs bankruptcy

due to the high cost of debt for SEs.

John (2007) finds that in Europe, the most used

instrument by PhVCs while financing SEs are grants

which by definition are gifts given for charitable

purposes and/or to benefit a cause; grants typically are

given without return considerations as they do not

have residual claimants. John (2007) also reveals that

equity is increasingly used as financing instrument by

PhVCs. Nevertheless, no evidence of use of preferred

stock vs. common stock is found, while Kingston and

Bolton (2004) mention quasi-equity as a financial

instrument developed to invest in those SEs which

debt financing is ‘‘inappropriate or too onerous. […]
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Quasi-equity shares the risk and reward of the

investment between the investor and the investee by

allowing the investor to take a share of future revenue

streams (Cheng, 2008, p. 2).’’ More specifically,

quasi-equity is a financial instrument that aims to

reflect some of the characteristics of shares (preference

or ordinary) and investors might not get any financial

return if the backed SE does not achieve the expected

financial performance. Balbo et al. (2008) reports that

PhVCs tend to use ‘‘funding instruments [that] are

broadly similar to those used in the commercial

sphere, although the PhVC toolset contains one

additional instrument – the grant (Balbo et al., 2008,

p. 24)’’ and that for any type of instrument used by

PhVCs the financial return is below market rate.

Based on these results, it is evident that PhVCs

structure their deals using financing instruments,

either equity, loans, quasi-equity loans, or grants,

that are best able to meet the funding needs of the SE

rather than focusing on the PhVCs’ wealth per-

spective. PhVC, thus, are one of those actors that,

based on O’Brien (2009, p. 35) ‘‘correct the dis-

torted prioritization of the maximization of profit in

their business decision.’’

This is in net contrast with the traditional VC

investment perspective, where the focus lies on the

investor’s protection rather than on the effective

need of the backed venture. However, if John’s

(2007) findings concerning the prevalence in the use

of grant financing holds both in the case of non-

profit (which the non-distribution constraint holds

for) and for-profit SEs (that are instead not subject to

the non-distribution constraint), this might be an

indicator of a low perception of moral hazard. The

argument is that, given that PhVC investors know

that grants are basically donations that by definition

can involve a sort of agency issue as presented by

Fama and Jensen (1983a), their use indicates PhVCs

are not concerned with the potential existence of an

opportunistic behavior on the side of the backed

SEs. Taking this discussion into account Proposition

1 is formulated:

Proposition 1: The lower the perception of moral

hazard by philanthropic venture capitalists, the

higher the use of grant financing.

The price of the deal is the output of a valuation

process conducted by the VCs which aims at

establishing a fair price to be paid contingent with

the level of risk perceived by the investor. Valuation

in VC is characterized by a high level of asymmetric

information as start-up companies often do not have

historical accounting data. The company valuation

performed by VCs takes into account the projections

presented by the entrepreneur in the business plan.

However, as Sahlman (1990) explains, entrepreneurs

may disclose only what they deem necessary to get

the funding: they may deliberately or inadvertently

withhold important information or give a biased

view of important facts.

By surveying European VCs, Manigart et al.

(1997) find that the most important valuation

method in VC is price earnings multiples, whilst least

importance is attributed to asset value methods as the

liquidation and replacement value of the assets is

neither a theoretically correct valuation method, nor

a method that has a large appeal for this type of

investment.

In PhVC investments, two distinctions must be

taken into account. First, in the case of investments

in non-profit SEs, valuation procedures cannot be

applied due to the non-distribution constraint. Sec-

ond, in the case of for-profit SEs for which equity is

indeed present, multiples method, cash flow- or asset

value-based models might be too difficult to be used.

Multiples method imply the presence of a compa-

rable venture for which price is established by capital

markets. However, ‘‘[…] the culture of [traditional

capital markets] is very different from the culture of

SEs. There are few or no companies with a primarily

ethical remit, and indeed corporate social responsi-

bility issues are afforded a lower priority […] The

investors in these markets are primarily profit driven,

and have little interest in ethical concerns (Hartzell,

2007, p. 7).’’ Also, Hartzell (2007) points out that

‘‘there are still many hurdles to overcome before an

effective ethical exchange can be created (Hartzell,

2007, p. 26).’’ At the same time, cash flow- and asset

value-based valuation methods can be difficult to be

applied as most of the SEs is cash constrained with

negative cash flows, and their assets are mainly

donations.

As such, for firms within rich information envi-

ronments, accounting information appears to fulfill a

predominantly confirmatory role, since it is more

useful in making economic decisions. On the

contrary, firms operating in weak information
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environments lack the channels to effectively com-

municate valuation-relevant information by any

means. A study by Van Slyke and Newman (2006)

present PhVCs as stewards of the SEs they back ra-

ther than self-interest seeking actors. Commenting

on a case study of a PhVCs developing strategies in

community redevelopment, Van Slyke and New-

man (2006, p. 360) claim: ‘‘[…] support services are

an important component of [the PhVCs’] steward-

ship.’’ With its roots in sociology and psychology,

stewardship theory (Davis et al., 1997; Donaldson

and Davis, 1991; Fox and Hamilton, 1994; Muth

and Donaldson, 1998) characterizes human beings as

having higher-order needs for self-esteem, self-

actualization, growth, achievement and affiliation.

Stewardship theory is centred on service rather

than on control and begins with the willingness to be

accountable for some larger body than the self. It also

suggests that managers, in this case PhVCs, make

effective decisions to the extent that their interests

are aligned with those of the firm, i.e., the

backed SEs. Effectiveness can be obtained through

empowerment. If stewardship holds in PhVCs, then

it might be thereby conjectured a higher relevance

for stewardship-related accounting information vs.

valuation accounting information, meaning that

PhVCs will tend to have specific need valuations

rather than corporate valuation. As a result, Propo-

sition 2 is presented:

Proposition 2: The higher the stewardship by phil-

anthropic venture capitalists, the lower the use of

valuation models.

Arising from a lower moral hazard perception, it

might be also the case that PhVCs prefer less-

elaborated governance structures characterized by a

lower use of bundling provisions than done in VC

aiming at incentivizing the backed entrepreneurs to

perform well and stay in the company (vesting).

Also, VCs try to minimize the risk that the entre-

preneur might be willing to sell the company max-

imizing his/her self-interest but minimizing the

value of the company itself, and thus the value of

the VC investment (renegotiation). As Williamson

(1979) argues, governance mechanisms emerge

to protect parties to economic exchanges from

unforeseen events or opportunistic actions which

can adversely affect their economic well being.

Williamson (1979) hypothesizes a positive relation-

ship between the risk of opportunistic behavior and

the use of elaborate governance structures.

In VC the level of risk associated with a new

venture can be affected by decisions made by man-

agers in the new venture and by the efforts in

the value maximization process implemented after

the investment is made. In such a case, when the

entrepreneur’s effort is unobservable to the VC, the

traditional moral hazard approach pioneered by

Holmstrom (1979) predicts that if agents are tied

financially to their venture, to some extent, they are

reducing the agency risk that would otherwise be

borne by the VCs. Also, since the entrepreneur can

‘‘hold up’’ the VCs by threatening to leave and

because the specific human capital of the entrepre-

neur will make it unlikely for the VCs to locate

another entrepreneur with the skills necessary to

support the same opportunity, contractual provisions

are set in such a way that it is more costly for the

entrepreneur to leave (Barney et al., 1989). This is

the hold-up problem analyzed in Hart and Moore

(1994) which is managed by vesting the entrepre-

neur’s shares: vesting is one of the strongest as it is a

form of time-contingent compensation and as Kap-

lan and Stromberg (2004) show it is extensively used

in VC contracts in association with the risks of

general uncertainty, asymmetric information, project

complexity, and potential hold-up between the VCs

attributed to them in the screening phase (Kaplan

and Strömberg, 2001; MacMillan et al., 1985). As a

matter of fact, ‘‘instead of merely accepting the

presence of residual loss (the opportunity cost of

managerial discretion), the [VCs] seeks to limit or

eliminate it. This involves limiting managerial

discretion and also sidelining or ignoring non-

shareholder interests. This is done by combining

incentive schemes and performance monitoring

regimes. Both of these incentivise managers to act as

owners by linking remuneration to firm perfor-

mance (Morrell and Clark, 2010, p. 252).

Considering the discussion on Proposition 1, if

moral hazard risk is less severe than in VC, PhVCs

structure their deals in such a way that less elaborated

governance structures are used. The argument holds

both in the case of non-profit and for-profit SEs, as

also in the latter case SEs are ‘‘explicitly designed to

serve a social purpose (Dees and Anderson, 2003,

p. 2)’’ and thus should face similar moral hazard
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concerns as non-profits. Actions of managers are not

understood in negative terms, as makers of waste and

inefficiency that reduce returns to shareholders

(Morrell and Clark, 2010). Thereby, Proposition 3 is

thus formulated:

Proposition 3: The lower the perception of moral

hazard by philanthropic venture capitalists, the lower

the use of entrepreneur’s binding contractual pro-

visions.

Chemla et al. (2007) show that in a dynamic moral

hazard setting, renegotiation clauses, namely anti-

dilution protection, can ensure that the contract

parties make efficient ex-ante investments in the

venture by constraining renegotiation. Anti-dilution

serves at offsetting the dilutive effect of the issue of

cheaper shares. In the absence of this clause, rene-

gotiation intended to achieve the necessary changes

in the parties’ stakes, may distort the parties’ shares of

the firm’s payoff, thereby distorting their ex-ante

investment. Also, Nöldeke and Schmidt (1995)

consider that a contract granting the option to

impose a specific trade at a fixed price can solve the

hold-up problem arising when relation-specific

investment makes a party vulnerable to opportunism

on the part of the investment partner Grossman and

Hart (1986). Pre-emptive rights allow existing

shareholders to purchase a new offering of shares

before any other investors or before the general

public and maximize shareholder wealth as it offers

the option of picking the least costly method for

raising additional financing (Bhagat, 1983). On the

other hand, liquidation preferences are set up in such

a way that, in the event that the company is subject to

a liquidity event, the VCs will receive a certain

amount of the proceeds before any other shareholder.

Diamond (1991) and Ross (1977) show that

investor liquidation rights, i.e., the ability to sell and

the payoff in the event of a liquidity event, are used

to screen for good entrepreneurs. Drag-along

enables the VCs, which is typically the holder of the

right, to deliver up to 100% of the firm to a third

party acquirer and deny the parties the ability to

increase their share of the payoff by threatening to

hold out on a value-increasing trade sale; tag-along

rights enable the holder to force any other share-

holders to sale shares on a pro rata basis (and at the

same price) as a selling shareholder. Thus, the holder

of the right denies the other party the ability to

increase her/his share of the payoff by threatening to

sell his/her stake to a trade buyer who might

decrease the value of the firm, or by preceding the

other parties in selling their stake to a trade buyer

who will increase the value of the firm. Typically,

tag-along rights are a form of put options, whereby a

party can put his/her stake to a trade buyer or to the

public market. Based on the preceding discussion,

Proposition 4 is formulated:

Proposition 4: The lower the perception of moral

hazard by philanthropic venture capitalists, the lower

the use of renegotiation clauses.

The discussion presented here might suggest that

stewardship theory rather than moral hazard is better

able to explain the deal structuring behavior of

PhVCs. Scholars have argued that agency theory can

be applied if there is an interest divergence between

actors when decision-making authority is delegated

(Eisenhardt, 1989). As such, while agency theory can

appear to be able in explaining the VCs–entrepreneur

relationship, agency theory appears to be less able to

explain the relationship between the PhVCs and SEs.

Consequently, since in stewardship theory, the

principal fully enables the steward to act in the best

interest of the organization, the binding relationship

is built on trust mechanisms that enable the steward

to make choices that maximize the long-term return

for the organization. In fact, putting control struc-

tures on stewards will significantly de-motivate

the steward and be counter-productive for both

the steward and for the organization (Argyris, 1990).

If stewardship theory is able to explain this phase of

the PhVCs investment, then the expectation is that

PhVCs will place a higher importance to the variable

trust than to any other contractual provision, leading

to the following proposition:

Proposition 5: The higher the stewardship offered by

philanthropic venture capitalists, the higher the

importance of trust vs. formal contractual provisions.

Methodology

This article uses a two-step exploratory study

approach to ensure triangulation, thus minimizing
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bias from the author or from the methodology used,

and construct validity (Saunders et al., 2007). After

the identification of the strategies adopted by VCs to

manage asymmetric information and the formulation

of a set of propositions concerning PhVC, the

validity of the constructs was checked through a

series of semi-structured interviews. These aimed at

determining the PhVCs’ understanding of the con-

structs and at adjusting the latter taking into account

peculiar variables considered in their deal structuring

phase of the investment that reflect their specific

value proposition, as opposed to that of VCs. Later, a

web-based survey targeting the whole population

was distributed obtaining a 54% response rate.

For what concerns the population of PhVCs, 74

funds were identified, of which 38 were based

in Europe and 36 in the United States. The

PhVC population was identified by consulting two

main databases: the European Venture Philanthropy

directory (EVPA, 2008) in the case of Europe, and

the National Venture Capital Association (NVCA,

2009) in the case of the United States. To minimize

under-coverage error, other sources were also

employed. The NVCA list was combined with a list

by Morino Institute (2000). Second, EVPA list was

made up of a list of PhVC organizations reported by

John (2006). Last, other PhVCs active in the field

were identified by skimming through the members

of the board of directors of the previously identified

ones. In this respect, for organizations to be con-

sidered as PhVCs, the model depicted in Figure 1

must be applied. By integrating all these sources, a

unique and complete database of PhVC funds was

created with the inclusion of the entire universe of

PhVC funds active in the field as of 2008.

Once PhVCs were identified, interviews were

conducted with seven PhVCs, representing more

than 10% of the target population; of these, four

were located in the United States and three in

Europe. Questions concerned the deal structuring

investment policy at a portfolio level. It is worthy to

remark that, given that two of the interviewed

PhVCs preferred not to be recorded, notes were

taken. Notes and registrations were then reordered

and integrated with additional information and

documents provided by PhVCs. The selection of the

sample of PhVCs that were interviewed was based

on the following characteristics: (a) location of

PhVCs, to control for any differences in the deal

structuring phases, as described by Cumming and

Johan (2008) and Cumming (2005b) in the case of

traditional VC; (b) age of the PhVCs to control for

their experience in structuring deals; (c) typology of

PhVC fund; (d) stage of development of backed SEs;

and (e) organizational form of the backed SEs.

As a first step, thus, interviews were formally

content analyzed. Based on Krippendorff (2004),

content analysis is a methodology that reliably

develops measures to interpret textual material that,

in the last decade, has been increasingly used in

management studies (Duriau et al., 2007) and par-

ticularly in VC (cf. among others Hisrich and

Jankowicz, 1990; Ruhnka and Young, 1987; Smart,

1999; Zacharakis et al., 1999).

Accordingly, four content analyzed interviewees

were located in the United States, and the remaining

one in the UK, with two funds created in 1998, one

in 2001, one in 2005, and one in 2006. In terms of

legal structure, three PhVCs were foundations, one

was public charities, and one was a for-profit orga-

nization. For what concerns then the organizational

form of backed SEs, the PhVCs’ average portfolio

includes 73% of non-profit SEs and 27% of for-

profits, with two of the interviewees backing 100%

of non-profit SEs, and the remaining three backing a

mix of non-profit and for-profit SEs. If considering

the stage of development of the backed SEs, the

average PhVCs portfolio includes five early-stage

SEs, thirteen expansion-stage SEs, and two maturity-

stage SEs.

In content analysis, concept operationalization

implies the construction of a coding scheme includ-

ing a set of measures in a codebook. In it, dimen-

sions that are used for a given measure must be

exhaustive and mutually exclusive (Neuendorf,

2002). Methodologically, first the number of refer-

ences to each variable was quantified through the

software Nvivo 8.0. Second, the procedure followed

by Meyskens (2009) was used. As such, the number

of references associated to each variable was utilized

to determine the absolute number of references to

the dimension they refer to, which was computed as

sum of all the references of the variables making up

the category. Third, this sum was utilized to estimate

the use of each dimension in relative terms.

As a second step, results from content analysis

were utilized to develop a survey sent to the pop-

ulation of active European and American PhVCs,
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including those funds that were interviewed, and as

done with interviews, questions raised concerned

with the PhVCs investment strategy at a portfolio

level. The survey was first sent by e-mail to each

PhVCs with three reminders at a week distance

each; second, a copy of the survey was sent by fax to

those funds that did not respond to the web version;

last, the survey was mailed to the PhVCs’ head-

quarters through standard postal mail.

Overall, 40 complete responses were received,

corresponding to a 54% response rate.1 For non-

respondents, the dominant reason for refusing to

participate in the survey was the confidentiality of

the information requested. A second reason cited

was the heavy schedule and limited resources of the

PhVC fund.

If comparing population and respondent sample

(see Table I), PhVCs result to be mainly foundations

(39.2%) and public charities (37.8%); 5.4% of the

identified PhVC funds undertake the legal structure

of a donor-advised fund. However, considering that

the decision of undertaking one particular type of

legal structure might be influenced by factors related

to the legal environment where the fund operates, or

to the nature of its donor/s rather than to the core

activity of the entity, the legal structures mentioned

so far have been grouped into a single one consid-

ering the non-distribution constraint (Hansmann,

1980). Two sub-categories of PhVCs were thereby

created: Non-profit and For-profit. 63 PhVCs

amounting to 85% of the population result to fall

into it, meaning that, independently of the particular

legal structure PhVCs indeed undertake, profits are

reinvested into the fund itself rather than re-dis-

tributed. 9 PhVCs (12% of the population), were

identified as for-profit. In just one case, the identi-

fication of the legal form of the PhVC fund was not

possible because of a lack of specific publicly avail-

able information; however it was possible to cate-

gorize it as a non-profit. The same pattern is found

in the respondent sample.

Table II lists population and respondent PhVCs

by nationality which is established according to the

location of the PhVCs’ headquarters. Again, the

same pattern is found for respondents.

Table III shows population and respondents

PhVCs by year of creation and reveals that the

majority of funds are relatively young: 59% were

created during 2000–2008, providing empirical

support to the fact that PhVCs started to emerge

mainly after the burst of dot.com bubble.

To grasp how much money is involved in the

PhVC industry, a look at their Assets Under Man-

agement (AUM) is given. Based on this measure,

TABLE I

Number of population and respondent PhVC funds by

legal structure

Legal structure Proportion in

population

Proportion of

respondents over

population

Foundation 0.39 0.23

Public charity 0.38 0.12

Donor-advised fund 0.05 0.05

Trust 0.01 0.01

Other 0.03 0.03

Total non-profit 0.87 0.45

For-profit 0.12 0.10

N/A 0.02 0.00

Total 1 0.54

TABLE II

Number of PhVC funds by nationality

Location Proportion in

population

Proportion

of respondents over

population

Continental Europe 0.27 0.18

UK 0.20 0.11

Eastern Europe 0.04 0.01

USA 0.49 0.24

TABLE III

Number of PhVC funds by year of creation

Year Proportion in

population

Proportion of

respondents

over population

1980–1990 0.05 0.02

1991–1999 0.35 0.14

2000–2004 0.41 0.23

2005–2008 0.19 0.15
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28% of the PhVCs belonging to the population

manage up to 10 million US dollars, and 24.3%

between 10.1 and 100 million US dollars. However,

given the high number of missing data on the

population (40.5%), no general conclusions about

this measure can be drawn.

Survey sample and test for non-response bias

To establish whether the 40 completed survey re-

sponses might be biased by non-response error, two

levels of analysis are taken into account. The first

level investigates whether a significant difference

exists between respondents and non-respondents. If

this is the case, then the second level of analysis is

performed, which is based on categorizing respon-

dents in early and late respondents, and on

comparison of these two categories with non-

respondents to check whether the latter behave

more as early or late respondents. The analysis can

only be conducted for those variables available both

for respondents and non-respondents, i.e., Legal

structure, Nationality, and Year of creation.

First, to run the test for independence of respon-

dents and non-respondents, a contingency table

including legal structure, nationality, year of creation

and type of respondents is constructed. Second, the

Pearson’s contingency coefficient was calculated for

Legal structure and Nationality, both being nominal

variables. With regard to the variable Legal structure,

funds have been categorized according to the

non-distribution constraint (Hansmann, 1980) and

divided into categories: non-profit and for-profit

PhVC funds (labeled then Organizational form of

PhVCs). This strategy has been followed to solve for

the missing data characterizing the distribution of the

variable: making use of secondary sources, it was

possible to identify that particular fund as non-profit,

while it was not possible to discern its specific legal

form. Last, the non-parametric Mann–Whitney U

test was determined with respect to Year of creation,

and the same is suitable for comparing three or more

independent groups of ordinal sample data. Based on

the results obtained, the null hypothesis of indepen-

dence is failed to be rejected.

Based on the above mentioned strategy to test

for non-response error and considering that no sig-

nificant dependence is found between being a

respondent and Legal structure, Nationality, and

Year of creation, results show that there is no sta-

tistical significant difference between respondents

and non-respondents.

Variables and empirical analysis

Based on the theoretical premise that the frequency of

VC–CEO interaction is greater when high agency risk

necessitates greater monitoring (Fama and Jensen,

1983b) and high task uncertainty necessitates more

joint decision making and thereby greater investment

in information processing capacity for both parties,

Sapienza and Gupta (1994) show that the extent of

VC-entrepreneur goal congruence is influenced by the

frequency of interaction at a board level. Empirical tests

of the propositions were conducted using multivariate

regression methods as done by Cumming (2006,

2005a, b). The use of multivariate techniques implicitly

assumes that the variable ‘‘Frequency of interaction,’’

utilized to measure the level of moral hazard, and

‘‘trust,’’ utilized to measure stewardship, are continu-

ous variables. Results of the analysis not assuming

continuity in the dependent variable are available upon

request and confirm multivariate output.

Type of instrument used

To test Proposition 1, the left-hand side of choice

variables includes PhVCs–SE interaction through

formal and informal meetings which in turn are proxies

for moral hazard. The frequency of interaction at for-

mal and informal levels was measured using a four-

point frequency scale, with 1 = ‘‘Once a year,’’

2 = ‘‘Semi-annually,’’ 3 = ‘‘Quarterly,’’ 4 = ‘‘Bi-

monthly,’’ and 5 = ‘‘Monthly.’’ The right-hand-side

factors considered for Proposition 1 were the types of

instrument used while structuring the deal. As such,

based on Balbo et al. (2008) and John (2007), in PhVCs

deals, the following securities are used: Grant, Equity,

Quasi-equity, Subordinated loan, and Senior debt.

On an aggregate level, column Use of Table IV

indicates that 72.7% of PhVCs use grants to back SEs,

suggesting the existence of a low perception of moral

hazard given that grants do not need to be repaid and

do not entail grant providers in retaining any share-

holding. This finding, together with 34.3% of PhVCs
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using equity financing, confirms the hypothesis by

John (2007). Only marginally various typologies of

debt financing are used, supporting Wedig et al.’s

(1988) argument of a low use of debt in the social

sector due to the related high risk of bankruptcy.

The following independent variables, that typi-

cally influence VC contracting, were incorporated in

the regression analysis as controls: (a) since VC funds

tend to have a preference for financing certain types

of entrepreneurial firms based on their stage of

development (cf. e.g., Cumming, 2006; Elango

et al., 1995; Gompers and Lerner, 1999) and since

Sapienza and Gupta (1994) shows that higher moral

hazard characterized early-stage ventures, a dummy

variable has been included in the regression analysis,

with values of 1 = early-stage supported, and 0

otherwise; (b) industry dummies reflecting the sec-

tors that are most present in the PhVCs portfolio,

i.e., (b1) education and (b2) health (Scarlata and

Alemany, 2010); (c) geographical distribution of

PhVCs which, according to Cumming (2005a),

affects the type of instrument used to finance VC

deals. Accordingly, PhVCs were categorized into

European and American PhVCs, using a dichoto-

mous variable with values 0 = American and

1 = European; (d) typology of fund. In the case of

traditional VC firms, the distinction is made with

respect to government, corporate, or independent

TABLE IV

Sample summary statistics

N Use SEs’ stage of development PhVCs

geographical

distribution

Typology

of PhVCs

Organiza-

tional

form of

backed SEs

Early-

stage

Expansion Maturity Europe USA Non-

profit

For-

profit

Non-

profit

For-

profit

Panel A: Security

Grant 33 0.73 0.400 0.400 0.200 0.536 0.464 0.792 0.208 0.727 0.273

Equity 35 0.34 0.363 0.454 0.181 0.662 0.338 0.833 0.167 0.286 0.714

Quasi-equity 36 0.29 0.400 0.400 0.200 0.797 0.203 0.900 0.100 0.222 0.778

Subordinated debt 35 0.11 0.375 0.375 0.250 0.662 0.338 1.000 – 0.057 0.943

Senior debt 36 0.08 0.375 0.375 0.250 0.662 0.338 1.000 – 0.083 0.917

Panel B: Valuation

Use of valuation 31 0.20 0.426 0.500 0.074 0.875 0.125 0.875 0.125 0.455 0.545

Panel C: Contractual provisions

Anti-dilution 35 0.20 0.363 0.454 0.181 0.855 0.145 1.000 – 0.364 0.636

Liquidation preferences 35 0.17 0.500 0.375 0.125 0.662 0.338 1.000 – 0.375 0.625

Drag-along 30 0.17 0.500 0.500 – 1.000 – 1.000 – 0.286 0.714

Tag-along 30 0.13 0.500 0.500 – 1.000 – 1.000 – 0.200 0.800

Vesting 35 0.11 0.428 0.428 0.144 0.495 0.505 1.000 – 0.500 0.500

Pre-emption rights 30 0.10 0.333 0.667 – 1.000 – 1.000 – 0.400 0.600

None of the above 35 0.88 0.418 0.400 0.182 0.595 0.405 0.829 0.171 0.600 0.400

Note: This table presents the number of PhVCs by type of security (Panel A) and by contractual provision (Panel B), SE’s

stage of development, PhVCs location, PhVCs typology, and organizational form of backed SEs. The total number of

respondents for each security and contractual provision is reported in the column Respondents, whereas the number of

PhVCs using each security is reported in column Use. The sum of the categories in column Use does not amount to 100%

as respondents were allowed to choose multiple options. The proportions of early-stage, expansion-stage, and maturity

stage SEs sum to 1.0. The proportion of European and American PhVCs is weighted by the proportion of respondents

belonging to each location and it sums to 1. The proportion of non-profit and for-profit PhVC is weighted by the

proportion of respondents belonging to each category and it is equal to 1. The proportion of non-profit and for-profit

backed SEs amounts to 1.
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firms. For what concerns PhVCs, these have been

categorized based on based on the application of

the non-distribution constraint (Hansmann, 1980).

Accordingly, the dichotomous variable with values

1 = non-profit PhVCs and 0 = for-profit PhVCs

was included; (e) composition of the portfolio by

organizational form of backed SEs, with the

dichotomous variable taking value of 0 if the SE is a

non-profit, 1 if it is a for-profit one.

We thus estimate the multivariate regression

equations of the following form:

Frequency of formal monitoring ¼ aþ b1 grantð Þ
þ b2 senior loanð Þ þ b3 subordinated loanð Þ
þ b4 quasi-equityð Þ þ b5 equityð Þ
þ b6 early stage SEsð Þ þ b7 education SEsð Þ
þ b8 health SEsð Þ þ b9 American PhVCsð Þ
þ b10 for-profitð Þ þ b11 Non-profit SEsð Þ þ e

ð1Þ

Valuation

The left-hand-side of choice variables for Proposi-

tion 2 uses the variable Trust as a measure of the

stewardship offered by PhVCs. The right-hand-side

includes a dichotomous variable with values 0 = No

valuation, and 1 = Valuation performed, controlling

for stage of development, industry, geographical

location of the PhVC fund, typology of PhVCs, and

organizational form of backed SEs. The regression

equation thus assumes the following form:

Importance of trust¼ aþb1 valuationð Þ
þb2 early stage SEsð Þþb3 education SEsð Þ
þb4 health SEsð Þþb5 American PhVCsð Þ
þb6 for-profit PhVCsð Þþb7 non-profit SEsð Þþ e

ð2Þ

Contractual provisions

As done in the ‘‘Type of instrument used’’ section, the

left-hand-side of choice variables for Proposition 3

and Proposition 4 includes PhVCs-SE interaction at

both formal and informal levels, as previously mea-

sured. The right-hand-side variables include the fol-

lowing dichotomous independent variables: Vesting,

Anti-dilution, Liquidation preferences, Drag-along,

Tag-along, Pre-emption rights, and None of the

above. Controls are variables (a), (b), (c), (d), and (e)

used in the capital structure analysis. The regression

equation takes thus the following form:

Frequency of formal monitoring¼ aþb1 vestingð Þ
þb2 anti-dilutionð Þþb3 pre-emptionð Þ
þb4 drag-alongð Þþb5 tag-alongð Þ
þb6 liquidation preferencesð Þþb7 early stage SEsð Þ
þb8 education SEsð Þþb9 health SEsð Þ
þb10 American PhVCsð Þþb11 for-profit PhVCsð Þ
þb12 non-profit SEsð Þþ e

ð3Þ

Stewardship

To test for Proposition 5, the left-hand side of Eqs. 1

and 3 is reformulated including the importance of

trust as measure of stewardship. As such, the equa-

tions take the following form:

Importance of trust¼ aþb1 grantð Þ
þb2 senior loanð Þþb3 subordinated loanð Þ
þb4 quasi-equityð Þþb5 equityð Þ
þb6 early stage SEsð Þþb7 education SEsð Þ
þb8 health SEsð Þþb9 American PhVCsð Þ
þb10 for-profit PhVCsð Þþb11 non-profit SEsð Þþ e

ð4Þ

Importance of trust¼ aþb1 vestingð Þ
þb2 anti-dilutionð Þþb3 pre-emptionð Þ
þb4 drag-alongð Þþb5 ðtag-alongÞ
þb6 liquidation preferencesð Þþb7 early stage SEsð Þ
þb8 education SEsð Þþb9 health SEsð Þ
þb10 American PhVCsð Þþb11 for-profit PhVCsð Þ
þb12 non-profit SEsð Þþ e

ð5Þ
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The column Use in Panel B of Table IV presents the

use of the different typologies of financial instruments

(Panel A) and contractual provision (Panel B) by (1)

stage of development of PhVC backed SEs, (2)

geographical distribution of the PhVCs, (3) typology

of PhVCs, and (4) organizational form of backed SE.

A few findings have shown that grant and quasi-

equity are used in a similar way across different stages

of SE’s development. Results also show that Euro-

pean PhVCs tend to use more sophisticated securi-

ties that American ones and that, after controlling for

the proportion of non-profit and for-profit PhVCs,

non-profit ones tend to use more the mentioned

securities. However, this could be influenced by the

fact that both in the population and in the sample,

for-profit PhVCs are a marginal proportion as dis-

cussed in the previous section. Interestingly, but not

surprisingly, grants are more used to finance non-

profit SEs, whereas equity and other types of secu-

rities tend to be used more with for-profit SEs.

For what concerns contractual provisions, Panel B

clearly shows a consistent higher use by European

non-profit PhVCs while financing non-profit early

and expansion stage SEs. In addition, whereas con-

tractual provisions such as anti-dilution, liquidation,

drag-along, tag-along, and pre-emption rights, when

used, are used while backing for-profit SEs, vesting

clauses are used in a similar proportion for non-

profit and for-profit SEs. This suggests that the social

entrepreneur is considered a key success factor by

PhVCs who, thus, incentivize the human capital

using vesting provisions.

Table V shows the Fisher exact test for difference

between the security selected (Panel A) and con-

tractual provisions (Panel B) with the variables SEs

stage of development, PhVCs geographical distri-

bution, typology of PhVCs, and organizational form

of backed SEs.

As such, Panel A of Table V identifies significant

differences with respect to the use of grant financing

and (i) expansion stage SEs, (ii) non-profit SEs, and

(ii) for-profit SEs; the use of equity and for-profit

SEs; and the use of quasi-equity and (i) expansion

stage SEs and (ii) for-profit SEs. A cross-tab analysis

of these significant differences reveals that grant

financing (i) tends to be less used when financing

TABLE V

Difference between security and typology of PhVCs – Fisher exact test

N SEs stage of development PhVCs

location

Typology

of PhVCs

Organizational form of

backed SEs

Early

stage

Expansion

stage

Maturity

stage

Non-profits For-profits

Panel A: Security

Grant 33 – * – – – ** **

Equity 35 – – – – – – ***

Quasi-equity 36 – ** – – – – ***

Subordinated debt 35 – – – – – – –

Senior debt 36 – – – – – – –

Panel B: Valuation

Valuation performed 31 – – – – – * –

Panel B: Contractual provisions

Anti-dilution 35 – – – – – ** **

Liquidation preferences 35 – – – – – ** **

Drag-along 30 – – – – – *** **

Tag-along 30 – – – – – *** *

Vesting 35 – – – – – – –

Pre-emption rights 30 – – – – – – –

None of the above 35 – – – – – – –

*Coefficient significant at 10% level; **coefficient significant at 5% level; **coefficient significant at 1% level.
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expansion stage SEs (observed count of 16 versus an

expected count of 18), (ii) is more used while

backing non-profit SEs (observed count of 24 versus

expected count of 21), (ii) is less used while backing

for-profit SEs (observed count of 10 versus expected

count of 14). Equity financing is more used in the

case of backing for-profit SEs (observed count of 11

versus expected count of 6.5). Last, quasi-equity

tends to be (i) more used for expansion stage SEs

(observed count of 10 versus expected count of 7.5),

and (ii) more used for for-profit SEs (observed count

of 10 versus expected count of 5.6).

Panel B of Table V indicates significant differ-

ences with respect to non-profit SEs, which tend to

be less formally valuated with an observed count of 6

versus expected count of 8. Panel C identifies dif-

ferences in terms of use of anti-dilution provisions,

liquidation preferences, drag-along, and tag-along

and the organizational form of the backed SEs.

Again, a cross-tab analysis indicates they tend to be

more used while backing for-profit SEs, with

observed count of 7 versus expected count of 4 for

anti-dilution, observed count of 5 versus expected

count of 3.4 for liquidation preferences, observed

count of 3 versus expected count of 1.5 for drag-

along, and observed count of 5 versus expected

count of 2.5 for tag-along.

Table VI reports the Spearman’s correlation coeffi-

cient between frequency of formal monitoring, the

importance of trust and type of instrument used (Panel

A), valuation (Panel B) as well as contractual provisions

(Panel C). Results indicate the existence of a significant

negative correlation between grant financing and the

frequency of formal meetings and a positive correlation

between equity financing and formal monitoring.Even

though correlations are not significant, a negative value

is found with respect to all types of interactions con-

sidered here and grant financing.

Results

The subsequent empirical analysis focuses on

understanding the strength of the relationship

TABLE VI

Spearman correlation between frequency of formal monitoring, importance of trust and securities, valuation method-

ology, and contractual provisions

Number of

observations

Frequency of

formal meetings

Importance of trust

Panel A: Security

Grant 33 -0.169 0.395***

Equity 35 0.109** -0.002

Quasi-equity 36 0.050 -0.026

Subordinated debt 35 -0.049 0.243

Senior debt 36 -0.058 0.270*

Panel B: Valuation

Valuation performed 31 -0.307

Panel C: Contractual provisions

Anti-dilution 35 -0.078 -0.321**

Liquidation preferences 35 -0.128 -0.338**

Drag-along 30 0.147 -0.244

Tag-along 30 0.155 -0.310*

Vesting 35 -0.069 -0.276*

Pre-emption rights 30 0.109 -0.329**

None of the above 35 0.106 -0.149

Note: This table presents the Spearman non-parametric correlation coefficients across securities, contractual provisions

and frequency of interaction between the PhVC investor and the backed SE. *Coefficient significant at 10% level;

**correlation significant at 5% level; ***correlation significant at 1% level.
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existing among instrument used, valuation, and

contractual provisions with moral hazard and stew-

ardship indicators, measured in terms of frequency of

interaction between the PhVC investor and backed

SEs and trust.

Type of instrument used

As presented in the previous section, a multivariate

regression was performed. The estimates for Eq. 1

are presented in the second column of Table VII.

Securities are able to explain 58.4% of the variance

in the frequency of formal monitoring. The main

finding is the existence of a significant negative

coefficient between frequency of formal monitoring

and the use of grant financing (b = -0.411,

p < 0.1) and SEs active in the healthcare sector,

whereas a positive significant coefficient is obtained

for equity (b = 0.582, p < 0.01). Findings thus

support Proposition 1; in fact, if moral hazard was

actually able to describe the PhVC–SE investment

relationship, the expectation was to have a positive

significant coefficient between the frequency of

formal monitoring and the use of grant financing.

This might suggest that stewardship, rather than

moral hazard, is better able to describe the PhVC

deal structuring behavior in capital structure. Con-

cerning this point, one of the interviewed PhVCs

declared:

[Name of PhVCs] does provide capital and strategic

assistance but at the moment capital is provided in the

form of grants. […]So we would fund an IT system or,

you know, pay salaries for senior members of staff or a

working capital facility. So in that sense it is equity like

but literally speaking it is structured as a grant. So there

is no return of the money back to [Name of PhVCs]. It

is equity like in time engagement. (PhVCs B)

However, moral hazard becomes an issue when

equity is used to finance PhVC deals. This typically

happens only when financing for-profit organiza-

tions, as they are not subject to the non-distribution

constraint. To this respect, one of the interviewed

PhVCs declared:

We have also made loans and equity investments in the

for-profit SEs. So far we have provided loan to one

organization that was a non-profit […] it was a more

TABLE VII

Multivariate regression for frequency of formal monitoring, importance of trust and instrument used

Type of instrument Number of

observations

Frequency of

formal monitoring

Importance of trust

Grant 33 -0.411* -0.243

Senior debt 35 0.153 -0.130

Subordinated debt 36 -0.285 0.158

Quasi-equity 35 0.091 -0.162

Equity 36 0.582*** -0.265

Early-stage SEs 33 0.334 0.199

Education SEs 37 -0.233 -0.013

Health SEs 37 -0.519** 0.025

American PhVCs 40 -0.176 -0.119

For-profit PhVCs 40 0.141 0.193

Non-profit SEs 40 -0.081 0.421*

R2 0.584 0.353

Adjusted R2 0.298 -0.003

Note: This table presents multivariate regression coefficient for Eqs. 1 and 4 controlling for stage of development of backed

SEs, industry, geographical distribution of the PhVCs, typology of PhVCs, organizational form of backed SEs. *Coef-

ficient significant at 10% level; **coefficient significant at 5% level; ***coefficient significant at 1% level.
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developed organization so I think it must have been a

capital need at that moment. (PhVCs A)

Regression results, thus, suggest that PhVCs

perceive the risk that the social entrepreneur might

implement a perks-and-stealing behavior or, also,

focus on self-interest maximization through profits

rather than focusing on achieving the SEs’ social

mission.

Estimates for Eq. 4 are presented in the third

column of Table VII. Accordingly, the importance

of trust increases by 0.421 whenever PhVCs invest

in non-profit SEs, a significant positive influence of

non-profit SEs is identified. Findings indicate that

35.3% of the variance in Importance of trust is ex-

plained by the model. However, a negative adjusted

R2 is obtained, indicating that a low number of

observations are affecting the power of the estimates

resulting in just one coefficient being significant.

However, a one-way MANOVA analysis re-

ported in Table VIII reveals a significant multivariate

within-subjects main effect for grant, equity, and

health, and for the interaction term quasi-equity and

equity (interaction terms are not presented in

Table VII for conciseness but are available upon

request). Given the significance of the overall test,

univariate main effects were examined.

As reported by Table IX, significant univariate

main effects for frequency of formal monitoring

were obtained for all the significant variables. It also

suggests that the significant correlation obtained

with multivariate regression between importance of

trust and non-profit SEs was obtained by chance, as

the negative adjusted R2 and the discussion around

the sample size indicated.

Valuation

Estimates for Eq. 2 are shown in Table X. Results

support Proposition 2 as the regression coefficient

is negative and significant at 5% level, indicating

that stewardship, as measured by the importance

of trust, supersedes the use of traditional valuation

models. Furthermore, as in the case of capi-

tal structure, a negative relationship affects the

importance of trust and American PhVCs whereas

a positive one is identified with respect to non-

profit SEs.

TABLE VIII

MANOVA test for within-subjects effect for frequency of formal monitoring, importance of trust and type of instru-

ment used

Type of instrument Number of

observations

Wilks’ Lambda Partial g2 Observed power

Grant 33 0.595* 0.405 0.505

Senior debt 35 0.886 0.114 0.129

Subordinated debt 36 0.753 0.247 0.268

Quasi-equity 35 0.867 0.133 0.146

Equity 36 0.544** 0.456 0.596

Early-stage SEs 33 0.854 0.146 0.157

Education SEs 37 0.693 0.307 0.348

Health SEs 37 0.574* 0.062 0.542

American PhVCs 40 0.968 0.032 0.069

Non-profit PhVCs 40 0.672 0.328 0.379

Non-profit SEs 40 0.752 0.248 0.269

Note: This table presents the MANOVA test for within-subject effects between Frequency of formal monitoring,

Importance of trust, and Securities, controlling for stage of development of backed SEs, industry, geographical distribution

of the PhVCs, typology of PhVCs, and organizational form of backed SEs. *Coefficient significant at 10% level;

**coefficient significant at 5% level; ***coefficient significant at 1% level.
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Contractual provisions

Table XI shows coefficient estimates for Eqs. 4, and

5 testing for moral hazard and stewardship using

contractual provisions as independents. Positive

significant coefficients are obtained when vesting is

used (b = 0.755, p < 0.1) and when and typical VC

covenants are not used (b = 0.768, p < 0.1).

No other significant coefficients are found. A one-

way MANOVA analysis indicates no significant

main effects (results are not reported for conciseness

but are available upon request).

If focusing on the analysis of the level and

direction of regression coefficients, at first sight, it

appears that PhVC contractual agreements try to

minimize moral hazard through the use of standard

VC contractual provisions. Positive coefficients are

found between anti-dilution, liquidation prefer-

ences, tag-along, pre-emption rights, and vesting

and the frequency of formal monitoring. However,

since the mentioned provisions are significantly

associated with the use of equity (cf. Table XII), and

the use of equity can only be possible in for-profit

SEs, findings confirm results obtained in the capital

structure section: when PhVCs back for-profit SEs,

they tend to structure their deals as done in tradi-

tional VC and in such a way that the risk for

opportunistic behaviors is minimized. On the con-

trary, when PhVCs are backing non-profit SEs, they

tend to behave more as stewards rather than prin-

cipals: the non-distribution constraint pulls away

moral hazard risks and investor can indeed focus

their activity at the strategic support level.

Limitations, extensions, and further research

This article introduced the first analysis of the deal-

structuring phase in PhVC investments. As the

PhVC field has emerged mainly in the last decade,

TABLE IX

MANOVA univariate tests

Type of instrument Frequency of formal monitoring Importance of trust

F Partial g2 Observed power F Partial g2 Observed power

Grant 7.485** 0.405 0.703 0.984 0.082 0.148

Equity 5.997** 0.353 0.607 0.480 0.042 0.097

Health 7.262** 0.398 0.690 0.034 0.003 0.053

Quasi-equity * Equity 6.836** 0.383 0.664 1.232 0.101 0.174

Note: This table presents the MANOVA univariate tests for within-subject effects between Frequency of formal moni-

toring, Importance of trust, and grant, equity, health, and interaction term of quasi-equity * equity controlling for stage of

development of backed SEs, industry, geographical distribution of the PhVCs, typology of PhVCs, organizational form of

backed SEs. *Coefficient significant at 10% level; **coefficient significant at 5% level; ***coefficient significant at 1%

level.

TABLE X

Multivariate regression for importance of trust and use

of valuation methods

N Importance of trust

Use of valuation 31 -0.467**

Early-stage SEs 33 -0.186

Education SEs 37 0.203

Health SEs 37 0.037

American PhVCs 40 -0.405*

For-profit PhVCs 40 -0.035

Non-profit SEs 40 0.390*

R2 0.451

Adjusted R2 0.224

Note: This table presents multivariate regression coeffi-

cient for Eq. 2 controlling for stage of development of

backed SEs, industry, geographical distribution of the

PhVCs, typology of PhVCs, and organizational form of

backed SEs. *Coefficient significant at 10% level;

**coefficient significant at 5% level; ***coefficient sig-

nificant at 1% level. The variable multiples was removed

to avoid perfect multicollinearity.
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there are limitations in the analysis. As stated earlier,

while obtaining a high response rate, the respondent

sample is too small to obtain powerful results from

standard multivariate regression models.

Second, despite having strived to minimize both

undercoverage error by consulting different dat-

abases and the inclusion of ineligible units in the

analysis, the absence of a PhVC association in the

United States makes the identified the US popula-

tion subject to sampling error. Furthermore, not all

PhVCs that are active in Europe might be part of the

European Venture Philanthropy Association. Sour-

ces utilized to integrate the NVCA list of PhVCs and

that provided by EVPA were integrated with addi-

tional databases, which, however, were before the

analysis conducted in this study. As such, future re-

search should try to enlarge the database of PhVCs,

identifying others that are active in the field and

including those that were created after the sur-

vey used here was sent out. Simultaneously, the

TABLE XI

Multivariate regression for formal monitoring, importance of trust and use of contractual provisions

Contractual provisions N Frequency of

formal monitoring

Importance

of trust

Anti-dilution 35 0.618 0.106

Liquidation preferences 35 – –

Drag-along 30 – –

Tag-along 30 0.739 0.043

Pre-emption rights 35 0.606 -0.780

Vesting 30 0.755* -0.086

None of the above 35 0.768* 0.323

Early-stage SEs 33 -0.090 -0.292

Education SEs 37 -0.079 0.115

Health SEs 37 0.169 0.056

American PhVCs 40 0.234 -0.232

For-profit PhVCs 40 0.187 0.260

Non-profit SEs 40 0.518 0.268

R2 0.636 0.552

Adjusted R2 0.135 0.105

Note: This table presents multivariate regression coefficient for Eqs. 4 and 6 controlling for stage of development of backed

SEs, industry, geographical distribution of the PhVCs, typology of PhVCs, organizational form of backed SEs. *Coef-

ficient significant at 10% level; **coefficient significant at 5% level; ***coefficient significant at 1% level.

TABLE XII

Spearman correlation between securities and contractual provisions

Anti-dilution Liquidation

preferences

Drag-along Tag-along Pre-emption

rights

Vesting None of

the above

Grant -0.365* -0.248* -0.457** -0.457* -0.044 -0.194 0.292*

Senior debt 0.084 0.116 -0.123 -0.123 -0.104 0.199 0.289

Subordinated debt 0.667*** 0.447*** 0.277 0.348 -0.104 0.196 0.000

Quasi-equity 0.406 0.106 0.019 0.088 0.088 0.178 0.000

Equity 0.764*** 0.488*** 0.462** 0.595*** 0.595*** 0.385** -0.260*

Note: This table presents the Spearman non-parametric correlation coefficients between securities and contractual pro-

visions. *Correlation significant at 10% level; **correlation significant at 5% level; ***correlation significant at 1% level.
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integration of new PhVCs included in the database

with an effort to capture more of the non-respon-

dents would allow the researcher to simultaneously

solving for power.

Third survey responses involve some level of

subjectivity. In particular, the statistical relationships

between subjectively assessed characteristics of moral

hazard and stewardship with the PhVCs’ deal

structuring behavior may reflect a post-hoc ratio-

nalization of the decision. Also, the analysis con-

ducted here focused on the PhVCs’ portfolio level.

Future research may analyze PhVC investment at

the backed organization level, studying the con-

tractual agreements actually signed by PhVCs and

backed social entrepreneurs. This kind of analysis

could shed more light both on the nature of the

stewardship services provided to SEs and on the

way these are supplied. Also, new insights into

the mechanisms through which trust between the

PhVCs and the backed social entrepreneur is built

and how they impact the success of the investment

both in terms of sustainability of the backed SE and

in the maximization of social impact could be

obtained.

In addition, future research could also examine

whether and under which conditions the strategies

borrowed by PhVCs from traditional VCs can

effectively be applied to the financing of for-profit

social ventures and how social end financial motives

are mixed in the strategic management of the

investment.

Conclusions

The PhVC industry is a unique sector as it combines

the use of traditional VC investment practices

with the objective of social impact maximization

rather than financial return. This is a new way of

giving. Despite the different value proposition, if

PhVC implicitly derives from VC, moral hazard and

agency theory should be able to describe the PhVCs’

investment behavior as they do in traditional VC.

Within this setting, we build on previous research on

VC by relating and tracking the presence and

management of moral hazard issues in the deal

structuring phase of the investment, both in terms of

securities and contractual provisions used in PhVC

deals. In contrast to this, we also test whether

stewardship rather than moral hazard is better able to

describe the PhVCs behavior.

This article is the first exploratory study on deal

structuring in PhVC and introduced for the first

time the analysis of a unique and detailed data

set on European and American PhVC investors.

Construct validity and triangulation were controlled

for by integrating qualitative and quantitative

research methodologies, i.e., interviews and survey

techniques.

Data introduced in this article indicated that

stewardship, assuming an interest convergence

between PhVCs and backed SEs, is better able

to describe the deal-structuring phase of PhVC

investments as opposed to moral hazard, when

backed SEs are non-profit. Findings support the

claim that moral hazard issues are not perceived as

severe while financing non-profit SEs as those

PhVCs that finance the deal through grants tend to

formally monitor backed SEs less frequently; also,

they tend to place more importance on trust rather

than on formal control devices. As such, results show

that moral hazard is indeed a relevant issue while

financing for-profit SEs as the non-applicability of

the non-distribution constraint makes for-profit SEs

more similar to traditional entrepreneurial ventures

and PhVCs to more traditional VCs. On the one

hand, for-profit social entrepreneurs might pursue

perks-and-stealing strategies. On the other, they

might focus on profit maximization in pursuit of

self-interest considerations, rather than on social

impact. Similarly, data show that stewardship-

related-accounting information is more relevant than

formal accounting valuation, as PhVCs significantly

valuate SEs less when they trust them more. Trust is

essential while valuing SEs’ needs as there is not a

market that prices social organizations and thus no

comparables are available to apply the multiple val-

uation as done in traditional VC.

Results on contractual agreements provide further

support to the stewardship behavior of PhVCs

backing non-profit SEs and of acting as principals

while financing for-profit SEs. To this respect, as

Dees and Anderson (2003, p. 6) argue: ‘‘Successful

[for-profit] social entrepreneurs need to understand

and address the challenges of combining the profit

motive with social objectives in a way that still

preserves at least some of the benefits that make the

for-profit structure attractive in the first place.
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In attempting to do so, for-profit social entrepreneurs

should be particularly aware of the additional com-

plexity that arises when combining two different,

sometimes divergent, objectives, as well as the po-

tential pressures to compromise one or both of their

objectives.’’ As such, the non-distribution constraint

appears to be the most effective governance tool

while aligning the interest of PhVCs and backed SEs.

This study makes several contributions for both

researchers and practitioners. From a scholar per-

spective, it builds a theory on the PhVCs investment

model and shows that, while common belief is that

PhVCs implicitly derives from VC sharing with it

the same theoretical organizational model, this is

partially not the case: PhVCs share similar issues and

constraints as VCs while financing for-profit SEs,

but behave differently while backing non-profit

organizations. To this respect, the research makes an

important contribution to the VC literature as it is

possible to build contractual relationship based on

trust rather than on self- and profit-motivated-

interests. Also, it shows that social and entrepre-

neurial finance are indeed different, reflecting dif-

ferences on the organizational identity level that

impact mainly the deal structuring phase.

Insights are also gained by entrepreneurship

scholars, contributing to the social entrepreneurship

literature by presenting the first exploratory study on

a new form of financing. We thereby suggest that

social and commercial entrepreneurship are indeed

different as the non-distribution constraint makes

them subject to different managerial behaviors.

From a practitioner’s perspective, it provides a

guideline on PhVC investments both for social

entrepreneurs seeking funds and for those actors who

are interested in entering the PhVC field, arguing

that VC deal structuring practices must be adjusted to

take into account for the peculiar characteristics of

SEs related to the organizational form these under-

take. It also indicates how deal structuring is per-

formed in PhVCs and the relevant issues that PhVCs

face while financing a social organization. Social

entrepreneurs thus can have a better idea of what to

expect when applying for PhVC financing. In addi-

tion, this research suggests to traditional VCs and

private equity players as regards how to improve the

way they operate as well as convincing and educating

them in that deals can be structured differently than

done so far, while achieving the same goal.

At the same time, this research sheds light for

traditional forms of philanthropy, as it shows that it

can move from the role of mere capital provider to

that of fully engaged partner, monitoring and

tracking the performance of the backed SEs while

trying to maximize its social impact: ‘‘The value

created in this way extends beyond the impact of

one grant: it raises the social impact of the grantee in

all that it does and, to the extent that grantees are

willing to learn from one another, it can increase the

effectiveness of other organizations as well (Porter

and Kramer, 1999, p. 124).’’ As such, traditional

philanthropists moving into the PhVC arena might

find it more efficient for social value creation to

become involved in the strategic management of the

SEs receiving funds, creating value, and signaling the

value they are creating to other players.

Findings thus suggest that the success of the PhVC

investment model, on a social, financial, as well as

environmental level might be influenced by the de-

gree to which its surroundings approximate the idea

of a civic community, with a steady recognition and

pursuit of the public good at the expenses of all purely

individual private ends. The dichotomy between self-

interest and altruism can easily be overdrawn, as no

society can renounce the powerful motivation of self-

interest. Citizens in the civic community are not

required to be altruist; in the civic community,

however, citizens pursue what de Tocqueville (2009)

termed ‘‘self-interest properly understood,’’ i.e., self-

interest defined in the context of broader public

needs, self-interest that is ‘‘enlightened’’ rather than

‘‘myopic,’’ self-interest that is alive to the interests of

others. Trust enables the civic community more easily

to surmount what economists call ‘‘opportunism,’’ in

which shared interest are unrealized because each

individual, acting in wary isolation, has an incentive

to defect from collective action.

Note

1 Based on the Council of American Research Orga-

nization (CASRO), on the American Association for

Public Opinion Research (American Association for

Public Opinion Research, 2008), and on Lynn et al.

(2001) surveys can be considered complete if at least

80% of the questions have been reliably and validly

answered.
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The Role of Corruption, Culture, and Law

in Investment Fund Manager Fees
Sofia A. Johan

Dorra Najar

ABSTRACT. This article considers an international

sample of venture capital and private equity funds to assess

the role of law, corruption, and culture in setting fund

manager fees. With better legal conditions, fixed fees are

lower, carried interest fees are higher, clawbacks are less

likely, and share distributions are more likely. Countries

with lower levels of corruption have lower fixed fees and

higher performance fees, and are less likely to have

clawbacks and cash-only distributions. Hofstede’s mea-

sure of power distance is negatively related to fixed fees

and the use of cash-only distributions, but positively

related to performance fees and clawbacks. Overall, the

data strongly indicate that corruption, culture, and legal

settings are much more significant in determining fees than

fund manager characteristics and/or market conditions.

KEY WORDS: managerial compensation, incentive

contracts, private equity, law and finance

JEL CLASSIFICATION: G23, G24, G28, K22, K34

Introduction

Over the course of the mid-2007–2009 financial

crisis, fees paid to financial managers have been

rigorously scrutinized. There are numerous exam-

ples that have become notorious, largely associated

with government bailouts and subsequent bonus

payments. For example, Sir Fred Goodwin, the

former CEO of the Bank of Scotland, received fees

that led The Economist to refer to him as ‘‘dishon-

orable.’’1 There are blogs that cite a deathwatch for

Sir Fred Goodwin,2 just as there were numerous

reports of death threats for AIG employees after their

bonus payments were made public subsequent to

government bailouts.3 Credit Suisse approved in

April 2010 very controversial bonus payments.4

Similar examples are so very widespread that it is

hard to not make the mental connection between

regulation, corruption, ethics, and fees in the

financial community.

Likewise, there has been a significant and growing

concern in the venture capital and private equity

industries worldwide of the role of corruption in

influencing fund manager activities. For example,

the high-profile law firm S. J. Berwin noted in their

Private Equity Comment5 (March 2010) that regu-

lators are paying significantly more attention to

venture capital fund manager corruption, particularly

with respect to bribery, and environmental, social,

and governance issues. S. J. Berwin commented

that… ‘‘It makes good business sense, therefore, for

[fund] managers to understand the legal issues in

every country in which the fund does business, and

to take active steps to ensure that responsible busi-

ness practices are adopted throughout the portfolio.’’

S. J. Berwin further commented that the private

equity industry worldwide would suffer from the

longer-term effects from the crackdown on cor-

ruption for many years to come. S. J. Berwin

expressedparticular concernwith international venture

capital and private equity transactions and exposure to

firms linked to governments and corruption.

This wave of media coverage and public outrage

against fund manager fees in recent years suggests a

need to better understand the determinants of

fund manager fees. Fund manager fees comprise

many components, including fixed fees, perfor-

mance based fees, clawbacks, and cash versus share

payments.

The contracts that regulate the payment of fees for

fund managers of venture capital and private equity

provide a useful context in which to examine the

role of law, corruption, and culture in setting fund

manager fees. Venture capital and private equity

Journal of Business Ethics (2010) 95:147–172 � Springer 2011
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funds are typically set up as limited partnerships

whereby the institutional investors are the limited

partners and the fund manager is the general partner

(Cumming et al., 2005; Cumming and Johan, 2007).

Institutional investors include pension funds (Jeng

and Wells, 2000; Mayer et al., 2005) (which are

most common across countries), insurance compa-

nies, banks, endowments, etc. Venture capital and

private equity funds typically have a finite life of

10–13 years. This life-span allows the fund managers

to have sufficient time to select appropriate investees

and manage such investments to fruition. A typical

investment in an entrepreneurial firm can take from

2 to 7 years from first investment to the exit date.

Entrepreneurial firms typically lack income, revenue

and/or cash flows to pay interest on debt and divi-

dends on equity; hence, returns to institutional

investors are in the form of capital gains upon exit

(such as an IPO or acquisition for successful entre-

preneurial firms, or a write-off for unsuccessful

firms).

Venture capital and private equity fund managers

are compensated with a two-part fee. The first part is

a fixed fee which is commonly 1–3% of the fund’s

assets in the U.S. (Gompers and Lerner, 1999), and

paid annually. This allows for an appropriate annual

salary for the fund managers and allows the fund

managers to meet overhead costs over the life-span

of the fund, particularly in times before the realiza-

tion of investments in the investee firms. The second

component is the performance fee, or carried

interest, which is commonly 20% of the profits

earned by successful fund investments (Gompers and

Lerner, 1999). Fixed fees are higher and perfor-

mance fees are lower among younger funds, which is

consistent with a learning model whereby risk-

averse fund managers are more likely to prefer more

certain compensation when their abilities are un-

known to themselves (Gompers and Lerner, 1999).

Fund managers may face clawbacks of their fees,

which means that institutional investors in funds can

retract performance fees paid out in the early years of

the fund in the event of poor performance in later

years. Institutional investors into funds can state in

limited partnership contracts that payment terms

come either in the form of cash or share distribu-

tions.

In this article, we compare and contrast the role of

fund manager characteristics and market conditions

to the legal and institutional setting in which a fund

is based to understand the determinants of fund

manager fees. We expect market conditions and

fund manager characteristics to be important in

setting fees, as these factors would be important in

any labor market context. In respect of legal and

institutional differences, we compare and contrast

the role of legal conditions versus cultural conditions

in a country to ascertain the importance of country-

specific factors on fees. We expect countries with

superior legal settings to affect fees in a way that

better aligns the interests of fund managers with their

investors, as shown in a prior study with a sample of

50 venture capital funds worldwide (Cumming and

Johan, 2009). We extend this prior study in two

important dimensions. First, we obtain a much larger

and more recent sample to assess the robustness of

prior findings. Second, and perhaps more impor-

tantly, we explore for the first time the effect of the

specific features of a country’s legal and institutional

setting on fees, including different components of

legal conditions (specific indices from La Porta et al.,

1998) as well as cultural dimensions on fees (Hofstede’s

cultural indices) and corruption.

Based on a sample of 123 venture capital and

private equity funds around the world, we find that

in countries with better legal conditions, fixed fees

are lower, carried interest fees are higher, clawbacks

are less likely, and share distributions are more likely.

These findings support the idea that legal conditions

help us align the interests of managers and investors

(Cumming and Johan, 2006). We examine specific

components of legal indices to ascertain what spe-

cific legal conditions matter across countries, and

find a significant effect of the rule of law and the

efficiency of the judiciary on fees. Further, the data

indicate that corruption levels play a pronounced

role in shaping fund manager fee contracts across

countries. Countries with lower levels of corruption

have lower fixed fees and higher performance fees,

and are less likely to have clawbacks and cash-only

distributions. Also, we show that Hofstede’s measure

of power distance is negatively related to fixed fees

and the use of cash-only distributions, but positively

related to performance fees and clawbacks. Overall,

it is noteworthy that the data strongly indicate that

corruption, culture, and legal settings play a more

significant role in determining fees than fund man-

ager characteristics and/or market conditions.
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Our article is related to a growing literature on

law and finance associated with financial interme-

diation. Prior study has shown that fees depend on

legal conditions (Cumming and Johan, 2009; for

related study, see Keuschnigg, 2004; Keuschnigg and

Nielsen, 2001, 2003, 2004) but the dearth of data in

that study with 50 observations led to inconclusive

statements about what specifically mattered in terms

of specific attributes of a legal system that affected

fees. Other related evidence developed contempo-

raneously has shown that legal systems affect venture

capital financial contracts with entrepreneurs and

investment performance (Cumming et al., 2006;

Cumming and Johan, 2009; Cumming and Waz,

2010; Hege et al., 2009; Lerner and Schoar, 2005),

as do cultural factors across countries (Hazarika et al.,

2009). Our article contributes to the literature by

examining how specific legal and cultural differences

across countries matter for fee structures.

This article is organized as follows. ‘‘Hypotheses’’

section considers the institutional context and

develops hypotheses pertaining to the determinants

of fees. The data and summary statistics are presented

in ‘‘Data’’ section. Empirical tests follow in

‘‘Econometric tests’’ section. Concluding remarks

are provided in the last section.

Hypotheses

In ‘‘The role of corruption, culture, and law on fund

manager compensation’’ section, we first briefly

outline predictions with regard to the relation be-

tween legal conditions and managerial compensa-

tion. Thereafter in ‘‘Control variables for analyzing

managerial compensation across countries’’ section,

we discuss the importance of certain control

variables.

The role of corruption, culture, and law on fund

manager compensation

Venture capital and private equity fund managers are

financial intermediaries between institutional inves-

tors and entrepreneurial firms. Institutional investors

do not have the time and specialized skill set to carry

out due diligence in screening potential private

entrepreneurial firms in which to invest; institutional

investors also do not have the time and skills to

efficiently monitor and add value to the investee

entrepreneurial firms. The pronounced risks, infor-

mation asymmetries, and agency problems associated

with investments in small, illiquid, and high-tech

entrepreneurial firms is a primary explanation for the

existence of private investment funds with special-

ized skill sets to mitigate such problems (Cressy,

2002; Cressy and Toivanen, 2001; Cressy et al.,

2007; Cressy and Farag, 2011; Gompers and Lerner,

1999; Sahlman, 1990).

We expect countries with less corruption and

superior legal settings to affect fees in a way that

better aligns the interests of fund managers with their

investors. Where there is less corruption, there is less

uncertainty and risk of misappropriation of financial

resources. Fund managers who believe that their

efforts and higher risk taking will pay off will

therefore prefer lower fixed fees and higher perfor-

mance fees in countries with less corruption.

Moreover, institutional investors are less likely to

demand clawbacks rights on fees in countries with

less corruption, and less likely to demand cash-only

distributions.

Corruption is distinct from legal conditions in a

country, and, therefore, we consider legal settings

alongside measures of corruption. Legal conditions

can be measured in a variety of ways, such as the

many indices developed by La Porta et al. (1998) and

others. The traditional La Porta et al. (1998) indices

include efficiency of judicial system, rule of law, risk

of expropriation, risk of contract repudiation, and

shareholder rights. A weighted average of these

indices was adopted by Berkowitz et al. (2003) and

referred to as the Legality Index. It is natural to

expect these indices to matter for cross-country

determinants in fees, not because these indices were

developed for limited partnerships, but rather be-

cause they affect the uncertainty faced by fund

managers in carrying out their investments in those

countries and as such their expected incomes.

Consistent with Acemoglu and Zilibotti (1999), we

conjecture that fund managers operating in legal

conditions of poor quality will be more inclined to

accept higher fixed fees and lower performance fees.

At a general level, information asymmetries are more

pronounced in countries with poor legal conditions,

and therefore less-developed countries are less

likely to employ incentive contracts for managers

The Role of Corruption, Culture, and Law in Investment Fund Manager Fees
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and entrepreneurs (Acemoglu and Zilibotti, 1999).

Specifically in the venture capital context, prior

empirical study is consistent with the view that

countries with weaker legal conditions (based on the

La Porta et al., 1998, indices) face more uncertain

exit markets whereby it is more difficult to obtain a

capital gain and generate fund returns (Cumming

et al., 2005; Lerner and Schoar, 2005). As such, we

expect risk-averse fund managers to prefer higher

fixed fees in exchange for a lower performance fees

to garner a more certain income stream in countries

with weaker legal conditions.

Similarly, as fee contracts are the outcome of

bargaining between fund managers and their insti-

tutional investors, and bargaining depends on culture

in different countries, we may expect cultural mea-

sures developed by Hofstede to matter in setting fees.

Perhaps most notably, Power Distance, Individual-

ism, and Masculinity influence the degree of

inequality among contracting parties, and hence are

likely to be associated with higher fixed fees and

lower performance fees. The intuition, perhaps best

illustrated by Power Distance, is as follows. Power

Distance reflects the degree to which those in con-

trol or with bargaining power are able to dictate

terms, while those not in control are happy to accept

terms. Typically, bargaining power is greater among

institutional investors than fund managers since

raising a venture capital fund is challenging, partic-

ularly among first time fund managers in less-

developed countries where Power Distance is more

pronounced. Institutional investors might be more

inclined to prefer lower performance fees with

higher fixed fees, not higher performance fees with

lower fixed fees, if they do not want fund managers

to be able to earn extremely large incomes from the

contractual arrangement and thereby have a shift in

the Power Distance between the parties. Similarly,

Uncertainty Avoidance is also more likely to be

associated with higher fixed fees and lower perfor-

mance fees if both institutional investors and fund

managers seek more predictable payoffs in terms of

fees.6

H1: Fixed management fee percentages will be in

higher in countries with more corruption,

weaker legal conditions, and in countries with

more Power Distance, Individualism, Mascu-

linity, and Uncertainty Avoidance.

H2: Carried interest performance fee percentages

will be higher in countries with less corrup-

tion, stronger legal conditions, and in countries

with less Power Distance, Individualism,

Masculinity, and Uncertainty Avoidance.

While fund managers benefit from higher fixed

fees and lower performance fees in countries with

poor legal conditions, institutional investors never-

theless face a particularly pronounced risk of lower

profits among funds in countries with poor laws.

Institutional investors can lower the downside costs

of low returns with the mechanism of a ‘‘claw-

back.’’ A clawback means institutional investors can

retract performance fees paid out in the early years

of the fund to the fund manager in the event of

poor performance in latter years, thereby reducing

the overall compensation paid to fund managers in

the event of poor performance. A fund usually

distributes cash and other proceeds to the fund

manager and other investors upon each liquidating

event. The problem of excess distributions may

occur when earlier liquidations are profitable, and

later ones are not. This will be further exacerbated

if the fund manager accelerates the sale of profitable

investments and holds off the liquidation of bad

investments. In countries with more pronounced

corruption, this acceleration of a sale of an investee

firm is commonly carried out to pre-empt any

adverse consequence to the investment situation in

a country as a result of changes in political or ruling

regimes. What may have been a friendly investment

environment when the initial investments were

made may be hostile by the time divestments have

to be made over the life of the fund The clawback

allows the investors to recover excess distributions

upon liquidation of the fund.7 We therefore expect

clawbacks to be more frequently employed in

countries with poorer legal conditions and in

countries with more pronounced corruption. We

likewise expect clawbacks to be more common in

countries with greater Power Distance as it directly

reflects bargaining power among fund managers and

institutional investors.

H3: Clawbacks of fund manager fees in the event

of poor performance are more common in

countries with greater corruption, a weaker

Legality Index and greater Power Distance.

Sofia A. Johan and Dorra Najar
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We further expect legal conditions to influence

the mode of distribution of fund profits to institu-

tional investors in terms of cash versus share distri-

butions. Poor legal conditions increase the financial

risk of share positions in entrepreneurial firms;

therefore, all else being equal, the greater the

uncertainty created by a lower quality legal envi-

ronment, the greater the probability of a cash-only

distribution policy in the setup of a private fund. In

countries with more pronounced corruption, insti-

tutional investors prefer to limit their exposure to

vulnerable entrepreneurial firms up to the life of the

fund itself and will not want to hold on to shares of

the investee firm on their own account.

H4: The weaker the legal environment, and the

greater the corruption, the greater the proba-

bility of covenants mandating cash-only dis-

tributions from fund managers to institutional

investors.

Finally, in an international context venture

capital and private equity funds can be set up

offshore, and doing so typically has significant tax

advantages. In the U.S., share distributions are

common as the institutional investor can decide

when it is the best time to realize capital gains

(There are other reasons for share distributions, see

e.g., Gompers and Lerner, 1999). Since offshore

funds are by their very nature tax-lowering enti-

ties, the timing of realization of capital gains is a

less pronounced concern among institutional

investors of offshore funds, and therefore the need

for share distributions is less pronounced for off-

shore funds. Furthermore, aside from concerns

relating to taxation, offshore funds commonly com-

prise various types of institutional investors, such as

pension funds, insurance companies, banks, and

endowments from a diverse set of countries. Insti-

tutional investors from a diverse set of countries

typically face non-harmonized legal impediments to

acquiring and selling shares in entrepreneurial firms

transferred to them from the fund manager. Overall,

therefore, offshore funds are expected to mandate

cash-only distributions.

H5: Offshore funds are more likely to mandate

cash-only distributions from fund managers to

institutional investors.

Control variables for analyzing managerial compensation

across countries

A variety of factors pertaining to economic condi-

tions, institutional investor and fund manager char-

acteristics, including education and experience as

well as fund factors such as stage and industry focus,

among other factors, may quite validly influence

fund manager compensation. We briefly discuss each

of these factors below.

First, with regard to economic conditions, fund

managers are more likely to be compensated better

when the demand for fund managers exceeds supply.

For instance, in the boom periods, a phenomenon of

‘‘money-chasing deals’’ (Gompers and Lerner, 1999)

typically results, whereby fund managers are short in

supply relative to the institutional investors wanting

to contribute to the asset class (Kanniainen and

Keuschnigg, 2004). As such, fund managers are

more likely to have higher fixed fees and carried

interest percentages, and less likely to face clawbacks,

in times of boom economic conditions (i.e., in

countries with stronger economic environments and

at times of better stock market performance).

Second, apart from overall legal quality condi-

tions, specific legal environments pertaining to legal

origin might influence fee structures (La Porta et al.,

1997, 1998). Cultural differences across regions may

also be closely to legal origin variables.

Third, the level of overall compensation paid out

to fund managers is dependent upon tax regimes.

Performance fees paid to general partner fund

managers (carried interest) may be taxed at the

capital gains tax rate or deemed as business income

and taxed at the income tax rate (unlike venture

capital firms set up as corporations) (Fleishcher,

2008; see also Gilson and Schizer, 2003, on tax in

venture capital finance in the U.S.). As such, we

control for the difference between income tax and

capital gains tax rates for limited partnership funds.

Fourth, fund managers who are more educated

are more likely to receive higher fixed and perfor-

mance fees, and less likely to face clawbacks. Fund

managers with more relevant work experience are

more likely to have lower fixed fees but higher

carried interest percentages (consistent with the

signaling model as discussed in Gompers and Lerner,

1999).

The Role of Corruption, Culture, and Law in Investment Fund Manager Fees
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Fifth, fund characteristics such as fund size, stage

focus and industry focus can affect fees (Gompers

and Lerner, 1999). Larger funds are more likely to

have smaller fixed fees simply because the fixed

compensation would be excessive. Funds focused on

investing in earlier stages of development and in

more high-tech industries are more likely to have

higher performance fees to incentivise the fund

managers and align their interests with that of the

institutional investors (since agency problems and

information asymmetries are more pronounced

among funds focused in early stage and high-tech

investments).

Sixth, the type of institutional investor (bank,

government, pension fund, etc.) and their respective

risk tolerance levels could influence the pay structure

of the fund managers in terms of fixed versus man-

agerial fees (for reasons analogous to research in

Mayer et al., 2005). Moreover, the identity of the

institutional investors could of course affect the

probability of use of clawbacks and the mode of

distributions in terms of cash versus shares.

In the empirical analyses of the hypotheses out-

lined in ‘‘The role of corruption, culture …’’ sec-

tion, these and other control variables identified in

this subsection are used. The data and summary

statistics are described in the next section. Thereafter

in ‘‘Econometric tests’’ section, multivariate empir-

ical tests are provided. A discussion of limitations,

alternative explanation, future research, and con-

cluding remarks are described in ‘‘Conclusion’’

section.

Data

Methods and survey instrument

The data used in this study are drawn mainly from a

survey conducted over the period between

December 2009 and March 2010. The aim of our

study is therefore to present a new set of interna-

tional data corresponding to other countries in the

world. The data on fund structure, their size, and

their investments are mostly available on the finan-

cial databases. Otherwise, details of the fees structure

of general partners, the terms of recoveries and the

profit distribution policy used by the fund (cash

against shares) are not publicly revealed by all funds

in some countries. On the other hand, most of the

contracts used to govern the relationship between

managers and investors in the fund are generally

written in different languages, and so it was necessary

to obtain the data by use of surveys and interviews

that allow collecting pertinent information. Funds

publications on their websites were, however, used

to verify and enhance data obtained by survey and

interviews.

We integrate in our sample all the investment

funds without distinction between private equity

funds or venture capital funds. The data collected

can be classified into different groups, which are

summarized in Table I. First, there are data related

to the compensation of the management partners:

% of management fees, % of carried interest per-

formance fees, the application of the clawbacks

clause, the distribution of cash to institutional

investors instead of shares. Second, there are data on

corruption which is measured with the Transpar-

ency International Corruption Perception Index.

Third, there are data on culture, as measured with

Hofstede’s cultural dimensions. Fourth, there are

data on legal conditions of the country measured by

the Legality Index (La Porta et al., 1997, 1998). The

Legality Index is derived from a principal compo-

nents analysis of the covariance matrix from the five

observed legality variables (Berkowitz et al., 2003).

Fifth, there are data on the country’s economic

conditions: the GNP per capita, the MSCI Index,

and the Industry market/book ratio calculated

according to the sectors targeted by investment

funds. Sixth, there are data on the characteristics of

institutional investors: the proportion of banks

institutional investors, government investors, and

other types of investors. Seventh, there are data on

the characteristics of the fund: funds size, funds

organization, and types of investments. Eighth, there

are data on the characteristics associated to the fund

managers specially their training level (the propor-

tion of MBA, CFA, or PhD-trained fund managers)

and relevant experience. These variables are explic-

itly defined and summarized in Table I.

Potential sample selection bias

To summarize, the potential respondents were

identified from various sources such as (1) The

Sofia A. Johan and Dorra Najar
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Kompass database for the case of French fund

managers; (2) The database Thomson One banker to

collect the email addresses of fund management

teams internationally; and (3) The websites of

investment funds. One survey form each was sent to

approximately 2500 investment funds around the

world with the use of a software for online survey

(WysuForms).

One limitation in obtaining data through a survey

is the possibility of sample selection bias. While we

acknowledge that this is a possibility, we believe

from a detailed analysis of the responses received and

the data obtained from the responses that this con-

cern does not arise in this exercise. First, survey data

were gathered for a final sample of 123 funds in 23

countries. We are aware that the study carried out

by Gompers and Lerner (1999) utilized a sample of

140 contracts for establishing funds, obtained from

institutional investors (two fund-of-funds and one

endowment). Litvak (2004, 2008) has data from 38

funds in the U.S., and Metrick, and Yasuda (2009)

have data from 203 funds in the U.S. We believe

however that by obtaining data from funds situated

both in and outside the U.S., and by having access

to data regarding contracts entered into by 123

different fund managers in 23 countries, response

bias is mitigated as much as possible. Similarly,

Lerner, and Schoar’s (2005) study of the relation

between legality and venture capital contracts with

entrepreneurs is based on data from 28 fund man-

agers. Limitations in our sample size from each

country from which we derived data, as well as the

limited information about venture capital and pri-

vate equity funds around the world, however, makes

reliable statistical comparisons of our sample relative

to the population of funds intractable. Our sample of

respondent funds includes 21 funds from France, 14

funds from the U.S., 12 funds from the U.K., 11

funds from the Netherlands and eight funds from

Malaysia, six funds from Germany, five funds each

from Australia, Finland, and South Africa, four funds

each from Brazil and the Netherlands Antilles, three

funds each from the Philippines Belgium, Canada,

India, Italy, Spain, and Switzerland, two funds each

from the Cayman Islands and Mexico, and 1 fund

each from the New Zealand, Singapore, and Lux-

embourg (see Table II). The number of respon-

dents, and representation of funds from both the

developed and emerging venture capital and private

equity markets, makes a response bias even less

likely.

Second, a broad array of respondents replied to

the survey. For example, the data show the median

respondent fund size of US$70.9 million with the

average being US$144.7 million (minimum US$263

thousand; maximum US$930 million), indicating

that respondents were of a variety of fund sizes and

of typical size for a sample of non-U.S. countries.

The possibility of sample selection bias is further

reduced by the presence of both onshore and off-

shore funds within the final sample, the presence of

funds organized not only in both common law and

civil law jurisdictions, but also within jurisdictions in

legal systems with English-, French-, Scandinavian-

and German-based legal systems, and also the pres-

ence of funds situated in countries where English is

not the primary language. Finally, a sufficient

number of variables regarding both fund and fund

manager organization and the relevant features of the

fund asset size, fund vintage, investor composition,

investment strategy, industry composition of fund

investments and governance structures, more spe-

cifically the specific covenants provided in the terms

within the agreements that govern the relationship

between fund investors and fund manager, were

collected to minimize the risk of response bias. We

also sought information on the method of calculating

management fees, the treatment of other fees, such as

consulting and monitoring fees, and profit sharing

and distribution terms. We unfortunately realize that

we cannot absolutely rule out the possibility of a

response bias as the data set we have collected here is

unique.

Summary statistics

Table II summarizes the data for each country. The

level of the Legality Index, corruption, and cultural

variables for each individual country is indicated in

Table II, and for all countries together in Table III.

A higher Legality Index indicates better substantive

legal content pertaining to investing, the quality, and

likelihood of enforcement (see e.g., Ding et al.,

2011; Knill, 2011). Higher values for the corruption

index indicate less corruption, and higher values for

the cultural indices indicate that their cultural

dimensions are more pronounced.

The Role of Corruption, Culture, and Law in Investment Fund Manager Fees
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Eighteen percent of the funds in the data are

outbound offshore funds, and 8% are inbound off-

shore funds. As indicated in Table I, an outbound

offshore fund is one that obtains its capital from

investors from a certain jurisdiction but fund

investments are made primarily in assets other than

in the jurisdiction of the fund and the fund investors.

With reference to Canadian jurisdictional bound-

aries, a fund will be considered to be an outbound

offshore fund if it obtains capital from Canadian

investors, but it invests outside Canada. An inbound

offshore fund is one that obtains its capital from

investors from various jurisdictions but fund invest-

ments are made primarily in assets in a certain

jurisdiction. With reference to Canadian jurisdic-

tional boundaries, an inbound offshore fund will be a

fund located offshore that invests primarily in assets

within Canadayet obtains its capital from non-

Canadian investors. As these distinctions appear to

be important in practice for private investment fund

management in an international setting, we control

for these variables in our empirical analyses.

A majority of funds are managed by MBA grad-

uates, and a typical fund manager has relevant work

experience of about 15.5 years. Science and law

graduates exist among some of the funds in the data,

TABLE III

Summary statistics

Median Mean Min Max

Legal and market conditions

Management fees (%) 2.5 2.320 0.8 5

Carried Interest (%) 20 18.32 6 21

Clawbacks 0 0.276 0 1

Cash distribution 1 0.707 0 1

Corruption Perception Index 7.5 7.008 2.4 9.7

Rule of law 8.98 8.568 2.73 10

Efficiency of the judiciary 9.25 8.748 4.75 10

Legality Index 20.41 19.167 8.51 21.91

Uncertainty Avoidance Index 53 57.675 8 94

Masculinity Index 64 50.154 14 70

Power Distance Index 40 53.024 22 104

GNP per capita 23168.4 21400.170 480.9 46543.7

MSCI Index 483.446 2673.854 -0.629713043 173293.1

Year of fund formation 2001 2000.919 1980 2008

Outbound offshore 0 0.163 0 1

Inbound offshore 0 0.073 0 1

Fund manager characteristics

Proportion of MBA/CFA (%) 80 64.794 0 100

Proportion of legally trained manager (%) 3 8.572 0 100

Proportion of PhD (%) 5 12.751 0 100

Years relevant work experience 15 14.833 4 40

Fund characteristics

Funds raised 70,900,000 144667817.7 263377.5 930,000,000

Bank institutional investors 0.1 0.179 0 1

Government investors 0.03125 0.102 0 1

Pension investors 0.1 0.178 0 1

Endowment investors 0 0.054 0 0.5

Limited partnership funds 1 0.585 0 1

Industry market/book 3.528 3.945 0.82 24.74

Early-stage investee focus 0 0.309 0 1
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and some fund managers had partial training (i.e.,

some non-degree courses) in law and/or sciences

(and this partial training is reflected in our data by

recording the proportionate number of years of

training). We control for the specific training of the

fund managers in our empirical tests.

Seventy two of 123 funds were set up as limited

partnerships, and the remainder were set up as lim-

ited liability companies or trusts (see e.g., Cumming

and Walz, 2010; Cumming et al., 2005 and

accompanying text on limited partnerships versus

other types of fund structures). Thirty one percent

had a pure venture capital (early-stage) focus, and

most had a significant exposure to high-tech indus-

tries (as reflected by the industry market/book ratio

of the investee firms in which the fund had in-

vested). The range across each of the different funds

and countries for these and the other variables is

detailed in Table II.

The summary statistics are presented in Table III.

From the data, we can see that the average perfor-

mance fee is 18.01%, and the median performance

fee is 20%. The average fixed fee is 2.32%, and the

median fixed fee is 2.5%. Thirty four of the 123

funds imposed clawbacks against fund managers in

the event of poor performance; the degree of these

clawbacks was most often 20% of the fund manager

fees. Eighty seven of the 123 funds mandated cash-

only distributions.

A correlation matrix is provided in Table IV.

Consistent with Hypotheses 1 and 2, Table IV

shows a strong negative correlation between less

corruption (higher Corruption Perception Index)

and fixed fees (-0.53) and higher performance fees

(0.47). Also, Table IV shows a strong negative

correlation (-0.62) between the Legality Index and

fixed fees (-0.62) and a strong positive correlation

between performance fees and the Legality Index

(0.51). Consistent with Hypothesis 3, Table IV

shows clawbacks are associated with weaker legal

conditions (-0.27) and greater power distance

(0.32). Table IV also supports Hypotheses 4 and 5

as covenants mandating cash-only distributions

are more likely in weaker legal conditions (-0.16),

and for offshore funds (0.19). Finally, note that

Table IV shows many variables are correlated,

and as such, in our multivariate analyses below,

we consider collinearity by presenting various

specifications.

Econometric tests

We analyze four different dependent variables in this

section: fixed fees (Table V), Carried interest per-

formance fees (Table VI), clawbacks (Table VII) and

cash-only distributions (Table VIII). The various

right-hand-side explanatory variables were identified

in ‘‘Data’’ section and defined in Table I. For each

dependent variable we provide four alternative sets

of regressions to show robustness (for a total of 16

different models, consecutively numbered across

Tables V, VI, VII and VIII). The models do not

reflect unusually high variance inflation factors to

warrant concern regarding collinearity. Tables V and

VI make use of standard OLS regression methods

corrected for heteroskedasticity with White’s esti-

mator (1980). The dependent variable in Tables V

and VI are bounded below by zero and above by

one; we considered different methods of estimating

fractions (Bierens, 2004), but did not find any

material differences to the conclusions drawn. The

dependent variables in Tables VII and VIII are

binary variables; as such, we make use of simple logit

regressions and again correct for heterockedasticity.

We use logs where indicated to account for dimin-

ishing effects associated with larger values. The

results are also robust to inclusion/exclusion of most

of the countries in the data and potential outliers.8

Other aspects of the data, including alternative

definitions of variables and other variables not

employed, are not explicitly presented for reasons of

conciseness. The results are quite robust and alter-

native specifications are available upon request.

The regression results for fixed fees and perfor-

mance fees are presented in Tables V and VI,

respectively. In Tables V and VI, Models 1 and 5

show that legal conditions significantly (at the 1%

level) negatively influence fixed fees and positively

influence performance fees, respectively, consistent

with Hypotheses 1 and 2. The economic signifi-

cance is such that the model predicts that a move

from India (Legality is 12.8; see Table II) to Canada

(Legality is 21.13), for example, gives rise to a

reduction in fixed fees by 1.16% and an increase in

performance fees by 4.92%, which are very eco-

nomically significant effects (and the actual differ-

ence, indicated in Table II, is 1.67% for fixed fees

and 1.33% for performance fees). Models 2 and 6

show English legal origin countries have lower fixed

The Role of Corruption, Culture, and Law in Investment Fund Manager Fees
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fees and higher performance fees, respectively,

consistent with Hypothesis 1 since English legal

origin countries offer superior flexibility and investor

protection (La Porta et al., 1997, 1998). Similarly,

Model 3 shows higher rule of law countries have

lower fixed fees, while Model 7 shows higher effi-

ciency of the judiciary countries have higher per-

formance fees. Overall, the data provide very strong

support for Hypothesis 1 regarding the effect of

legality on fixed and performance fees.

Corruption is one of five components of the

aggregated Legality Index (defined in Table I) used

in Models 1 and 5 in Tables V and VI. It is worth

considering whether corruption matters separately

on its own, controlling for other things equal.

Models 2–4 in Table V show that for all specifica-

tions, the corruption index is significantly negatively

related to fixed fees. Table VI shows that corruption

is significantly positively related to performance fees,

but the significance of the effect depends on the

specification (significantly only in Model 8 in

Table VI). A move from India (corruption of 3.4) to

Canada (corruption 8.63) gives rise to lower fixed

fees by 1.84% and higher performance fees by 4.2%

(based on the Models 4 and 8, respectively). Again,

the data are strongly consistent with the predicted

effect in Hypotheses 1 and 2. The effect of corrup-

tion on fees is graphically illustrated in Figure 1.

In addition to corruption and legal conditions, we

assess at the same time whether culture affects fees.

The data indicated in Models 3 and 4 are shown in

Table V and Models 7 and 8 in Table VI that culture

is statistically significant, and the most statistically

robust effect comes from the Power Distance Index.

Consider again the case of India (Power Distance is

77) and Canada (Power Distance is 39). A move

from India to Canada gives rise to a higher fixed fees

by 0.30% and lower performance fees by 1.98% by

virtue of the effect from Power Distance, all else

being equal.

Overall, therefore, the data provide strong sup-

port for Hypotheses 1 and 2 that corruption, culture,

and legal settings all matter for the structure of fees.

Moreover, although some of the control variables in

Tables V and VI are significant, they are not nearly

as robust or significant as the corruption, culture,

and legal variables. These results are robust to the

inclusion and/or exclusion of controls for a variety

of factors including market conditions, institutional
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investor and fund manager characteristics, their

education and experience, as well as fund factors

such as stage and industry focuses, among other

control variables.

Some of the control variables are significant in

Tables V and VI in ways that are expected (as

described in ‘‘Control variables for analyzing…’’).

Government investors have higher fixed fees

(Table V), and countries with higher GNP per

capita have lower fixed fees and higher performance

fees. The other variables, however, are generally

insignificant and/or not robust. For example, dif-

ferences between income and capital gains tax rates

do not consistently significantly affect fixed fees

versus management fees. Overall, therefore, the most

robust variables are corruption, culture, and legality

for explaining international differences in fixed and

performance fees.

As in Tables V and VI, Model 9 in Table VII

indicates that the legal environment is the most

statistically and economically significant determinant

of clawbacks among private investment funds across

countries, strongly supporting Hypothesis 3 (‘‘The

role of corruption, culture …’’ section). In terms of

the economic significance, a reduction in the quality

of legal conditions by 1 point increases the proba-

bility of clawbacks by approximately 3.4%, so that a

move from India to Canada, for example, would be

a 28.32% reduction in the probability of a clawback

due to legal conditions, all else being equal.

We note the asymmetric relation between legality

and fund manager compensation. Fund managers

have higher fixed fees and lower incentive fees in

countries with weak legal conditions (Tables V, VI).

However, with regard to penalty clauses, fund

managers in countries with weak legal conditions are

more likely to face the downside risk of a clawback

on their fees (Table VII). Risk-adverse institutional

investors are more likely to require clawbacks to

protect against downside risk in countries with poor

laws.

The Legality Index has many components, one of

which is corruption. When we break out corruption

from other components of the Legality Index, we

discover that corruption is significant in Model 10.

However, the statistical significance of corruption

goes away when cultural variables are added to the

regressions. Models 11 and 12 show that Power

Distance is the most statistically and economically
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significant effect, and the most significant effect (sig-

nificant at the 5% level) when it is included as an

explanatory variable. The economic significance is

such that a move from India to Canada, for example,

gives rise to a reduction in the probability of a claw-

back by 1.60% due to the change in Power Distance,

which is an economically significant change. Also,

Models 11 and 12 indicate that government investors

are more likely to have clawbacks, but this effect is

significant only at the 10% level of significance.

Table VIII analyses the relation between legality

and payment terms to a fund’s institutional investors

TABLE VII

Regression analyses of clawbacks against fund managers

Model 9 Model 10 Model 11 Model 12

Marginal effect Marginal effect Marginal effect Marginal effect

Legal conditions

Legality Index -0.034***

Efficiency of judiciary system -0.168

Rule of law -0.027

Corruption -0.056** 0.201 0.105

English legal origin 0.064

Tax difference -0.020 -0.015

Hofstede cultural dimensions

Power Distance Index 0.043** 0.041**

Masculinity 0.025 0.025

Uncertainty Avoidance Index -2.192E-03 0.005

Market conditions

Log(GNP per capita) 1.35E-02 -2.08E-02

Log(1 + MSCI Index Return) -0.001* -0.002 -0.002

Year of fund formation 0.007 0.048 0.060

Offshore fund (inbound or outbound) -0.022 -0.035 -0.984 -1.010

Fund manager characteristics

Proportion of Ph.D. -0.001 -0.008 -0.007

Proportion of legally trained fund managers 0.004 0.017 0.018

Proportion of MBA/CFA -0.002

Work experience of principal fund managers -0.001 0.009 0.007

Fund characteristics

Log(Funds raised) -0.015 0.001 -0.049 0.080

Banks institutional investors -0.108 -0.910 -0.932

Government investors 0.424 2.472* 2.500*

Pension investor -0.588 -0.474

Endowment investor 2.255 2.241

Limited partnership funds -0.032 0.119 0.172

Log(Industry market/book) -0.053 0.025 0.030

Early-stage investee focus -0.015 -0.070 -0.053

Observations 123 123 123 123

Pseudo R2 0.265 0.312 0.183 0.180

This table presents logit regressions of the probability that a fund has a clawback against the private investment fund

manager (and without clawbacks against any of the fund investors). We report the marginal effects, not the standard logit

coefficients, to highlight economic significance (and hence do not report the constant even through the model includes a

constant, and do not report t-statistics but highlight statistically significant coefficients). The sample comprises 123 funds

from 23 countries in Africa, Australasia, Europe, and North and South America. *, **, ***Significant at the 10, 5 and 1%

levels, respectively.
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in terms of cash versus share distributions from

realized investments in entrepreneurial firms. The

Logit regression indicates a robust relation between

legality and cash distributions in Model 13, consis-

tent with Hypothesis 4. An improvement in legal

conditions such as from India to Canada, for

example, gives to a reduction in the probability of

cash only distributions by 31.65%. The components

on the Legality Index that appear to be the most

significant are the rule of law and corruption

(Models 14–16). Corruption is significant at the 5%

level in Model 14 and at the 1% level in Models 15

TABLE VIII

Regression analyses of cash versus share distributions

Model 13 Model 14 Model 15 Model 16

Marginal effect Marginal effect Marginal effect Marginal effect

Legal conditions

Log(Legality Index) -0.038**

Efficiency of judiciary system 0.103

Rule of law -0.164**

Corruption -0.095** -0.332*** -0.351***

English legal origin -0.100

Tax difference 0.011 0.009

Hofstede cultural dimensions

Power Distance Index -0.010*** -0.008**

Masculinity -0.007* -0.005

Uncertainty Avoidance Index 0.007* 0.004

Market conditions

Log(GNP per capita) 0.048 -0.033

Log(1 + MSCI Index Return) 0.087*** 0.028 0.024

Year of fund formation 0.014 -0.019 -0.007

Offshore fund (offshore or outbound) 0.207*** 0.298*** 0.350** 0.338**

Fund manager characteristics

Proportion of Ph.D. -0.003 0.001 0.001

Proportion of legally trained fund managers -0.003 0.002 0.001

Proportion of MBA/CFA -0.001

Work experience of principal fund managers -0.002 0.007 0.001

Fund characteristics

Log(Funds raised) 0.054** -0.014 -0.039 -0.045

Banks institutional investors -0.034 -0.040 -0.038

Government investors -0.153 0.697** 0.760***

Pension investor 0.221 0.227

Endowment investor 0.627 0.558

Limited partnership funds 0.18475** -0.139 -0.153

Log(Industry market/book) -0.030 -0.034 -0.028

Early-stage investee focus 0.145* 0.169 0.161

Observations 123 123 123 123

Pseudo R2 0.381 0.496 0.485 0.470

This table presents logit regressions of the probability that a fund mandates cash distributions to institutional investors, such

that the fund manager does not have the opportunity to distribute shares. We report the marginal effects, not the standard

logit coefficients, to highlight economic significance (and hence do not report the constant even though the model

includes a constant, and do not report t-statistics but highlight statistically significant coefficients). The sample comprises

123 funds from 23 countries in Africa, Australasia, Europe, and North and South America. *, **, ***Significant at the 10,

5 and 1% levels, respectively.
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and 16. The strong effect of corruption on cash

distributions and clawbacks is graphically illustrated

in Figure 2.

In addition to the significant effect of corruption,

Power Distance is likewise important for cash versus

share distributions, and Power Distance is the only

robust cultural variable in Models 15 and 16 (sig-

nificant at the 1% level in Model 15 and the 5% level

in Model 16). The economic significance is such that

a move from India to Canada, for example, lowers

the probability of cash only distributions by 38%.

This result is intuitive as Power Distance measures

the degree to which decisions are held by those with

bargaining power, which would be the institutional

investors and not the fund managers, particularly

in developing countries with substantial power

distance.

Offshore funds are much more likely to have

cash-only distributions, as expected (Hypothesis 5).

Offshore funds have investors from many different

countries with different interests, and cash distribu-

tions facilitate legal and tax interests of a diverse set

of international investors as discussed in ‘‘The role of

corruption, culture …’’ section.

Finally, the data indicated in Table VIII illustrate

that government institutional investors are more

likely to demand cash-only distributions. This finding

is consistent with government investors being more

likely to have clawbacks (Table VII). Also, it is

intuitive as it shows that government entities have less

Figure 1. Corruption, fixed fees and carried interest.

Figure 2. Corruption, cash, and clawbacks.
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of an interest in holding equity in the portfolio firms

after the venture capital fund exits the investment.

Conclusion

There has been a growing concern over the fee

structures since the financial crisis. International law

firms such as S. J. Berwin have been highlighting the

role of corruption and law in setting fees and gover-

nance in the private equity industry9: ‘‘Private equity

funds that use agents, advisers or consultants to con-

duct business on their behalf without proper due

diligence, training or monitoring, and business part-

ners that lack transparency in their books and records

should also place the fund on alert, as should unusual

or unclear sales timings, transactions or payment

routes, and any non-standard contractual terms.’’

Based on a sample of 123 venture capital and

private equity funds around the world, we find that

in countries with better legal conditions, fixed fees

are lower, carried interest fees are higher, clawbacks

are less likely, and share distributions are more likely.

These findings support the idea that legal conditions

help us align the interests of managers and share-

holders. We extend our empirical analyses to ascer-

tain what specific legal conditions matter across

countries. Further, the data show that countries with

lower levels of corruption have lower fixed fees and

higher performance fees, and are less likely to have

clawbacks and cash-only distributions. Hofstede‘s

measure of power distance is negatively related to

fixed fees and the use of cash-only distributions, but

positively related to performance fees and clawbacks.

Overall, the data strongly indicate that corruption,

culture, and legal settings are much more significant

in determining fees than fund manager characteristics

and/or market conditions.

That legal conditions that affect the payment

conditions of fund managers and institutional inves-

tors across countries have a number of implications

for future research. Legal and cultural conditions

influence fund manager compensation, which in

turn could have implications for fund investment

selection, returns and the development of private

equity markets across countries. The comparative

importance for law versus culture in compensation

contracts versus the role of law directly in other

aspects of fund management could be a fruitful

avenue for future research (see also study by Cum-

ming et al. (2011), and Gainet (2011), both in this

special issue).

Notes

1 http://www.economist.com/research/articlesBySub-

ject/displayStory.cfm?story_ID=13235025&subjectid=

987105.
2 http://seekingalpha.com/article/78111-royal-bank-

of-scotland-ceo-deathwatch.
3 http://en.wikipedia.org/wiki/American_International_

Group.
4 http://www.swissinfo.ch/eng/business/Credit_Suisse_

avoids_shareholder_bonus_revolt.html?cid=8785404.
5 http://www.sjberwin.com/latestpublicationdetails.

aspx?title=privateequitycomment.
6 These different cultural dimensions are formally de-

fined in ‘‘Data’’ section.
7 See http://vcexperts.com/vce/library/encyclopedia/

glossary_view.asp?glossary_id=188 for a formal defini-

tion of clawbacks: ‘‘A clawback obligation represents

the general partner’s promise that, over the life of the

fund, the managers will not receive a greater share of

the fund’s distributions than they bargained for. Gener-

ally, this means that the general partner may not keep

distributions representing more than a specified percent-

age (e.g., 20%) of the fund’s cumulative profits, if any.

When triggered, the clawback will require that the gen-

eral partner return to the fund’s limited partners an

amount equal to what is determined to be ‘‘excess’’ dis-

tributions.’’
8 One exception to the robustness of results to exclu-

sion of countries is that where the number of observa-

tions is significantly reduced by excluding countries,

some of the results reported are not robust. Excluding

countries with just one fund did not affect the primary

results reported.
9 Supra note 5.
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Legal Protection, Corruption and Private

Equity Returns in Asia

Douglas Cumming
Grant Fleming

Sofia Johan
Mai Takeuchi

ABSTRACT. This article examines how private equity

returns in Asia are related to levels of legal protection and

corruption. We utilize a unique data set comprising over

750 returns to private equity transactions across 20

developing and developed countries in Asia. The data

indicate that legal protections are an important determi-

nant of private equity returns in Asia, but also that private

equity managers are able to mitigate the potential for

corruption. The quality of legal system (including legal

protections) is positively related to returns. Inefficient

legal protections negatively impact transaction structures

and economic certainty when exiting investments. We

also find that private equity managers, irrespective of the

quality of legal system they are operating within, can

mitigate the potential impact of corruption. Private equity

returns are higher in countries with higher levels of cor-

ruption, controlling for legal systems. This finding is

consistent with the view that private equity managers

bring about organizational change to alleviate the costs of

corruption. Our findings are robust to inclusion of con-

trols for Hofstede cultural variables, economic conditions,

and transaction specific characteristics, as well as consid-

eration of econometric sample selection methods for

unexited investments.

KEY WORDS: corruption, law and finance, buyouts,

returns

Introduction

Institutional capital flows into Asian private equity

have increased substantially over the last 10 years.

Strong economic growth in Asian economies has

encouraged many investors to allocate capital to the

region, on the belief that Asian private equity returns

will be the same, if not higher, than returns available

in developed markets such as the United States or

Western Europe (Fleming, 2004). However, Asian

private equity markets are, at many levels, still in

their infancy and investors are faced with making

investment decisions where there is a diverse set of

opportunities across financial market structures, legal

and political systems, and business culture and lan-

guage. While the internationalization of leveraged

buyout (LBO) activity has resulted in the transmis-

sion of investment practices and financial technology

to new markets in Asia, there is as yet little evidence

that private equity can be successfully executed over

the long term in countries where legal protection is

less clear, corruption is more commonplace, and the

economic rents from private equity can be expro-

priated by the state.

This article provides the first quantitative analysis

of the relationship between legal protection, cor-

ruption, and private equity returns in Asia. Our

work is related to a growing body of work consistent

with the view that legal protections are important in

explaining the size, structure, and success of private

equity markets, albeit with some differences in

findings depending on datasets examined (Cao and

Lerner, 2009; Cumming et al., 2006; Cressy et al.,

2007; Johan, 2011; Lerner and Schoar, 2005).1

However, none of this research considers the

interplay between corruption across markets and the

financial returns to private equity investments. On

one hand, we may conjecture that countries with

worse levels of corruption have lower returns to

private equity investments due to the economic

inefficiencies inherent with corrupt economies. On

the other hand, private equity returns may be higher

in more corrupt countries as activist private equity

funds that bring about organization change in their

investees are able to make companies more efficient

Journal of Business Ethics (2010) 95:173–193 � Springer 2011
DOI 10.1007/s10551-011-0853-6
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and mitigate the economic costs of corruption,

thereby facilitating higher returns. We provide a

direct test of these competing hypotheses, made

possible with an international sample of Asian private

equity investments spanning 21 years (1989–2009)

and 20 countries.

Our empirical analysis begins with the first

comprehensive description of the financial returns to

Asian LBOs and growth investments by geography

and type of exit. We compare and contrast the key

features of these returns to those available in the

United States and European markets. We then

present evidence on governance and operational

change in Asian private equity transactions. Finally,

we explicitly test our hypotheses on corruption, legal

protection and private equity returns. Our results

show that legal protections are an important deter-

minant of private equity returns in Asia, but also that

private equity managers are able to mitigate the

potential for corruption. The quality of legal system

(including legal protections) is positively related

to returns. Inefficient legal protections negatively

impact transaction structures and economic cer-

tainty when exiting investments, thereby negatively

impacting returns. We also find that private equity

managers, irrespective of the quality of legal system

they are operating within, can mitigate the potential

impact of corruption. We find that private equity

returns are higher in countries with higher levels of

corruption, controlling for legal systems. This find-

ing is consistent with the view that private equity

managers bring about organizational change to

alleviate the costs of corruption, thereby generating

higher returns. Both findings are robust to inclusion

of controls covering economic conditions, Hofstede

cultural factors, and transaction specific characteris-

tics. As well, we consider econometric sample

selection methods for unexited investments.

Our analysis contributes to the growing literature

on ethics, corruption, private equity, and leverage

buyouts. While there have been comparatively few

papers on this topic, there are related studies exam-

ining institutional investment in socially responsible

private equity funds (Cumming and Johan, 2007), as

well as the ethics of private equity fund relationships

with investee firms (Filatochev et al., 1994; Houston

and Howe, 1997; Jones and Hunt, 1991; Schadler

and Kahns, 1990). Prior work has not, however,

considered the role of private equity funds in

alleviating corruption and how these actions impact

on financial returns. Our paper also adds to the

international comparative literature on private equity

(see Cumming et al., 2006, 2007; Kaplan and

Stromberg, 2009; Wright, 2007b; Wright et al.,

2003, 2005).

The article is organized as follows. The first sec-

tion develops testable hypotheses. The second and

third sections describe the institutional context for

Asian private equity and our dataset. Multivariate

empirical tests follow the presentation of the data

and summary statistics. The last section provides

a discussion of future research and concluding

remarks.

Testable hypotheses

In this article, we focus on two central hypotheses

relating to how private equity returns are potentially

influenced by the level of legal protections in an

economy and levels of corruption. We also identify

control factors which have been shown to impact

private equity returns (and which are important to

consider in empirical tests).

There is a developed body of literature which

examines how legal institutions impact economic

growth and equity returns. The literature categorizes

countries by differences in law quality, such as the

efficiency of the judiciary and adherence to the rule

of law, enforcement of contracts and legal structures

that matter for private equity transactions. Under the

‘‘law matters’’ view (La Porta et al., 1998b), coun-

tries with better legal environments enable private

equity funds to more efficiently provide advice and

effect organization change to bring about higher

returns in their investee firms. This is the basis of our

first hypothesis.

The law and finance factors (based on La Porta

et al., 1998a, b) include the efficiency of the judicial

system, the rule of law, risk of expropriation, risk of

contract repudiation, and shareholder rights. These

various rights deal with the substantive content of

laws pertaining to investing and the likelihood and

quality of their enforcement. Because the index

values for different substantive areas of law are highly

collinear, we focus on a weighted average Legality
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index in our regressions. We expect that Legality

matters for buyout returns for a number of reasons.

Higher legality implies stronger investor protection,

and therefore a more active stock market which

affords an exit outcome for venture capital deals.

Furthermore, better legal conditions facilitate better

enforcement of private equity contracts, and help to

alleviate information asymmetry between transacting

parties, both at the time of initial investment and at

the time of exit (consistent with La Porta et al.,

1998a, b). Private equity funds see to maximize re-

turns, and new owner(s) will pay more when

information asymmetries are lowest, which is in

countries with better legal conditions. IPOs are

more likely in countries with better legal conditions,

and buybacks are more likely in countries with

worse legal conditions (Cumming et al., 2006).

Therefore, all else being equal, higher returns are

expected in countries with better legal conditions.

Hypothesis 1: Buyout returns are higher in countries

with superior law quality.

While legal systems may matter, it is also possible

that private equity managers can mitigate the

potential costs of inefficient legal systems (and thus

the likelihood of expropriation of rents) by actively

changing the governance and incentive structures

inside private companies. This hypothesis is based on

the argument that private equity funds are active

investors which seek to generate absolute returns in

excess of those available through public equity

investments. An important part of the private equity

investment process is initiating, where possible,

organizational change in their investee firms with a

view to increasing profitability, enterprise value,

and equity returns (Gompers and Lerner, 1999;

Cumming and Johan, 2009). As a result, active pri-

vate equity fund managers that bring about organi-

zational change in their investees can alleviate the

expected costs of corruption in a country and

thereby generate higher returns than that which

would otherwise would be expected (Cressy et al.,

2007; Cumming, 2008; Nikoskelainen and Wright,

2007). By contrast, non-active private equity funds

that do not bring about organizational change to

alleviate the expected costs of corruption would

likely experience lower returns in countries with

higher levels of corruption.

Hypothesis 2: Buyout returns are higher in countries

with higher levels of corruption.

In effect, the positive association between cor-

ruption and private equity returns is a test of the

extent to which private equity funds are able to

mitigate the expected costs of corruption through

changing the organizational and governance arrange-

ment inside the firm.2

A number of other transaction specific factors can

influence private equity returns. First, it is natural to

expect that the actual changes brought about in the

organization post investment, such as further

acquisitions or divestitures, will influence returns.

Second, the ownership held by the private equity

fund, and relatedly, the extent of leverage in the

transaction, might influence returns (Nikoskelainen

and Wright, 2007). Third, whether or not the pri-

vate equity fund syndicates the deal with other pri-

vate equity funds could affect returns through either

greater value added provided by the syndicate and/

or improved deal selection. Fourth, whether or not

the management team is replaced by the private

equity fund manager could influence returns. Each

of these and other deal specific items might be

endogenous to expected returns as, for example, the

decision to syndicate in the first place depends on the

expected profits from the investment. In our

empirical tests, we consider these possibilities

and robustness to including or excluding these

variables.

In assessing private equity returns, it is also

important to consider both exited and unexited

investments. Private equity funds are limited part-

nerships that last for 10–13 years. Investments often

take anywhere from 2–7 years to come to fruition

for sale in an IPO, acquisition, management buyback

or write-off. Private equity funds might sell their

better investments earlier on in their life-cycle in

order to fund raise for their follow-on funds

(Cumming and Walz, 2010). As such, in empirically

assessing realized private returns, we control for the

non-random decision to exit an investment in the

first place. These econometric methods and control

variables used in our empirical analyses of our test-

able hypotheses are described in detail below after

we explain the institutional context in which the

data are derived and provide summary statistics from

the dataset.
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Institutional context: the Asian buyout

market

Our study draws upon data from Asian private equity

transactions over the last 20 years, covering a period of

rapid change in the nature and structure of the market.

Therefore, it is important to chart broad changes in

Asian private equity as background to our empirical

tests. The development of the Asian LBO market can

be charted from the mid-to-late 1990s when private

equity firms successfully raised dedicated pools of

capital to attempt control-oriented investments in

private companies in the region. Prior to this, the first

wave of buyouts in the US (and then Europe) did not

spill over to the Asian region to any great degree

(Kaplan, 1997; Kaplan and Stromberg, 2009).

Demand for private capital in Asian markets was

motivated by first generation entrepreneurs seeking

venture or growth capital, with a strong preference

from the founders to maintain equity (and opera-

tional) control over their companies. Private equity in

Asia in the late 1980s and early 1990s was predomi-

nantly the provision of growth financing to small and

mid-sized companies which were the engine of eco-

nomic development in newly industrialized countries

(e.g. South East Asia) (Naqi and Hettihewa, 2007). In

more developed economies, private equity played a

niche role filling financing gaps in formal capital

markets (e.g. financing small companies in Australia;

see Ferris, 2001).

The first wave of private equity fund raising for

Asian LBOs took place between 1998 and 2001, and

was associated with a coincidence of regional buyout

funds (and specialist local teams) being established by

leading US and European LBO firms (e.g., The

Carlyle Group; Texas Pacific Group (TPG)); several

larger Asian economies offering corporate restruc-

turing investment opportunities following the Asian

currency crisis (specifically, South Korea, Japan); and

institutional investor appetite for alternative asset

exposure in the Asian region, which increased the

growth rate of new fund management firms offering

investment services in private equity.

Figure 1 presents capital commitments to Asian

private equity funds between 1992 and 2009. The

increase in capital under management in the region

between 1998 and 2001 is noticeable, with capital

raised during this period almost 2.0 times greater

than the pre-1998 period.

The global LBO boom between 2004 and 2008

was the impetus for the second phase of develop-

ment of the Asian LBO market. As Kaplan and

Stromberg (2009) have documented, the growth in

the LBO market at this time was magnified by

the availability of debt (in particular, growth in size

of the securitization market), the emergence of
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Figure 1. Asian private equity capital commitments 1992–2009. This figure presents capital committed to Asian pri-

vate equity funds, by vintage year. All values are current 2009 United States dollars (billions). Source: Asian Venture

Capital Journal (various years).
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secondary buyouts and an increase in the number of

public-to-private transactions. In addition, LBOs in

‘‘less traditional’’ industries such as ‘‘non-manufac-

turing continued to grow in relative importance, and

private equity spread to new parts of the world,

particularly Asia’’ (2009, p. 128). Capital committed

to Asian private equity increased over threefold

between 1998–2001 and 2004–2008.

The institutional development of the Asian LBO

market between 1998 and 2008 was concentrated on

the developed economies of Japan, Australia, and

(in the first phase) South Korea. As historical com-

parative studies have shown, it was these economies

which attracted the earliest attention from investors in

terms of capital flows (see Wright, 2007a on LBOs;

Jeng and Wells, 2000; Mayer et al., 2005 on venture

capital). Japanese economic performance during the

1990s and the pressure for corporate restructuring

resulted in the emergence of a small LBO industry (see

Wright and Kitamura, 2003; Wright et al., 2003,

2005). While commentators believe that the Japanese

market did not reach its potential, attitudes toward

LBOs and private equity as a form of governance

changed in the late 1990s and 2000s. In particular,

LBOs became more accepted as a form of ownership

due to global competitive pressures on Japanese cor-

porations, shareholder demands for higher equity re-

turns, excessive debt burdens of conglomerates,

divestment of inefficient subsidiaries, and a change in

attitude toward mergers and acquisitions (M&A)

given the breakdown of the implicit contract of life-

time employment (Wright, 2007a, pp. 284–292;

Wright et al., 2003).

The Australian LBO market grew for different

reasons. A small, open developed economy with

established finance markets provided a conducive

environment for the growth of LBO transactions.

Koh (2005), Wright and Bruining (2008), and

Kaplan and Stromberg (2009) identified the Aus-

tralian market as benefiting most from the increased

internationalization of the LBO industry during the

mid-2000s. Transaction technology developed in

the US or Europe could more easily be transferred to

the Australian market, where institutional structure

(laws, language and culture values) and availability of

debt financing was more in tune with developed

LBO markets. Martin (1999) and Ferris (2001)

document the growth of the Australian market from

the earliest LBOs in the mid-1980s to the increasing

role of government in supporting the Australian

market through policy initiatives and a robust pen-

sion system. As Cumming (2007) noted, the Aus-

tralian market also increased in professionalization

and scale due, in large part, to government policies

facilitating investment in private companies.

The second phase of development also saw the

re-emergence of growth capital as an important part

of the Asian private equity landscape (Naqi and

Hettihewa, 2007). These investments were primarily

located in China and India, where rapid macroeco-

nomic growth, demographic change, and legal and

financial reforms were providing opportunities for

entrepreneurs to create new businesses and markets,

or expand existing companies.3 Fang and Leeds

(2008a, b and associated cases) illustrate that growth

transactions involved substantial minority equity

positions and the use of ‘‘negative control’’ clauses

in shareholders agreements (including meaningful

board participation, veto on key decisions, right to

hire senior executives and so forth).4 Lerner et al.

(2008) observe that companies in these countries do

not require leverage (as in more traditional LBO

markets) as much as strategic advice and operational

support from growth capital investors.

The Chinese and Indian private equity markets

combined grew between 2004 and 2008 to provide

60% of investments (by number), with a corre-

sponding increase in investment value (as measured

by invested capital) (49%). In absolute terms, Chi-

nese investments increased from 61 transactions in

2004 to 303 transactions in 2008, a fivefold increase

(similarly, Indian investments increased from 45

transactions in 2004 to 262 transactions in 2008, a

sixfold increase). By comparison, the total number of

Asian transactions increased three-fold during the

period (311 transactions to 939 transactions), with

more developed markets such as Japan and Australia

growing less rapidly (by 200 and 127% respec-

tively).5

Where do we stand today? Asian private equity

has continued to experience strong capital inflows,

especially into the growth economies of China and

India. This inflow of capital into Asia has led to

renewed questions about whether private equity can

be executed within different legal and economic

structures. As we have seen, the early development
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of the market was located in developed economies in

the region, which possess larger debt and equity

markets, certainty over creditor rights, tax transpar-

ency and an acceptance of change in control. This is

consistent with the law and economics view (and

our first hypothesis) which highlights the importance

of legal institutions in the development of finance

markets and economic growth (Cao et. al. 2010; La

Porta et al., 1998b, 2002). By contrast, the recent

development of private equity in the growth equity

markets of China and India supports the notion

that private equity investors have the ability to miti-

gate impediments in the institutional environment,

including the potential for corruption (our second

hypothesis). Clearly, an empirical examination of the

relationship between legal protection, corruption

and private equity returns across the Asian region is

warranted to improve our understanding of the

market and its operation. We turn next to the data

used in our study, and summary statistics.

Data and summary statistics

The data in this article are derived from proprietary

information obtained by a leading international

fund-of-funds manager, from a population of pri-

vate equity managers operating in Asia. The data

were provided by private equity managers on a

confidential basis and have been sensitized for this

study. In order to avoid sample selection bias, we

have drawn upon data from all managers operating

in the region and who provided data, not just

those which were ultimately invested in by the

fund-of-funds or its clients. The data comprise

information on 756 private equity investments

over 21 years (1989–2009), covering investments

in Australia (260 investments), China (147), Hong

Kong (22), India (108), Indonesia (6), Japan (82),

Korea (46), Malaysia (6), New Zealand (13),

Philippines (6), Singapore (18), Sri Lanka (1),

Taiwan (12), Thailand (14) and Vietnam (1), as

well as these funds investments overseas in Canada

(1), Germany (1), Spain (1), the UK (3), and the

US (8). The main variables available in the dataset

are defined in Table I and summarized in Table II.

Although information is not available for each

variable for each investment, coverage is quite

complete.

Financial returns statistics

Table III reports return on investment (ROI) and

internal rate of return (IRR) for fully realized Asian

LBOs and control-oriented investments for 289

private equity backed companies between 1989 and

2009 (the remaining investments were not yet fully

exited as at March 2010, the time of this study).6

Consistent with US and European studies, Asian

LBOs generate positive returns to investors, on

average. However, the return data also exhibits

skewness, with high ROI/IRR observations posi-

tively impacting average returns (most notably in the

case of China). The median returns show that risk-

unadjusted returns are relatively consistent across

different Asian companies. Australia, China, India,

Japan, New Zealand, Taiwan and Thailand have

median returns ranging between 1.75 and 3.0 times

cost, although hold periods are relative shorter in

some countries (e.g. India) which increases the IRR.

Given that economic and stock market growth rates

varied greatly across countries over the sample per-

iod (1989–2009), the data show that positive private

equity returns can be generated in a range of insti-

tutional and financial environments.

Trade sales to strategic buyers are the most com-

mon form of exit for Asian LBOs, consistent with

larger US and European data sets reviewed by Kaplan

and Stromberg (2009, p. 129). Trade sales make up

50% of all exits, with IPO (18%) being the second

most common exit strategy. Secondary sales (5%) are

relatively less common than that observed in US and

European data. Kaplan and Stromberg report 24% of

all exits were due to secondary buyouts between 1970

and 2007, although there was large variation across

time. The lower incidence of secondary buyouts in

Asia is most likely due to the less developed nature of

private equity markets and the fewer number of

managers operating in the region. Write-offs com-

prised 17% of all exits, higher than in more developed

countries due to the inclusion of growth LBOs and

control-oriented minority investments.

Asian LBOs which were exited via IPOs provided

the highest returns to investors, generating a median

IRR of 61% per annum (and median ROI of 3.2

times cost). Secondary sales (although only 5% of total

exits) also performed well, followed by the sale of

private investments in public entities (PIPEs) back into

the market, trade sales and management buybacks.
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TABLE I

Variable definitions

Definition

Returns

IRR The internal rate of return of the investment, in decimals

Realized exit A dummy variable equal to 1 for a fully realized investment

Cultural and legal factors

Corruption perception index The corruption perception index from transparency international. Ranges from 0

to 10. Higher numbers indicate less corrupt countries

Power distance index The Hofstede power distance index. Ranges from 0 to 100. Higher numbers

indicate higher power distance. The index measures how much the less powerful

members of institutions and organizations expect and accept that power is dis-

tributed unequally. In cultures with small power distance (e.g., Australia, Austria,

Denmark, Ireland, New Zealand), people expect and accept power relations that

are more consultative or democratic. People relate to one another more as equals

regardless of formal positions. Subordinates are more comfortable with and

demand the right to contribute to and critique the decisions of those in power. In

cultures with large power distance (e.g., Malaysia), the less powerful accept power

relations that are autocratic or paternalistic. Subordinates acknowledge the power

of others based on their formal, hierarchical positions. Thus, small vs. large

power distance does not measure or attempt to measure a culture’s objective,

‘‘real’’ power distribution, but rather the way people perceive power differences

Masculinity index The Hofstede masculinity index. Ranges from 0 to 100. Higher numbers indicate

higher Masculinity. The value placed on traditionally male or female values

(as understood in most Western cultures). In so-called ‘masculine’ cultures, people

(whether male or female) value competitiveness, assertiveness, ambition, and the

accumulation of wealth and material possessions. In so-called ‘feminine’ cultures,

people (again whether male or female) value relationships and quality of life. This

dimension is often renamed by users of Hofstede’s work, e.g., to Quantity of Life

vs. Quality of Life. Another reading of the same dimension holds that in ‘M’

cultures, the differences between gender roles are more dramatic and less fluid

than in ‘F’ cultures; but this strongly depends on other dimensions as well

Uncertainty avoidance index The Hofstede uncertainty avoidance index. Ranges from 0 to 100. Higher

numbers indicate higher uncertainty avoidance. How much members of a society

are anxious about the unknown, and as a consequence, attempt to cope with

anxiety by minimizing uncertainty. In cultures with strong uncertainty avoidance,

people prefer explicit rules (e.g., about religion and food) and formally structured

activities, and employees tend to remain longer with their present employer. In

cultures with weak uncertainty avoidance, people prefer implicit or flexible rules

or guidelines and informal activities. Employees tend to change employers more

frequently

Legality The weighted average of the La Porta et al. (1998b) legal variables. Weights used

are as in Berkowitz et al. (2003). The index includes the Rule of Law, Efficiency

of the Judiciary, Contract Repudiation, and Expropriation, but does not include

corruption (it is assessed separately herein). Higher numbers indicate better legal

systems. Values range from 8.73 to 19.44 in the data

Economic conditions

GDP per capita The country’s GDP per capita in constant 2009 USD

MSCI return (%) The annualized return over the contemporaneous MSCI investment period from

investment date to exit date
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The higher returns to IPOs is consistent with US and

European studies which show that private equity

investors aim to list only their best investments.

Cumming and MacIntosh (2003) argue that the

probability of an IPO exit is positively associated with

the quality of the investment. Firm quality is evident

in the low levels of information asymmetry between

buyers and sellers in the IPO process (the need for

earnings history, public company accounting and

governance standards, and so forth), stable, established

management team and significant growth potential.

The priority of IPO returns is also supported by a

reputation argument, first applied to venture capital.

Private equity firms (like their venture counterparts)

wish to generate a reputation for presenting high

quality firms to public markets (Barry et al., 1990;

Megginson and Weis, 1991). We find that financial

returns to Asian LBOs are consistent with the asym-

metric information and reputation arguments.

Governance and operation change statistics

Governance changes and operational engineering

associated with private equity ownership has not been

studied to any great degree in Asian companies. Until

TABLE I

continued

Definition

Transaction specific characteristics

Post investment acquisitions A dummy variable equal to 1 for investments which involved subsequent

acquisitions by the investee firm

Post investment divestitures A dummy variable equal to 1 for investments which involved subsequent

divestitures of the investee firm

Syndication A dummy variable equal to 1 for syndicated investments

Enterprise value at investment The pre-money valuation of the investment in $m USD

Cost of investment ($m USD) The amount invested by the PE fund in $m USD

Equity share of PE Fund

Managers

The equity share (in decimals) held by all of the PE fund investors

Managerial replacement A dummy variable equal to 1 if the PE investor(s) replaced the management

(CEO, CFO, COO) of the investee

GP office in country of company A dummy variable equal to 1 if the PE investor(s) had an office in the same

country as the investee

Multinational division A dummy variable equal to 1 if the PE fund bought the investment from a

multinational division

Domestic conglomerate division A dummy variable equal to 1 if the PE fund bought the investment from a

domestic conglomerate division

Founder A dummy variable equal to 1 if the PE fund bought the investment from a founder

Sponsor to Sponsor A dummy variable equal to 1 if the PE fund bought the investment from a sponsor

Receiver A dummy variable equal to 1 if the PE fund bought the investment from a receiver

Public to private A dummy variable equal to 1 if the PE fund bought the investment from a public-

to-private transaction

Government A dummy variable equal to 1 if the PE fund bought the investment from a

government office

PIPE A dummy variable equal to 1 if the PE fund bought the investment from a PIPE

deal

Industry dummy variables Dummy variables equal to 1 for a dozen different industry categories

This table defines the variables used in the dataset. The data comprise 756 observations from 20 countries. Dollar amounts

are all expressed in constant 2009 USD. Sources: Wilshire Private Markets, MSCI http://www.mscibarra.com/, http://

www.geerthofstede.nl/, La Porta et al. (1998b), Berkowitz et al. (2003), Transparency International http://www.

transparency.org/.
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recently, researchers have not possessed firm-level

data on Asian companies other than that available

through individual case studies (see Fang and Leeds,

2008a, b). The international literature shows that

active private equity ownership improves managerial

behavior and accountability (Acharya et al., 2009;

Kaplan and Stromberg, 2009, p. 131). Private equity

owners are also more active in operational engi-

neering – initiating operational and strategic change

such as value creation plans, acquisitions, divestitures,

strategic repositioning, new product development,

and so forth (Acharya et al., 2009; Bernstein et al.,

2009; Nikoskelainen and Wright, 2007).

The equity ownership of Asian private equity-

backed companies is reported in Table IV for a

sample of 528 companies for which we have

definitive information. The Table differentiates

between countries in which private equity own-

ership, on average, tends to be majority equity

positions (LBO-centric economies), and countries

where private equity funds have, on average,

minority equity ownership (growth-centric econ-

omies). We also show the extent to which

minority equity ownership has control features

(that is, the private equity fund holds at least 20%

equity and is able to exert influence, and block,

TABLE II

Summary statistics

No of observations Mean Median SD Min Max

Returns

IRR 273 0.496 0.31 1.275 -1 8.3146

Realized exit 756 0.394 0 0.489 0 1

Cultural and legal factors

Corruption perception index 756 6.247 7.3 2.519 2.2 9.6

Power distance index 756 57.763 58 19.592 22 104

Masculinity index 756 62.221 61 13.773 34 95

Uncertainty avoidance index 756 50.504 51 20.698 8 92

Legality 756 18.266 19.53 3.158 8.51 21.55

Economic conditions

GDP per capita 756 16,126 17,500 9212 300 31,490

MSCI return (%) 756 0.052 0.002 0.454 -0.877 8.825

Transaction specific characteristics

Post investment acquisitions 758 0.047 0 0.213 0 1

Post investment divestitures 756 0.265 0 0.560 0 10

Syndication 756 0.265 0 0.560 0 10

Enterprise value at investment 258 394.671 67.7 1589.337 0 15,300

Cost of investment ($m USD) 749 33.049 13.395 63.929 0.003 770

Equity share of PE fund managers 528 0.493 0 0.312 0.0001 1

Managerial replacement 756 0.193 0 0.395 0 1

GP office in country of company 756 0.919 1 0.273 0 1

Multinational division 756 0.049 0 0.216 0 1

Domestic conglomerate division 756 0.142 0 0.349 0 1

Founder 756 0.454 0 0.498 0 1

Sponsor to sponsor 756 0.029 0 0.168 0 1

Receiver 756 0.013 0 0.114 0 1

Public to private 756 0.082 0 0.275 0 1

Government 756 0.020 0 0.140 0 1

PIPE 756 0.009 0 0.096 0 1

This table reports number of observations, as well as the mean, median, standard deviation, minimum and maximum

values of each variable in the data. Variables are as defined in Table 1.
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decisions which may be against minority equity

holders’ interests).7

Australia and Japan are the two largest developed

economy LBO markets in the Asian region, and

transactions in those markets are characterized by

control equity positions. The average equity own-

ership of majority equity transactions in the LBO-

centric economies is between 77 and 91%, with the

remainder held by the management team (and in

some cases the original seller). Growth transactions

in these markets are also more likely to be substantial

minority positions and have blocking stakes in the

company. With the exception of Hong Kong, most

minority equity deals have blocking stakes and can

be regarded as control oriented. Asian LBOs,

therefore, feature many of the characteristics of LBO

transactions in the US and Europe. Sponsors hold

the majority of equity and management have equity

interest via shares and/or options. In minority deals,

control is provided by blocking stakes and the use of

negative control features such as veto rights on key

decisions, multiple board seats etc. The similarities

suggest that LBO structuring technology can be

transmitted across different business cultures and

legal jurisdictions.

Private equity ownership in the growth-centric

economies of China and India is usually minority

equity (87% of Chinese private equity deals; 71% of

Indian deals). Furthermore, the equity positions are,

on average, below 30% and very often do not

involve blocking states. This is consistent with the

evidence we have reviewed previously in this paper,

TABLE III

Realized returns and exit statistics

N % ROI N % IRR

Average Median Average (%) Median %

Country

Australia 136 47 2.72 2.10 136 50 46 37

China 28 10 11.98 1.76 27 10 87 33

Hong Kong 12 4 0.52 0.06 10 4 -52 -83

India 30 10 3.71 3.00 20 7 133 76

Japan 24 8 3.86 2.01 24 9 89 55

New Zealand 22 8 2.40 2.72 21 8 18 24

Singapore 8 3 4.70 4.04 8 3 78 66

South Korea 3 1 1.46 1.04 3 1 30 1

Taiwan 2 1 2.62 2.62 2 1 34 34

Thailand 7 2 2.66 1.91 7 3 6 13

Other 17 6 1.07 0.23 15 5 -38 -47

Total 289 273

Type of exit

IPO 43 18 5.60 3.18 43 18 142 61

Mgmt buyback 10 4 1.59 1.65 10 4 12 20

PIPE 16 7 3.17 2.85 14 6 122 101

Secondary sale 12 5 3.43 3.32 11 5 41 37

Trade sale 117 49 2.81 2.17 117 50 50 33

Write-off 41 17 0.09 0.00 41 17 -75 -100

Total 239 236

This table reports return on investment (ROI) and internal rate of return (IRR) for fully realized Asian LBOs and growth

capital investments by country and by type of exit. Country is defined as the primary location of the LBO company. ROI

is defined as the multiple of total return to cost. IRR is the internal rate of return for the investment, using the cash flows

of the private equity investor, as reported by the investor. In cases where the IRR was not provided, we have calculated

the IRR using the holding period (month and year of entry and exit), the cost and total return. PIPE is defined as a private

equity investment in a public company.
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where the demand for private equity in growth-

centric economies is from founder entrepreneurs

who are not seeking to exit their companies to a

private equity buyer. Taiwan and South Korea are

also growth-centric markets where private equity has

played an important role in financing the growth and

development of small and medium sized enterprises.

Equity ownership in Taiwan and South Korea is

between 27–37%, on average, with median equity

holdings in Taiwan substantially smaller than other

markets. It is also less likely that minority private

equity in Taiwan has a blocking stake.

Overall, the Asian private equity market presents

two types of control-oriented private equity: ‘‘tra-

ditional’’ LBO transactions, and growth control-

oriented transactions. Transaction structures are

similar across traditional Asian LBOs and take their

lead from the US and Europe. However, in growth

economies equity investments often do not involve

equity control. Private equity investors rely on

agreement and alliance with the founder/entrepre-

neur on key decisions and strategies to ensure that an

investment generates the required return (see Fang

and Leeds 2008a, b for examples). The transaction

structure of control-oriented growth equity in Asia

provides researchers with a valuable institutional

variation to other private equity markets.

Recent studies have found that private equity

owners hold company management accountable for

financial and operational performance. As a result, it

is not uncommon for LBO companies to have

turnover at senior management positions due to

poor performance. LBO owners (typically) are active

in corporate governance and are able to make

management changes because they have majority

equity ownership and the majority of board seats.

Acharya et al. (2009) studied private equity trans-

actions in the UK between 1996 and 2004, and

found that one third of CEOs are replaced in the first

100 days of an LBO, and two-thirds are replaced at

some point over a 4-year period.

Table V reports managerial change in Asian LBOs

in our data. Managerial turnover is lower in Asian

LBOs than that recorded by Acharya et al. (2009).

Only one third of LBOs experienced a change in

senior management (CEO, chief financial officer,

and/or chief operating officer), even though the

average hold period (4.2 years) for Asian LBOs is

similar to the UK study. Indeed, given the wider

definition of management change used herein

TABLE IV

Governance statistics

Equity

ownership

N Equity holding % Deals

with majority

equity

Average

equity

ownership

(%)

% Deals with

minority

equity

Average

equity

ownership

(%)

% of Minority

deals with

‘‘Blocking’’ stakeAverage

(%)

Median (%)

Australia 147 65 70 69 79 31 37 91

Hong Kong 13 50 60 54 79 46 18 33

Japan 80 64 71 70 82 30 23 50

New Zealand 11 74 91 73 91 27 31 67

Singapore 14 59 66 71 77 29 16 50

Thailand 14 58 69 57 85 43 23 50

China 133 28 27 13 66 87 23 58

India 49 32 27 29 67 71 18 43

South Korea 33 37 32 30 73 70 23 43

Taiwan 10 27 18 20 85 80 13 25

Other 24 48 49 50 79 50 17 42

Total 528

This table reports equity ownership by LBO and growth capital funds in Asian companies. Equity ownership is measured

as the percentage of equity held by the private equity owner (or in club deals the total equity held by all private equity

investors). Minority equity is defined as equity positions of 49% or less. Minority ‘‘Blocking Stakes’’ is defined as equity

ownership between 20 and 49%.
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(i.e. including three senior officers), we believe that

it is highly possible that Asian LBOs are distinctive

from LBOs in the US and Europe in this regard.

It should also be noted that the incidence of

senior management change is not significantly dif-

ferent across countries, including Japan. Private

equity ownership is active ownership despite the

structure of the local labor market, or other cultural

factors which may a priori lead one to believe that

removal of senior management is difficult. For

example, Wright et al. (2005) believe that the

receptiveness of private equity in Japan has been

associated with a change in attitude toward M&A

and the breakdown of the implicit contract of life-

time employment. Consistent with this view, it does

not appear the labor market rigidities in the Japanese

economy make it any more difficult for Japanese

private equity investors to remove management,

than in other Asian markets.

Table VI provides the first data on operational

change instigated by private equity owners in Asian

companies. Two types of operational changes were

analyzed – acquisitions and divestitures. Asian LBOs

are more likely to involve acquisitions than divesti-

tures, with companies operating in the growth

markets of China, India, South Korea and Taiwan

most active in acquisitions. These observations can

likely be explained by the growth opportunities

which face established businesses in economies

undergoing rapid economic growth. Private equity

helps these companies improve their competitive

position, and acquisition is a strategic (and perhaps

more rapid) approach to increasing market share

(over and above organic growth). Lerner et al.

(2008) describe how operational and strategic skills

are highly valued by private equity-backed compa-

nies in these markets. Divestitures in these countries

are less common.

Leveraged buyouts in the established markets of

Japan, Australia (and New Zealand) are more likely

to be associated with restructuring, where both

acquisitions and divestitures are undertaken by com-

panies. Acquisitions are less common in Australia

(52%) and New Zealand (58%) than Japan (93%),

while divestitures rates are similar. Japanese LBO

deal flow goes some way to explaining why acqui-

sitions are common as a growth strategy in this

market. Wright (2007a) notes that divestments by

corporations of non-core divisions have consistently

provided the largest source of deal flow in Japan.

Private equity investors help ‘‘orphan’’ divisions

leave their corporate parent and position themselves

TABLE V

Managerial change statistics

Country N Hold period Senior management

Years No change (%) Change (%)

Australia 157 3.4 67 33

China 48 3.8 60 40

Hong Kong 16 5.4 63 38

India 23 3.3 48 52

Japan 82 5.3 68 32

New Zealand 11 2.6 82 18

Singapore 21 3.5 67 33

South Korea 27 4.8 63 37

Taiwan 14 4.2 79 21

Thailand 11 5.0 73 27

Other 14 5.7 57 43

Total 424 4.2 66 34

This table reports managerial change in Asian LBOs during the period in which a private equity fund was an owner. The

data derives from company reports and private equity manager fund reports on company management composition and

key changes of senior management reported each quarter/year. A change in senior management is defined as the departure

of any of the Chief Executive Officer (CEO), Chief Financial Officer (CFO) or Chief Operating Officer (COO).
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as independent companies. This structural (and

financing) freedom may also provide the company

with opportunities to increase market position by

acquisition, a strategy stifled inside the wider cor-

porate grouping.

Finally, operational change can involve changes to

the capital-labor mix. Internationally, there is no

conclusive evidence that LBOs are associated with

lower employment levels (Cumming et al., 2007)

and may be associated with higher total factor pro-

ductivity (Kaplan and Stromberg, 2009). Li and

Rozelle (2003) found no difference in employment

growth between government-owned Chinese firms

taken private by management and government-

owned firms. Westcott (2009) reviews recent argu-

ments in Australia that private equity owners would

seek to generate financial returns by reducing

employment costs. Westcott argues that employ-

ment was not reduced, suggesting that private equity

seeks to improve a range of financial and operational

areas of the company in order to maximize equity

returns.

These summary statistics provide a context for our

empirical analyses of the two central hypotheses

introduced above. The data cover a wide scope of

buyout transactions across many countries and over

time. The empirical tests are presented in the next

section.

Empirical tests

In this section, we test the two central hypotheses

introduced in the first section of this paper pertain-

ing to legality and returns (Hypothesis 1) and cor-

ruption and returns (Hypothesis 2). Table VII

provides univariate tests in the form of a correlation

matrix.8 The correlations provide useful preliminary

insights into the relations observed in the data. IRRs

and legality are positively correlated (0.011), con-

sistent with Hypothesis 1, albeit the correlation is

not statistically significant. IRRs and corruption are

significantly negatively correlated (-0.24), consis-

tent with Hypothesis 2. We also note that a number

of the other country level variables are highly cor-

related, such as the Hofstede cultural measures and

GDP per capita. As such, in our econometric tests

below we are careful to show our central results with

different sets of explanatory variables.

The correlations in Table VII further show that

IRRs are positively associated with MSCI returns

over the same investment horizon, confirming the

TABLE VI

Operational change statistics

Country N Acquisition N Divestiture

Yes (%) No (%) Yes (%) No (%)

Australia 157 52 48 141 11 89

China 34 85 15 34 9 91

Hong Kong 15 80 20 16 13 88

India 20 70 30 17 6 94

Japan 82 93 7 82 12 88

New Zealand 12 58 42 11 9 91

Singapore 13 69 31 13 0 100

South Korea 27 85 15 27 4 96

Taiwan 11 73 27 10 0 100

Thailand 14 93 7 14 7 93

Other 21 76 24 21 10 90

Total 406 386

This table reports acquisition and divestment activity by Asian LBOs during the period in which a private equity fund was

an owner. The data derives from company reports and private equity manager fund reports on company performance and

strategic change each quarter/year.
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basic intuition that returns are better when public

markets are performing better. IRRs are likewise

positively associated with domestic investments,

suggesting a value to proximity and local bias. IRRs

are negatively associated with syndication and mana-

gerial replacement, which suggests that private equity

funds replace management when they are expected

to underperform, and do not share equity in high

expected value projects with other private equity

fund sponsors. The correlations further show that the

source of the transaction matters, where IRRs are

higher for purchases from domestic conglomerate

divisions, and public-to-private transactions but

lower for multinational divisions, founder sales,

sponsor-to-sponsor sales, and receiver sales.

Our multivariate analyses of Hypotheses 1 and 2

are presented in Table VIII. Table VIII shows both

OLS regressions on the subsample of fully exited

investments (Models 4–6), as well as Heckman

(1976, 1979) corrected investments (Models 1–3).

Models 1–3 account for the fact that the decision to

exit is not a random event. For example, there is

evidence that private equity funds tend to hang on to

poorer performing investments in order to facili-

tate fundraising activity (e.g., Cumming and Walz,

2010). The Heckman corrected regressions use the

sample set of variables as reported in Table VIII in

the second step regressions, but further include

additional first step dummy variable for the year of

first investment.

Specifically, our sample selection corrections

procedure involves two steps. The first step involves

determining the probability of an exit. The second

step is the linear regression explaining returns with

the sample selection correction based on steps one

and two (based on Heckman, 1976, 1979). It is

noteworthy that our results are quite robust to

alternative specifications of the sample selection

corrections (alternative specifications not specifically

reported are available upon request), but not as ro-

bust relative to the standard OLS estimates on the

subsample of fully realized exits. Specifically, our

econometric specifications are the function of the

following variables:

(1) Probability of observing an actual exit =

f{date of investment, legal and cultural vari-

ables, economic conditions, transaction spe-

cific characteristics}

(2) Realized returns = f{legal and cultural vari-

ables, economic conditions, transaction spe-

cific characteristics | Actual Exit [regression

(1)]}

The particular variables are defined in Table I and

summarized in Table II. Other variables present in

the data were considered but deemed less relevant.

We present regressions in which the left- and right-

hand-side variables are in levels. We also considered

the regressions in logs; those results were very sim-

ilar, and are available upon request.

Table VIII provides strong support for Hypothesis

1 in Models 2, 3 and 5 for the Legality index. The

effect is marginally statistically insignificant (t-statis-

tics between 1.20 and 1.54) in the other models, and

the statistical significance is largely influence by the

inclusion of cultural variables for power distance and

masculinity. We note that the variance inflation

factor is around 2.70 for the models, and hence not

influenced by the other variables; albeit the variance

inflation factors are indicative of collinearity issues in

models with some of the other cultural variables

included in Models 1 and 4. On average, from

Models 2, 3 and 5 we would estimate that a 1-point

improvement in legality is associated with a 17.5%

increase in IRRs. For example, moving from

Malaysia (legality 15.506) to Singapore (Legality

18.291) gives rise to an estimated 48.7% increase in

expected returns, which illustrates that the legality

effect is economically large.

Table VIII also provides strong support for

Hypothesis 2 (indeed, across all six regression

models). Higher levels of corruption (indicated by

lower values of the Corruption Perception Index)

are associated with higher IRRs, and this effect is

statistically significant at the 5% level in Models 1,

2, and 6, and at the 1% level in Models 3, 4, and

5. The economic significance is fairly robust in the

reported models whereby a 1-point increase in

corruption is associated with a drop in returns

by 30%. We note that for more parsimonious

models, the statistical significance of corruption is

similar and the economic significance can go

down to -7.4% (as reported in an earlier draft of

this paper).

The statistical and economic significance associ-

ated with Hypotheses 1 and 2 is graphically illus-

trated in Figure 2 which presents the results for
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median levels by country. Figure 2 shows a negative

relation between the corruption index and returns,

consistent with Hypothesis 2 and the regressions in

Table VIII, and a positive relation between cor-

ruption and legality, consistent with the Hypothesis

1 and the regressions in Table VIII.

There is further evidence in Table VIII that the

control variables are significant in ways consistent

with expectations. Hofstede’s cultural factors are

generally insignificant. The control variables for

market conditions include GDP per capital, as well

as the MSCI return over the contemporaneous

investment period. GDP is negative and significant

in Models 1–3. That effect, however, is not robust in

Models 4–6 and influences by collinearity in the

other models. MSCI returns are positive and sig-

nificant in Models 4 and 5, but not Models 1–3 with

the Heckman correction for the decision to exit

(which is largely due to the first step variables for the

year of investment). In Models 4–6, the pseudo beta

is estimated to be 1.76–1.80, which is consistent

with other work estimating the beta of venture

capital and private equity investments (Cochrane,

2005; Cumming and Walz, 2010).

Some of the transaction specific factors are sta-

tistically significant as well in Table VIII. There is

evidence that post investment acquisitions are posi-

tively related to IRRs in Model 5, and post invest-

ment divestitures are positively related to IRRs in

Model 3, but these effects are not robust. Enterprise

value at the time of investment is positively associ-

ated with IRRs in Models 1–3. Equity share of the

Figure 2. Country-level relation between corruption, legality and buyout returns. This figure presents country levels

for legal and corruption plotted against median IRRs in the country. Investments in the UK and the US are cross-

border deals, and the slope of the plot lines is not materially affected by inclusion or exclusion of such cross-border

deals. As defined in Table 1, higher levels of the corruption index mean less corruption, while higher levels of the

legality index mean better legal systems.
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PE manager(s) is negatively associated with IRRs in

all the Models, which is likely attributable to the

reduced incentives for the other equity holders and

the lower levels of leverage in such transactions.

Finally, managerial replacement is negatively related

to IRRs in Models 1–3 and 6, which is likely

attributable to the fact that private equity funds are

more likely to replace management when expected

returns are lower. We note that some of these

transaction specific variables are endogenous, and we

do not have viable instruments to control for end-

ogeneity. Nevertheless, the results pertaining to the

central hypotheses are not significantly influenced by

the inclusion or exclusion of these transaction spe-

cific variables.

Concluding remarks

In this article, we have considered, for the first time,

the relationship between legal protection, corruption

and private equity returns in Asia, using transaction

data spanning 20 countries between 1989 and 2009.

We have found that private equity returns are pos-

itively associated with legality and negatively asso-

ciated with corruption. Investors in the region

should be cognizant of this relationship. Legal sys-

tems matter for private equity returns in Asia. In

addition, investors should explicitly examine how

private equity managers add value to their portfolio

companies. Our findings suggest that private equity

managers are active investors who can mitigate the

expected costs of corruption and hence generate

higher returns in more corrupt countries (controlling

for legal system). In addition to these central results,

we noted that private equity fund returns in part

depend on cultural factors, economic conditions and

deal specific characteristics such as equity shares held

by the private equity funds, syndication and mana-

gerial replacement.

Research on the Asian LBO and growth equity

market is in its infancy. This is not surprising as the

institutional history of the market is substantially

younger than the US or Europe. Existing literature

has focused on the institutional development of

particular countries or on topics where public data is

available (e.g., public-to-private transactions). Insti-

tutional investors have not, until recently, been able

to draw upon empirical analysis to improve their

understanding of the impact of legal and political

systems on private equity returns in Asia. Our paper

is a first contribution to what we hope is a growing

body of work on this topic.

Notes

1 The interplay between law and private equity has

likewise attracted much attention in political and eco-

nomic debate. For a representative discussion of the

regulatory debate on private equity funds after the mid-

2007 financial crisis, see The Economist, 19 November

2009, ‘‘Europe’s War on Hedge Funds’’.
2 We acknowledge that an alternative interpretation of

a positive association between corruption and private

equity returns could be that private equity fund manag-

ers are themselves ‘‘corrupt’’ (i.e., expropriate rents) and

able to take advantage of investee firms in more corrup-

tion economies. However, we include a number of

transaction specific variables in our empirical tests that

account for this view.
3 Practitioner publications have led the commentary

on the development of these markets. See, for example,

Bruton et al. (1999) and Ippolito (2007).
4 The emergence of venture capital markets in these

countries has also been documented. On China see

Ahlstrom et al. (2007), and Wright (2007b). On India

see Pruthi et al. (2003).
5 As Lerner et al. (2008) note, LBOs in China are

being transacted with ‘‘uniquely Chinese characteristics

that reflect the country’s legal and economic realities’’.

Li and Rozelle (2003, 2004) and Li et al. (2005) exam-

ine Chinese privatizations and management buyouts in

more detail.
6 The IRR data uses the cash flows of the private

equity investor, as reported by the investor. The authors

have completed reasonableness checks on the IRR cal-

culations. In cases where the IRR was not provided,

the authors calculated the IRR using the holding peri-

od (month and year of entry and exit), investment cost

and total return. This method biases the IRR down-

wards, by assuming all cashflows into the company oc-

cur on the first day of the investment, and are returned

to the investor on the last day (i.e., it does not allow

for interim cashflows which could increase the IRR).
7 Private equity-backed companies do not tend to suf-

fer from the separation of voting rights from cash flows

rights which has been a common feature of Asian cor-

porations (see Claessens et al., 2000).
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8 Comparison of means and medians statistics yielded

similar univariate inferences and are available on re-

quest.

Acknowledgments

For helpful comments and suggestions, we owe thanks

to Bernie Black, Robert Cressy and Christine Mallin

and to the seminar participants at the Canadian Law and

Economics Association (September 2010) and the Law,

Ethics and Finance Conference at York University

(September 2010).

References

Acharya, V., M. Hahn and C. Kehoe: 2009, ‘Corporate

Governance and Value Creation: Evidence from Pri-

vate Equity’. NYU Working Paper No. FIN-08-032,

http://ssrn.com/abstract=1354519.

Ahlstrom, D., G. Bruton and K. Yeh: 2007, ‘Venture

Capital in China: Past, Present, and Future’, Asia Pacific

Journal of Management 24, 247–268.

Barry, C., C. Muscarella, J. Peavey and M. Vetsuypens:

1990, ‘The Role of Venture Capital in the Creation of

Public Companies: Evidence from the Going Public

Process’, Journal of Financial Economics 27, 447–471.

Berkowitz, D., K. Pistor and J. F. Richard: 2003, ‘Eco-

nomic Development, Legality, and the Transplant

Effect’, European Economic Review 47, 165–195.

Bernstein, S., J. Lerner,M.Sorenson andP. Stromberg: 2009,

‘Private Equity, Industry Performance and Cyclicality’, in

Globalization of Alternative Investments Working Papers Vol-

ume 3: The Global Economic Impact of Private Equity Report

2010 (World Economic Forum, Geneva), pp. 3–22.

Bruton, G., M. Dattani, M. Fung, C. Chow and

D. Ahlstrom: 1999, ‘Private Equity in China: Differ-

ences and Similarities with the Western Model’, Journal

of Private Equity 2(2), 7–13.

Cao, J., D. Cumming, M. Qian and X. Wang: 2010,

‘Creditor Rights and LBOs’, http://ssrn.com/abstract=

1086775.

Cao, J. and J. Lerner: 2009, ‘The Performance of Reverse

Leveraged Buyouts’, Journal of Financial Economics

91(2), 139–157.

Claessens, S., S. Djankov and L. Lang: 2000, ‘The Sepa-

ration of Ownership and Control in East Asian Cor-

porations’, Journal of Financial Economics 58, 81–112.

Cochrane, J.: 2005, ‘The Risk and Return to Venture

Capital’, Journal of Financial Economics 75, 3–52.

Cressy, R., F. Munari and A. Malipiero: 2007, ‘Playing to

their Strengths? Evidence that Specialization in the

Private Equity Industry Confers Competitive Advan-

tage’, Journal of Corporate Finance 13, 647–669.

Cumming, D.: 2007, ‘Government Policy Towards

Entrepreneurial Finance: Innovation Investment

Funds’, Journal of Business Venturing 22(2), 193–235.

Cumming, D.: 2008, ‘Contracts and Exits in Venture

Capital Finance’, Review of Financial Studies 21(5),

1947–1982.

Cumming, D., G. Fleming and A. Schwienbacher: 2006,

‘Legality and Venture Capital Exits’, Journal of Corpo-

rate Finance 12, 214–245.

Cumming, D. and S. Johan: 2007, ‘Socially Responsible

Institutional Investment in Private Equity’, Journal of

Business Ethics 75, 395–416.

Cumming, D. and S. Johan: 2009, ‘Legality and Fund

Manager Compensation’, Venture Capital: An Interna-

tional Journal of Entrepreneurial Finance 11, 23–54.

Cumming, D. and J. MacIntosh: 2003, ‘Venture Capital

Exits in Canada and the United States’, University of

Toronto Law Journal 51, 101–200.

Cumming, D., D. Siegel and M. Wright: 2007, ‘Private

Equity, Leveraged Buyouts and Governance’, Journal of

Corporate Finance 13(4), 439–460.

Cumming, D. and U. Walz: 2010, ‘Private Equity Re-

turns and Disclosure Around the World’, Journal of

International Business Studies 41(4), 727–754.

Fang, L. and R. Leeds: 2008a, ‘Chinese Private Equity

Cases: Introduction’, in Globalization of Alternative

Investments Working Papers Volume 1: The Global Eco-

nomic Impact of Private Equity Report 2008 (World

Economic Forum, Geneva), pp. 113–114.

Fang, L. and R. Leeds: 2008b, ‘Indian Private Equity

Cases: Introduction’, in Globalization of Alternative

Investments Working Papers Volume 1: The Global Eco-

nomic Impact of Private Equity Report 2008 (World

Economic Forum, Geneva), pp. 141–142.

Ferris, W.: 2001, ‘Australia Chooses: Venture Capital and

a Future Australia’, Australian Journal of Management 26,

45–64.

Filatotchev, I., K. Starkey and M. Wright: 1994, ‘The

Ethical Challenge of Management Buyouts as a Form

of Privatization in Central and Eastern Europe’, Journal

of Business Ethics 13, 523–532.

Fleming, G.: 2004, ‘Venture Capital Returns in Austra-

lia’, Venture Capital 6(1), 23–45.

Gompers, P. A. and J. Lerner: 1999, The Venture Capital

Cycle (MIT Press, Cambridge, MA).

Heckman, J.: 1976, ‘The common structure of statistical models

of truncation, sample selection, and limited dependent

variables and a simple estimator for such models’, Annals of

Economic and Social Measurement 5, 475–492.

Heckman, J.: 1979, ‘Sample selection bias as a specifica-

tion error’, Econometrica 47, 153–161.

Legal Protection, Corruption and Private Equity Returns in Asia

12375Reprinted from the journal

http://ssrn.com/abstract=1354519
http://ssrn.com/abstract=1086775
http://ssrn.com/abstract=1086775


Ippolito, R.: 2007, ‘Private Equity in China and India’,

Journal of Private Equity 10(4), 36–41.

Jeng, L. and P. Wells: 2000, ‘The Determinants of

Venture Capital Fundraising: Evidence Across Coun-

tries’, Journal of Corporate Finance 6, 241–289.

Johan, S. A. and D. Najar: 2011, ‘The Role of Corrup-

tion, Culture, and Law in Investment Fund Manager

Fees’, Journal of Business Ethics. doi:10.1007/s10551-

011-0852-7.

Jones, T. and R. Hunt: 1991, ‘The Ethics of Manage-

ment Buyouts Revisited’, Journal of Business Ethics 10,

833–840.

Kaplan, S.: 1997, ‘The Evolution of U.S. Corporate

Governance: We Are All Henry Kravis Now’, Journal

of Private Equity 1(1), 7–14.

Kaplan, S. and P. Stromberg: 2009, ‘Leveraged Buyouts

and Private Equity’, Journal of Economic Perspectives

23(1), 121–146.

Koh, W.: 2005, ‘Corporate Restructuring and Manage-

ment Buyouts in the Asia-Pacific and Europe’, Journal

of Restructuring Finance 2(1), 1–8.

Kuroki, M., M. Rice and P. Abetti: 2000, ‘Emerging

Trends in the Japanese Venture Capital Industry’,

Journal of Private Equity 4, 39–39.

La Porta, R., F. Lopez-De-Silanes, A. Shleifer and

R. Vishny: 1998a, ‘Legal Determinants of External

Finance’, Journal of Finance 52, 1131–1150.

La Porta, R., F. Lopez-de-Silanes, A. Shleifer and

R. Vishny: 1998b, ‘Law and Finance’, Journal of

Political Economy 106(6), 1113–1155.

La Porta, R., F. Lopez-de-Silanes, A. Shleifer and

R. Vishny: 2002, ‘Investor Protection and Corpo-

rate Valuation’, Journal of Finance 57(3), 1147–1170.

Lerner, J. and A. Gurung: 2008, ‘Executive Summary’, in

Globalization of Alternative Investments Working Papers Vol-

ume 1: The Global Economic Impact of Private Equity Report

2008 (World Economic Forum, Geneva), pp. vii–xi.

Lerner, J. and A. Schoar: 2005, ‘Does Legal Enforcement

Affect Financial Transactions? The Contractual

Channel in Private Equity’, The Quarterly Journal Eco-

nomics 120(1), 223–246.

Li, H. and S. Rozelle: 2003, ‘Privatizing Rural China:

Insider Privatization, Innovative Contracts, and the

Performance of Township Enterprises’, China Quar-

terly 174, 981–1005.

Li, H. and S. Rozelle: 2004, ‘Insider Privatization with a

Tail: The Screening Contract and Performance of

Privatized Firms in Rural China’, Journal of Develop-

ment Economics 75, 1–26.

Li, H. and Q. Wang: 2005, ‘Management Buyout,

Information, and Firm Performance: How Has Pri-

vatization Worked in China?’, Journal of Restructuring

Finance 2(1), 55–67.

Lin, T. and R. Smith: 1998, ‘Insider Reputation and

Selling Decisions: The Unwinding of Venture Capital

Investments During Equity IPOs’, Journal of Corporate

Finance 4, 241–263.

Martin, T.: 1999, ‘Australian Buyout Market – History

and Potential’, Journal of Private Equity 2(2), 15–30.

Mayer, C., K. Schoors and Y. Yafeh: 2005, ‘Sources of

Funds and Investment Activities of Venture Capital

Funds: Evidence from Germany, Israel, Japan, and

the United Kingdom’, Journal of Corporate Finance 11,

586–608.

Megginson, W. and K. Weiss: 1991, ‘Venture Capital

Certification in Initial Public Offerings’, Journal of

Finance 46, 879–893.

Naqi, S. A. and H. Samanthala: 2007, ‘Venture Capital or

Private Equity? The Asian Experience’, Business Hori-

zons 50(4), 335–344.

Nikoskelainen, E. and M. Wright: 2007, ‘The Impact of

Corporate Governance Mechanisms on Value Increase

in Leveraged Buyouts’, Journal of Corporate Finance

13(4), 511–537.

Pruthi, S., M. Wright and A. Lockett: 2003, ‘Do Foreign

and Domestic Venture Capital Firms Differ in Their

Monitoring of Investees?’, Asia Pacific Journal of Man-

agement 20, 175–204.

Schadler, F. and J. Kahns: 1990, ‘The Unethical Exploi-

tation of Shareholders in Management Buyout

Transactions’, Journal of Business Ethics 9, 595–602.

UBS Private Funds Group: 2009, Asia Private Equity

Market Overview (UBS Investment Bank).

Westcott, M.: 2009, ‘Private Equity in Australia’, Journal

of Industrial Relations 51(4), 529–542.

Wright, M.: 2007a, ‘Private Equity and Management

Buy-outs’, in H. Landstrom (ed.), Handbook of Research

on Venture Capital (Edward Elgar, Cheltenham),

pp. 281–312.

Wright, M.: 2007b, ‘Venture Capital in China: A View

from Europe’, Asia Pacific Journal of Management 24,

269–281.

Wright, M. and H. Bruining: 2008, ‘Private Equity and

Management Buyouts: International Trends, Evidence

and Policy Implications’, in M. Wright and H. Bru-

ining (eds.), Private Equity and Management Buyouts

(Edward Elgar, Cheltenham), pp. 3–80.

Wright, M. and M. Kitamura: 2003, ‘Management

Buyouts in Japan’, Journal of Private Equity 6(2), 86–95.

Wright, M., M. Kitamura and A. Burrows: 2005,

‘Management Buyouts: From Europe to Japan’, Journal

of Restructuring Finance 2(1), 39–54.

Wright, M., M. Kitamura and R. Hoskisson: 2003,

‘Management Buyouts and Restructuring Japanese

Corporations’, Long Range Planning 36(4), 355–

373.

Douglas Cumming et al.

123 76 Reprinted from the journal

http://dx.doi.org/10.1007/s10551-011-0852-7
http://dx.doi.org/10.1007/s10551-011-0852-7


Douglas Cumming

York University Schulich School of Business,

Toronto, ON M3J 1P3, Canada

E-mail: dcumming@schulich.yorku.ca

Grant Fleming

Continuity Capital Partners, Level 8,

12 Moore Street, Canberra, ACT 2601, Australia

E-mail: grant.fleming@continuitycp.com

School of Finance, Actuarial Studies & Applied Statistics,

College of Business and Economics,

Australian National University,

Canberra, ACT 0200, Australia

Sofia Johan

Tilburg Law and Economics Center,

Postbus 90153, 5000 LE Tilburg, The Netherlands

E-mail: sofiajohan@email.com

Mai Takeuchi

Wilshire Private Markets, Wilshire Japan K.K.,

4th Floor, East Tower, Otemachi First Square, 1-5-1

Otemachi, Chiyoda-ku, Tokyo 100-0004, Japan

E-mail: mai-takeuchi@wilshire.com

Legal Protection, Corruption and Private Equity Returns in Asia

12377Reprinted from the journal



Exploring the Impact of Legal Systems

and Financial Structure on Corporate

Responsibility Céline Gainet

ABSTRACT. This study investigates how diverse

European legal systems and financial structures influence

corporate social and environmental responsibility. The

argument is developed by means of a framework that

integrates legal systems and financial structures. Hypoth-

eses relating to environmental responsibility have been

tested using Innovest data gathered between 2002 and

2007 from 645 companies in 16 countries; and hypotheses

relating to social responsibility have been tested using

Innovest data gathered between 2004 and 2007 from 600

companies. The findings demonstrate that legal systems

influence corporate responsibility (CR) in both social and

environmental spheres. They also support the claim that

corporations are more likely to act in environmentally

responsible ways when there are strong and well-enforced

state regulations in place to ensure such behavior. Com-

pany size is shown to have a greater impact on CR than

either excess cash or performance. Large companies tend

to be more visible than small ones do, and society expects

them to behave in a more socially and environmentally

responsible manner regardless of their financial perfor-

mance or available cash. Finally, these findings support

the hypothesis that capital structure significantly influ-

ences CR: companies with a high number of publicly

held shares and a low percentage of debt are more likely

than others to commit themselves to social and envi-

ronmental activities.

KEY WORDS: corporate social responsibility, Europe,

influence of financial structures, influence of legal systems

Introduction

While the European Union (EU) has been increas-

ingly active, during the last 15 years, in tackling

environmental and social issues, significant differ-

ences remain across Europe. In accordance with the

view that the nature of corporate responsibility (CR)

is directly linked to a company’s cultural and regu-

latory environment (Matten and Moon, 2008), this

study focuses on the European market, which has

distinct historical, philosophical. and religious tradi-

tions that distinguish it from the American market

(Crane and Matten, 2007). Although there is a

burgeoning academic literature on CR in the Uni-

ted States, very little research focuses on European

countries. Continental Europe and the US approach

governance in very different ways, so there is no

reason to assume that empirical evidence from

Europe will duplicate findings from North America

(La Porta et al., 1998, 1999; Matten and Moon,

2005; Pagano and Volpin, 2005; Shleifer and

Vishny, 1997). By focusing on Europe, this study

provides an opportunity to compare European and

American results.

While some studies do attempt to capture the

historic and abiding differences between European

countries (Midttun et al., 2006), further in-depth

investigations are needed. Europe remains a heter-

ogeneous entity when it comes to economic con-

ditions, business activities, legal issues, and even

cultural legacies. Rather than list exhaustively the

wide range of social and environmental regulations

that exist in Europe, this article focuses on regula-

tions that are shared by all European countries, and

on those that are most significantly different.

CR is embedded in national business and legal

systems. The idea of a socially embedded modern

market economy features in many branches of

political economy literature (Midttun et al., 2006),

in studies of the welfare state, labor market (Esping-

Andersen, 1990; Mjøset, 2001; Sapir, 2005), busi-

ness systems and varieties of capitalism (Hall and

Soskice, 2001), and negotiated tripartite governance

Journal of Business Ethics (2010) 95:195–222 � Springer 2011
DOI 10.1007/s10551-011-0854-5
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(neo-corporatism), with its ties to the French regu-

lation school (Boyer and Saillard, 2002). The com-

parative conceptualization of CR draws upon three

areas of research: institutional economics, regulation

theory, and the ‘‘varieties of capitalism,’’ to explain

how various European legal systems approach social

and environmental issues in different ways, and with

different consequences.

The well-known article by DiMaggio and Powell

(1983) concludes that organizations face three types

of external pressure: coercive (regulatory), norma-

tive, and mimetic. This article focuses on coercive

pressure, encompassing the legal constraints that

organizations must comply with. Whether one

believes that CR begins when legal regulation ends,

or that it requires minimum acceptable standards to

be set by law, CR and law remain intrinsically

linked. Utilizing a macro-analysis of the various

European approaches to social and environmental

issues, this article analyzes the impact of diverse

European legal standards on the adoption and prac-

tice of corporate social responsibility (CSR) and

corporate environmental responsibility (CER).

Environmental and social outcomes in particular

countries interrelate not only with regulatory require-

ments and the degree of enforcement, but also

with more general aspects of the institutional envi-

ronment (Berkowitz et al., 2003; Kogut and Ragin,

2006). While focusing on legal systems, this study

necessarily considers the interrelated institutional

environment.

Previous research suggests that business financial

structures,1 such as organization size, are important

variables linked to CR ratings (McWilliams and

Siegel, 2001; Orlitzky and Benjamin, 2001; Orlitzky

et al., 2003; Waddock and Graves, 1997). I inves-

tigate three major theories that consider the influ-

ence of business financial structures on CR: slack

resource theory, the corporate visibility concept, and

information asymmetry theory. In doing so, I

attempt to provide an integrative framework for

analyzing the influence of business financial struc-

tures on CR.

This article examines how the existence of many

different legal systems and business financial struc-

tures influences corporate social and environmental

responsibility in Europe. In addition to introducing

and evaluating a new data set, this study also con-

tributes to several areas of research. First, it con-

tributes to an emerging line of research that

examines country-level institutional features, such as

the origin of a particular legal system, to explain

national differences in corporate social and envi-

ronmental responsibility. There has been little

attempt to develop a model that can evaluate CR in

diverse environments with differing regulatory and

market settings. I attempt to fill this gap by devel-

oping a conceptual framework that focuses on legal

systems and is tested empirically in the European

context. My results confirm the validity of this

conceptual framework in the European environ-

ment. The analysis of CER shows a direct correla-

tion between intense regulation and high corporate

ratings. With regard to CSR, the findings are more

ambiguous; while civil and German civil laws sig-

nificantly influence CSR, common and Scandina-

vian civil laws do not. Furthermore, mean test results

indicate that corporate social rating averages differ

only slightly across the countries of Europe, despite a

variety of legal systems. This article suggests ways to

interpret this finding.

Second, this study adds to the sparse but growing

literature that assesses the links between CR and

corporate financial performance on the European

market. Most relevant research focuses on the US

market. One reason why earlier studies have not

considered the effect of financial performance on

CR in the European market is that CR data for

European firms are produced by very few rating

agencies and are not widely available. In this article,

data relating to the European market have been

collected from Innovest for ten consecutive years

(for some years, the data are insufficient). It is

therefore possible to examine the effects of financial

performance on CR in a large, diverse sample of

European firms.

Third, this article makes an important contribu-

tion to the literature on private equity and bank

lending in relation to CR. In analyzing the links

between various financial factors and CR, the extant

literature concentrates on the relation between CR

and financial performance and does not extend to

other financial considerations such as levels of debt

or levels of privately held shares. In this article, I

show that debt has only a weakly negative impact on

CR, and that social and environmental ratings are

positively linked with the level of publicly

(as opposed to privately) held shares.

Céline Gainet
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Finally, this article analyzes the impact of com-

pany size and excess cash on CR. As these results

take into account liquidity as well as size, they offer a

wider perspective on the financial structures that

encourage high levels of CR. The new evidence

relating to the European market complements pre-

vious studies by assessing the relative importance of

corporate visibility and available resources.

The remainder of this article presents an integra-

tive framework relating to legal systems and financial

structures. Hypotheses account for the influence of

legal systems and financial structures on CR, while

introducing and evaluating a new set of data that

reveals levels of CR across Europe. The results are

presented, finally, analyzed, and their meaning dis-

cussed.

Literature review and the development

of hypotheses

Definition of CR

This study examines corporate environmental and

social policies. As the term ‘‘social’’ in CSR may be

misleading (Waddock, 2008), the term ‘‘corporate

responsibility’’ (CR) is used ‘‘to signal an emerging

sense that responsibilities are fundamental to all ac-

tions, decisions, behaviors and impacts of business’’

(Waddock, 2003). I focus on CR, rather than related

concepts, for two reasons. First, there is a growing

use and acceptance of the term CR by both prac-

titioners (e.g., EABIS Conference, 2006; Eco

Conference, 2006; Zadek, 2004) and academics

(e.g., Andriof and Waddock, 2002; Hillenbrand and

Money, 2007; Waddock, 2003, 2008). Second, CR

is a broad concept that allows both the social and

environmental aspects of responsibility to be inves-

tigated in the same study (MacMillan et al., 2004;

Waddock, 2003). CR is a broader concept than

CSR, encompassing not only day-to-day operating

practices and business strategies, but also impacts on

society and the environment (Ahmad et al., 2003;

Andriof and Waddock, 2002). Thus, the term cor-

porate responsibility (CR) is the core concept,

embracing various dimensions of responsibility. The

terms CSR and CER are used to differentiate social

and environmental issues. McWilliams and Siegel

(2001), defined corporate (social) responsibility as

actions that appear to further some social good, beyond

what is required by law. In this article, CR refers to

corporate activity that advances a social, environ-

mental, or ethical agenda beyond that required by

law (Siegel and Vitaliano, 2007).

Influence of legal and economic systems on CR

The legal systems of EU countries fall into three

main groups: the first based on common law, the

second derived from civil and German civil law, and

the third originating in Scandinavian civil law

(Berkowitz et al., 2003; La Porta et al., 1998). One

consequence of these varied legal origins is a dif-

ference in legislation covering social and environ-

mental policies. Environmental and social outcomes

in particular European countries are interrelated not

only through regulatory requirements and the de-

gree of enforcement, but also more broadly through

the institutional environment (Berkowitz et al.,

2003; Kogut and Ragin, 2006). By focusing on legal

systems, the investigation field of this study is inex-

tricably linked with the institutional environment.

Grouping European countries in accordance with

the origins of their legal systems might suggest a

dichotomy between common law countries, which

favor explicit CR policies, and all other countries, in

which companies tend to adopt implicit CR policies

(Matten and Moon, 2008). ‘‘Explicit’’ CR refers to

corporate policies that openly assume responsibility

for the interests of society; firms operating in this

way develop voluntary, self-interest driven policies

and strategies to address social issues within a per-

ceived area of CR. By contrast, implicit CR refers to

a national formal and informal structure in which

every corporation is assigned an agreed share of

responsibility for society’s interests and concerns.

This framework reflects the traditional dichotomy

between liberal market economies and coordinated

market economies. Matten and Moor’s model

assumes a dichotomy between common law coun-

tries, which develop explicit CR, and the rest of

Europe, where implicit CR policies prevail. The

model needs to be specified to describe how CR

varies across European countries. While the EU has

been increasingly active during the past 15 years in

addressing environmental and social issues, signifi-

cant national differences remain.

Impact of Legal Systems and Financial Structure on CR
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Within the EU, a distinction can be made among

common law countries, civil law and German civil

law countries, and Scandinavian civil law countries.

This distinction is based on analyses of the legal

systems per se, and on the effectiveness of these

legal systems in addressing social and environmental

issues.

According to Berkowitz et al. (2003), ‘‘the Eng-

lish common law, the French civil law and the

German civil law dominated the process of consol-

idation and formalization of formal legal orders in

Europe. The English common law has evolved over

centuries and, in contrast to the French and German

civil systems, was never systematized and codified.

(…) Statutory law gained importance since the mid-

nineteenth century, but case law remains the hall-

mark of the English legal system to this day. (…)

Comparative legal scholarship also distinguishes a

fourth legal system, the Scandinavian one. The

Scandinavian legal system is not built around a major

codification, like the French or the German legal

system, nor does it have a body of case law like the

English common law. Early codification of existing

business practices and the close political and eco-

nomic relations among the four Scandinavian

countries has given rise to a legal system based on

statutory law that is distinct from the legal systems

described above.’’

One consequence of these different legal tradi-

tions is a variation in the laws that cover social and

environmental policies, and the disclosure of infor-

mation about these issues. Table I presents the major

differences among Europe’s three legal systems in

relation to social and environmental issues. Because

corporate commitments can be evaluated only if

they are disclosed, disclosure policies are also investi-

gated. The aim is not to list exhaustively every

regulation that impinges on social or environmental

issues, but to highlight major differences among the

three identified European legal systems.

Higher levels of environmental and social involve-

ment might be expected in legal systems on the

Scandinavian model (Aguilera et al., 2007), which

push businesses to take responsibility for environ-

mental and social issues (Campbell, 2006, 2007).

According to Matten and Moon (2008), ‘‘companies

practicing explicit CSR use the language of ‘CSR’ in

communicating their policies and practices to their

stakeholders while those practicing implicit CSR

would normally not describe their activities this

way.’’ Because companies from liberal market

economies2 communicate more explicitly about

environmental and social issues, one would expect

them to score better on environmental and social

responsibility. On the other hand, companies based

in civil law countries may fully comply with the law

and customary ethics, even if they do not publicize

their CR activities.

From Table I and on the basis of the previous

considerations, the following hypotheses about the

impact of legal systems on CR can be derived.

H1: The stricter the law and its enforcement with

regard to social and environmental issues, and

their disclosure, the higher the average ratings.
H1-A: The average CR rating is higher for com-

panies headquartered in Scandinavian civil

law countries than for companies head-

quartered in other legal systems.
H1-B: As voluntary disclosure is fostered by the

legal environment for companies headquar-

tered in common law countries, the average

CR rating should be higher for companies

headquartered in common law countries

than for companies headquartered in civil

and German civil law countries.
H1-C: As voluntary disclosure tends to be ne-

glected by companies headquartered in civil

and German civil law countries, the average

CR rating observed should be lower for

companies headquartered in civil and Ger-

man civil law countries than for companies

headquartered in other legal systems.

Influence of financial structures on CR

The main three conceptual and theoretical founda-

tions that predict the influence of financial structures

on CR are slack resource theory, corporate visibility,

and information asymmetry theory. The taxonomy

of these different financial structures is summarized

in Table II.

The corporate visibility concept states that the more

visible a company becomes (generally through

growth), the more it will invest in CR. Numerous

studies (e.g., Amato and Amato, 2007; Burlingame

and Frishkoff, 1996; Johnson, 1966) have concluded

Céline Gainet
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that firm size has an important impact on CR levels.

In their studies of corporate giving and the US

market, Atkinson and Galaskiewicz (1988), Boats-

man and Gupta (1996), and Buchholtz et al. (1999)

found that large firms considered CR more carefully

than small ones. Because larger companies tend to be

more visible, they are generally more concerned

about their social policies and environmental impact.

Hence,

H2: The average CR rating is higher for the most

visible companies.
H2-A: Socially (environmentally) more responsible

companies tend to be larger than socially

(environmentally) less responsible companies.

Based on slack resource theory, very profitable

companies with excess cash are more likely than

others to invest in CR.

– Available cash. The slack resource theory view of

CR argues that companies commit themselves to

socially and environmentally responsible behavior

when slack resources allow it (McGuire et al.,

1988; Roberts, 1992; Ullmann, 1985). From this

perspective, the more available cash a company

has, the more it should invest in CR activities.

– Accounting performance/profitability. Slack resource

theory also suggests a link between profitability

and corporate social and environmental responsi-

bility. For instance, McGuire et al. (1988) and

Waddock and Graves (1997) found strong rela-

tionships between CR and financial performance.

Hence,

H3: The average CR rating is higher for companies

with extra resources.
H3-A: Socially (environmentally) more responsible

companies have more available cash than

socially (environmentally) less responsible

companies.
H3-B: Socially (environmentally) more responsible

companies are more profitable in terms of

accounting results than socially (environ-

mentally) less responsible companies.

According to information asymmetry theory, com-

panies invest more or less in CR as a function of

corporate capital structure. More specifically, capital

providers may require the right to examine the CR
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Céline Gainet

123 84 Reprinted from the journal



activities that company managers choose and pro-

mote. Most of the existing literature focuses on the

role of public shareholders in improving CR and

neglects the potential impact of the credit channel

and privately held shares on companies’ non-finan-

cial policies. ‘‘Privately held shares’’ refers to shares

held by insiders, i.e., any person who could poten-

tially impact a company’s policy (including corporate

managers, directors and large blockholders). Two

opposing views about the role of the structure of

capital are defended in the literature.

Scholtens (2006) argues that the public stock

market has a weak impact on acts of CR for three

reasons. First, the public stock market rarely provides

new finance to help companies invest in social and

environmental projects. Second, shareholders do not

feel responsible for the non-financial performance of

companies they invest in, because liability is limited

and share ownership often widely dispersed. Third,

because environmental and social activity involves

long-term responsibilities, the short-term market

approach does not permit the evaluation or regula-

tion of CR. Banks and venture capitalists, by con-

trast, do have an opportunity to investigate the social

and environmental policies of the companies in

which they want to invest. Goss and Roberts (2006)

found that companies with the worst social respon-

sibility scores tend to pay higher loan spreads. Firms

mostly owned via long-term debt invest more in CR

activities than firms held by equity. Similarly, firms

owned predominantly through privately held shares

invest more in CR activities than firms owned

through publicly held shares.

Hence,

H4: Privately owned capital has a positive influence

on CR ratings.
H4-A: Socially (environmentally) more responsible

companies are more leveraged than socially

(environmentally) less responsible companies.
H4-B: Socially (environmentally) more responsible

companies are owned through privately held

shares more often than socially (environ-

mentally) less responsible companies.

Private capital and bank credit can, however, be

more opaque than market-based financing (Boot and

Thakor, 1997), reducing the pressure on companies

to act responsibly and disclose their CR policies and

TABLE II

Conceptual framework relative to the influence of financial structures on CR

Mechanism Studies Operationalization

Slack resource theory Availability of slack resources

provides an opportunity for

companies to invest in CR

actions

E.g., Buchholtz et al. (1999),

Waddock and Graves (1997),

McGuire et al. (1988)

Available cash, accounting

performance (+)

Corporate visibility More visible companies are

subject to a higher level of

scrutiny from external agents

and tend to invest more in

CR actions

E.g., Brammer and Millington

(2006), Amato and Amato

(2007), Miles (1987)

Size (+)

Information

asymmetry theory

Capital providers may require

the right to approve CR ac-

tions promoted by managers

To limit information asym-

metry effects, managers should

disclose their policies and limit

their involvement in discre-

tionary activities

E.g., Scholtens (2006), Goss

and Roberts (2006)

Capital structure, Publicly and

privately held shares (±)

This table summarizes the different financial structures influencing corporate responsibility.
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activities. Bank debt is known to limit free cash flow,

thereby reducing a manager’s ability to invest (Lang

et al., 1995). It is possible that, quite apart from

liquidity constraints, investment in corporate social

issues is lower for firms with relatively high levels of

bank debt. Furthermore, contrary to what is usually

asserted, financial markets do have the capacity to

support long-term projects (Thesmar and Landier,

2007). Hence, firms that are mostly equity-owned

tend to invest more in CR policies than firms that

are mostly held by long-term debt. Firms mostly

owned through publicly held shares tend to invest

more in CR than firms mostly owned through

privately held shares.

Hence,

H40: Publicly owned capital has a positive influence

on CR ratings.
H40-A: Socially (environmentally) more responsible

companies are more leveraged than socially

(environmentally) less responsible companies.
H40-B: Socially (environmentally) more responsible

companies tend to be owned through publicly

held shares more often than socially (envi-

ronmentally) less responsible companies.

Methods

Sample

Banks, insurance, and financial companies were

excluded from this sample to prevent an inconsis-

tent analysis incorporating accounting variables

from other industrial sectors. The final sample of

companies headquartered in 16 European countries

is composed of 631 companies for the CER anal-

ysis, and 577 companies for the CSR analysis. The

CER study availed data from 2002 to 2007, and

the CSR study the data from 2004 to 2007. The

data are unbalanced, that is, the total number of

companies in the CER sample over the whole

period studied is 631 and in the CSR sample 577;

however, the number of companies in the sample

varies year by year. For example, the maximum

number of companies in the CER sample in one

single year is 597 (2003), and in the CSR sample

406 (2006).

Dependent variables

Corporate social responsibility and environmental

responsibility were considered separately, and mea-

sured through two Innovest constructs that rate

major corporate acts of social and environmental

responsibility on a scale ranging from 0 to 2000;

these scores are then transformed into ratings that

range from AAA (outperform) to CCC (underper-

form). Innovest utilizes no exclusion criteria. Their

analytic model attempts to balance levels of envi-

ronmental and social risk with the managerial and

financial capacity of a company to manage future

sustainability issues. The metrics used are based on

quantitative data whenever possible, with the

objective of analyzing a company’s actual perfor-

mance to substantiate its claims. Innovest’s social

data scores reflect company responsibility in the areas

of sustainable governance, human capital, stake-

holder capital, products or services, and emerging

markets. Hence, the view of social performance is

quite broad. Environmental data scores balance the

economic value that a company adds (e.g., by pro-

ducing products and delivering services) against the

waste it generates in creating that value. Factors

considered by Innovest’s analysts can be grouped

into five broad categories: historical liabilities (risk

resulting from previous actions); operating risk (risk

exposure from recent events); sustainability and eco-

efficiency risk (future risks initiated by the weak-

ening of a company’s material sources of long-term

profitability and competitiveness); managerial risk

efficiency (the ability to handle environmental risk

successfully); and environmentally related strategic

profit opportunities (business opportunities available

to the company relative to its industry peers).

The main benefits of these scores are their com-

pleteness. Making use of about 20 information

sources, both quantitative and qualitative, Innovest’s

analysts evaluate a company relative to its industry

peers via an analytic matrix. Approximately, 40

aspects of the company are evaluated, and these

individual scores together constitute its final rating.

For each factor, the company receives a score

between 1 and 10. As variables are not considered

equally important, factors are weighted differently.

The final numerical rating assigned to a company is

converted into a relative score based on the total

spread of scores in the sector to which that company

Céline Gainet

123 86 Reprinted from the journal



belongs. Five main sectors are considered, ranging

from service companies (sector 1, measured in terms

of industrial intensity) to heavy industries (sector and

industrial intensity level 5). The first, low intensity

sector includes commercial, consumer and employ-

ment services, and internet software and consulting

companies. The second sector is made up of retail

trade, and biotechnology and telecommunications

companies. The third sector – rising in its level of

industrial intensity – comprises airlines, and firms

that produce communications equipment, comput-

ers, construction, and electronic equipment. The

fourth sector includes automobile companies, indus-

trial conglomerates, and pharmaceutical companies.

The fifth and most intensive sector covers chemicals,

metals, and mining, and oil and gas companies.

Independent variables

Legal systems

This empirical study relies on per capita GDP to

assess the three groups of countries identified earlier:

those with common law, civil or German civil law,

and Scandinavian civil law.

As this empirical analysis was conducted both

before and after 2004, it focuses on the 15 countries

that belonged to the EU in January 2004. Switzer-

land and Norway, both members of the European

Free Trade Association (EFTA) are also included

because of their strong links with EU member

countries.

Between 2002 and 2007, companies headquar-

tered in common law countries (Great Britain and

Ireland) represented 43–64% of the sample. Com-

panies headquartered in civil law countries (France,

Belgium, Greece, Spain, Italy, Portugal, and the

Netherlands) and German civil law countries (Aus-

tria, Germany, and Switzerland) made up 29–42% of

the sample. Companies headquartered in Scandina-

vian countries (Finland, Denmark, Norway, and

Sweden) accounted for 7–13.5%.

Financial structures

Regarding financial structures, the following vari-

ables were added (from Thomson Financial, World-

scope, and DataStream): size (total capital), available

cash (cash-flow-to-assets), accounting performance/

profitability (return-on-assets), capital structure

(long-term-debt-to-total-capital), and privately ver-

sus publicly held shares (the proportion of privately

held shares to total shares). All time-varying variables

were lagged by 1 year, as most business policy

decisions are based on the financial data from the

previous year. This 1-year lag helps us to prevent

problems of endogeneity.

Control variables

Economic conditions

The economic performance of individual countries,

as well as their legal differences, may also influence

CR. It is generally assumed that higher levels

of national economic development promote CR

through additional resources and a greater aware-

ness of issues (Li and Zhang, 2010). The develop-

ment of economic systems is proxied by the per

capita gross domestic product in purchasing power

standards (per capita GDP), as it offers the broadest,

most all-encompassing measure of how the econ-

omy is performing. The per capita GDP has been

lagged by 1 year, to be consistent with financial

data (see above) and to prevent problems of

endogeneity.

Industry sectors

Corporate environmental and social performance is

also controlled for industry bias. As detailed above,

sectors are categorized into five groups, based on

their global level of impact on the environment; they

range from service companies (sector intensity 1) to

heavy industries (sector intensity 5).

Table III recaps the variables used in this study.

Time frame

The CER and CSR data provided by Innovest

analysts have increased over time; in 2002 and 2004,

respectively, the accumulated observations on CER

and CSR became substantial enough to make this

study possible. Table IV shows the growth in valid

observations relating to corporate environmental and

social responsibility ratings.

The decision to study CER from 2002 to 2007

and CSR from 2004 to 2007 reflects the number of

valid observations available.
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TABLE III

Variable definitions

Variables Content

Environmental ratings Scores between 1 and 2000 evaluating a company’s environmental activities.

Data provided by Innovest

Social ratings Scores between 1 and 2000 evaluating a company’s social activities. Data

provided by Innovest

Common law countries A dummy variable equal to 1 for companies headquartered in one of the

following countries: Great Britain or Ireland

Civil and German civil law countries A dummy variable equal to 1 for companies headquartered in one of the

following countries: Belgium, France, Netherlands, Greece, Spain, Italy,

Portugal, Austria, Germany, or Switzerland

Scandinavian civil law countries A dummy variable equal to 1 for companies headquartered in one of the

following countries: Finland, Denmark, Norway or Sweden

Per capita gross domestic product

in purchasing power standards

Gross domestic product (GDP) is a measure for the economic activity. It is

defined as the value of all goods and services produced less the value of any

goods or services used in their creation. Per capita GDP is expressed in PPS,

i.e., a common currency that eliminates the differences in price levels

between countries allowing meaningful volume comparisons of GDP

between countries. It is expressed in relation to the EU average set to equal

100. If the index of a country is higher than 100, this country’s level of GDP

per head is higher than the EU average and vice versa

Total assets Sum of total current assets, long-term receivables, investment in uncon-

solidated subsidiaries, other investments, net property plant and equipment,

and other assets

Cash-flow-to-assets (Income before extraordinary items and preferred and common dividends

and after operating and non-operating income and expense, reserves,

income taxes, minority interest, and equity in earnings + depreciation,

depletion, and amortization)/Total Assets * 100

Return-on-assets (Net income before preferred dividends + ((interest expense on debt -

interest capitalized) * (1 - tax rate)))/last year’s total assets * 100

Total debt per total assets Sum of all interest bearing and capitalized lease obligations/total assets * 100

Privately held shares per total shares Number of shares held by insiders/Common shares outstanding * 100

(An insider could be an officer, director, person with a policy-making role,

or beneficial owner of a company’s stock. Insiders are both individuals and

corporations)

Industry sectors Five main sectors in terms of industrial intensity are considered, ranging

from services companies (sector intensity 1) to heavy industries (sector

intensity 5). Main clusters in the first sector include commercial, consumer,

and employment services, internet software and services, and consulting

companies; in the second sector, retail trade, biotechnology and telecom-

munication services companies; in the third, airlines, communications

equipment, computers, construction, and electronic equipment companies;

in the fourth, automobiles companies, industrial conglomerates, and phar-

maceuticals companies; and in the fifth, chemicals, metals and mining, and

oil and gas companies

This table defines the variables used in this research.

Sources: Innovest, Thomson Financial, Worldscope, Datastream.
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Results

Descriptive statistics

Descriptive statistics are reported below. Table V

reports the means, standard deviations and Table VI

the correlations of the sample. As of a matter of

simplification, only the correlations relating to the

year 2007 are reported.3

From 2002 to 2007, the environmental ratings

variables are correlated with other variables, with the

following exceptions: common law countries in

2004 and 2005, civil and German civil law countries

from 2004 to 2007, Scandinavian civil law countries

in 2004, per capita GDP in 2003, 2005, and 2007,

return-on-assets from 2003 to 2005 and in 2007, and

total-debt-assets from 2002 to 2004 and in 2007.

With these exceptions, CER correlates with every

independent variable over the period studied. CSR

ratings from 2004 to 2007 are correlated with the

following variables: total-debt-to-total-assets and the

percentage of privately held shares. They are corre-

lated with the three groups of countries in 2004 and

with the civil and German civil law countries as well

as the common law countries in 2005. These basic

statistics suggest that CSR may be less well correlated

with legal systems and financial structures than CER.

t-Test results

Table VII reports means and standard deviation

values for variables of interest in sub-samples based

on the three identified groups of legal systems as well

as the t-test values of the equality of means between

the sub-samples.

Regarding CER ratings, t-test values show

that companies headquartered in Scandinavian law

countries have significantly higher ratings than

companies headquartered in civil law and German

civil law countries, which in turn are significantly

higher than their counterparts in common law

countries. There are three exceptions. In 2005–

2006, the average environmental ratings of com-

panies headquartered in civil and German civil law

countries were not significantly higher than the

ratings received by their common law counterparts.

In 2007, companies headquartered in civil law and

German civil law countries received almost the

same ratings as those from Scandinavian civil law

countries.

Regarding the CSR ratings, t-test values show

that Scandinavian companies do significantly better

than common law companies in 2004, and that

these, in turn, receive higher ratings in 2004 and

2005 than their counterparts headquartered in civil

and German civil law countries. Apart from these

three results, the differences between the CSR rating

averages of the three country groups are not statis-

tically significant.

Regression results

Model design

The panel data methodology allows cross-sectional

and time series data to be combined to test the

impact of legal systems and financial structures on

CR ratings. The following specifications were

decided4:

ERit ¼ aþ LS1i þ LS2i þ log Assetsit�1ð Þ
þ CashAit�1 þROAit�1 þDebtAtit�1

þ PrivatelyHeldShit�1 Per Capita GDPit�1

þ Industry Sectori þ eit ð1Þ

TABLE IV

Number of valid observations based on corporate social and environmental responsibility ratings

2002 2003 2004 2005 2006 2007

Number of valid observations relating to the CER analysis 397 597 585 457 460 442

Number of valid observations relating to the CSR analysis 40 40 205 457 460 442

This table reports the number of valid observations based on corporate social and environmental responsibility ratings from

2002 to 2007. Variables are as defined in Table III.
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and

SRit ¼ aþ LS1i þ LS2i þ log Assetsit�1ð Þ
þCashAit�1 þROAit�1 þDebtAtit�1

þ PrivatelyHeldShit�1 Per Capita GDPit�1

þ Industry Sectori þ eit ð2Þ

where ERit, Environmental Rating on company

i in year t; SRt, Social Rating on company i in

year t; LS1i, dummy that takes the value of 1 if

company i is headquartered in a country whose

legal system is based on common law and 0 other-

wise; LS2i, dummy that takes the value of 1 if

company i is headquartered in a country whose

legal system is based on civil and German civil law

and 0 otherwise; log(Assetsit-1), log of total Assets

of company i in year t - 1 (in million); CashAit-1,

available Cash to total Assets of company i in year

t – 1; ROAit-1, Return-on-assets of company i in

year t - 1; DebtAit-1, total Debt to total Assets of

company i in year t – 1; PrivatelyHeldShit-1, Pri-

vately held Shares to total shares of company i in

year t – 1; Per Capita GDPit-1, Per capita Gross

Domestic Product in year t – 1 of the country in

which company i is headquartered, expressed in

Purchasing Power Standards and in relation to the

EU average5; Industry Sectori, the industry Sector

to which company i belongs (five main sectors

were defined)6; and eit, an error term at t.

With regard to the three legal system groups, the

two country groups included in the regression are the

common law country group and the civil and German

civil law country group. The Scandinavian civil law

country group serves as the reference group. Also, it is

important to note that the models incorporate a yearly

trend variable to account for differences over time.

Model specifications

Fixed and random effects model.7 Three criteria were

taken into account in categorizing between-firms

variation as fixed or random: (1) whether the vari-

ation is central to control for the unmeasured char-

acteristics of firms; (2) whether the substantial loss of

information resulting from discarding the between-

firms variation can be tolerated; and (3) whether it is

nonessential to estimate the effects of stable covari-

ates (Allison, 2005). As it was not necessary to

control for unmeasured characteristics of firms, but

crucial to estimate the effects of stable covariates such

as the legal system in which a firm is headquartered,

a random effects approach is therefore adequate.

Nevertheless, when I tested the random effects

model to see whether time-varying predictors are

uncorrelated with firm-specific fixed effects, my

results rejected the hypothesis that random firm ef-

fects are uncorrelated with the measured predictor

variables. These results are presented in Table VIII.

Regarding the tests for specific variables, CER

results show significant differences at the 0.01 sig-

nificance level for the variables ‘‘Return-to-assets’’

and ‘‘Privately held-shares-to-total-shares,’’ while

CSR results show significant differences for the

variables ‘‘Debt-to-assets’’ and ‘‘Privately held-shares-

to-total-shares.’’ Differences between the four other

variables in each model are not statistically signifi-

cant, despite the large sample size. These results

TABLE VIII

F-tests on the fixed effects coefficient and random

effects coefficients

Contrasts

F value

Equation 1

Overall 2.18**

Per capita GDP 2.43

Total assets 0.06

Return-on-assets 3.24*

Cash-to-assets 2.61

Total debt/total assets 0.24

Privately held shares % 3.5*

Nb of obs. 2870

Nb of groups 645

Equation 2

Overall 3.36***

Per capita GDP 0.02

Total assets 1.34

Return-on-assets 1.75

Cash-to-assets 1.21

Total debt/total assets 9.19***

Privately held shares % 4.58**

Nb of obs. 1487

Nb of groups 600

This table reports the F-test results on the correlation of

time-varying predictors with firm-specific fixed effects.

Variables are defined in Table III.

Statistically significant at *p < 0.1, **p < 0.05,

***p < 0.01 level (two-tailed).
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show that the random effects method may produce

estimates that are markedly different from fixed ef-

fects estimates, as it does not control for the stable,

unmeasured characteristics of individuals.

Making use of a hybrid method that combines

some of the virtues of the fixed effects and random

effects methods8 provides coefficient estimates

identical to those generated by the fixed effects

method alone, but with more robust standard errors

and test statistics.

Following the approach taken by Allison (2005),

the time-varying predictors for which I rejected the

null hypothesis above (namely ‘‘Return-to-assets’’

and ‘‘Privately held-shares-to-total-shares’’ for the

CER model, and ‘‘Debt-to-assets’’ and ‘‘Privately

held-shares-to-total-shares’’ for the CSR model) are

broken down into two parts representing within-

firm, between-firm variations. Both components are

used as predictors in the regression model. The

coefficients for the within-firm components are

identical to those used for classic fixed effects esti-

mates. For the other time-varying predictors, I have

added one constraint – that the mean and deviation

coefficients must be equal. This is easily accom-

plished by using the original variables rather than

centered variables.

In order for the error term to account for both

within-firm and between-firm variations on the

dependant variable, models were evaluated using the

restricted maximum likelihood method. As the data

set is unbalanced, White’s (1980) method, which

allows for heterogeneous variances and unstructured

correlations, is used for producing robust standard

errors and test statistics. Standard errors are clustered

by both firm and time.

Results

The industry sector, legal systems, corporate size

(i.e., assets), between-firm return-on-assets, and the

percentage of privately versus publicly held shares all

influence CER ratings with statistical significance

over the period 2002–2007. In contrast, cash-to-

assets and within-firm return-on-assets, as well as the

relation of total debt to the total, have a statistically

insignificant impact.

Table IX recaps the results relating to Eq. 1.

Regarding CSR, civil and German civil law

countries, corporate size (i.e., assets) as well as the

relation of between-firm total debt to total assets and

the between-firm percentage of privately versus

publicly held shares all have a statistically significant

influence on CSR ratings over the period

2004–2007.

Table X reports the results relating to Eq. 2.

Discussion

This empirical analysis makes three distinct contri-

butions. First, it contributes to the literature on

regulation theory, national business systems, and

varieties of capitalism, as well as to the literature on

social and environmental issues in management, by

demonstrating the influence of legal systems on

corporate social and environmental responsibility.

Second, it contributes to the literature on CR in the

European markets by investigating the relationship

between CR ratings and corporate financial perfor-

mance in 16 European countries. Third, it shows the

influence of financial structures on CR. In evaluat-

ing more broadly the links between CR ratings and

financial structures, I assess competing theories and

conclude that corporate visibility theory is more

persuasive than slack resource theory in accounting

for CR ratings. Results relating to the influence of the

various industrial sectors on CER are also discussed.

Influence of legal systems on CR

The results of the mean tests and fixed and random

effects models vary with regard to environmental

and social issues.

Influence of legal systems on CER

Legal systems significantly influence corporate

environmental ratings at the 0.01 significance level

according to regression results from the fixed and

random effects model presented above. The sign of

both estimates, for common law countries and civil

law and German civil law countries, is negative.

These two variables are compared with Scandinavian

findings; the sign and values of these estimates sug-

gest that the ‘‘Scandinavian civil law countries’’

variable has a stronger positive influence on CER

than the ‘‘common law countries’’ and ‘‘civil law

and German civil law countries’’ variables do. The

difference between estimates of the variables
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‘‘common law countries’’ and ‘‘civil law and

German civil law countries’’ (respectively -110 and

-118) remains very small.

Judging by mean test results, companies head-

quartered in Scandinavian civil law countries receive

significantly higher average environmental ratings

than their counterparts in either common law

countries between 2002 and 2007 or civil law and

German civil law countries between 2002 and 2006.

From 2002 to 2007 (except in 2005 and 2006), the

average CER ratings of companies headquartered in

civil law and German civil law countries are signif-

icantly higher than those in common law countries.

Hence, observed empirical results support the first

hypothesis (1A), which states that environmental

rating averages are higher for companies headquar-

tered in Scandinavian civil law countries than for

companies headquartered in other legal systems.

However, these results do not support the second

and third hypotheses (1B and 1C) based on volun-

tary disclosure. According to this study’s empirical

results, the environmental rating averages of com-

panies headquartered in civil law and German civil

law countries are not significantly lower than the

TABLE IX

Fixed and random effects model – Eq. 1 – environmental ratings

Independent Variables Estimate Standard error t-stat.

Intercept 396.33 138.32 2.87***

Civil and German civil law countries -118.22 33.9362 -3.48***

Common law countries -109.67 32.495 -3.37***

Per capita GDP 1.2095 0.8744 1.38

Total assets 64.9365 8.4694 7.67***

Cash-to- assets -29.994 69.6335 -0.43

Within firm – return-on-assets -0.6122 0.4334 -1.41

Between firm – return-on-assets 2.3314 1.221 1.91*

Total debt/total assets -0.6893 0.4871 -1.42

Within firm – privately held shares % -0.652 0.4246 -1.54

Between firm – privately held shares % -1.8933 0.5339 -3.55***

Industry sectors 59.64 8.79 6.78***

Year 1 -180.22 16.3013 -11.06***

Year 2 -116.84 13.123 -8.9***

Year 3 -97.3711 12.1531 -8.01***

Year 4 -35.2931 8.9818 -3.93***

Year 5 -21.3519 5.7353 -3.72***

Nb of obs. 2870

Nb of groups 645

This table reports empirical results corresponding to the multifactor regressions formulated by Eq. 1: ERit = a +

LS1i + LS2i + log(Assetsit-1) + CashAit-1 + ROAit-1 + DebtAtit-1 + PrivatelyHeldShit-1 Per Capita GDPit-1 + Industry

Sectori + eit, where ERit is the environmental Rating on company i in year t; LS1i is the dummy that takes the value of 1

if company i is headquartered in a country whose legal system is based on common law and 0 otherwise; LS2i is the

dummy that takes the value of 1 if company i is headquartered in a country whose legal system is based on civil and

German civil law and 0 otherwise; log(Assetsit-1) is the log of total Assets of company i in year t - 1 (in millions); CashAit-1 is

the available cash-to-total-assets of company i in year t – 1; ROAit-1 is the return-on-assets of company i in year t – 1;

DebtAit-1 is the total-debt-to-total-assets of company i in year t – 1; PrivatelyHeldShit-1 is the privately held-shares-to-

total-shares of company i in year t – 1; Per Capita GDPit-1 is the per capita gross domestic product in year t – 1 of the

country in which company i is headquartered, expressed in purchasing power standards and in relation to the EU average;

and Industry Sectori is the industry Sector to which company i belongs to (five main sectors were defined). Variables are

more precisely defined in Table III. Estimates, standard errors, and t-statistics are presented. Sample period:

2002:01–2007:12.

Statistically significant at *p < 0.1, **p < 0.05, ***p < 0.01 level.
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environmental rating averages of companies head-

quartered in common law countries. This could be

explained by the fact that Innovest ratings are suffi-

ciently in-depth to take into consideration hidden

and private corporate behavior, as well as publicly

announced policies and initiatives. ‘‘Coordinated

market economies’’ and ‘‘social systems of produc-

tion’’ (Hollingsworth and Boyer, 1997) are better at

fostering corporate social and environmental

responsibility than are ‘‘liberal market economies’’

(Hall and Soskice, 2001). This study’s empirical re-

sults strongly support the claim that corporations are

more likely to act in environmentally responsible

ways if there are strong and well-enforced state

regulations in place to ensure such behavior

(Campbell, 2006). In this perspective, on a contin-

uum of regulation intensity relating to environ-

mental issues, common law countries would stand at

the lower end, and Scandinavian civil law countries

at the higher.

Influence of legal systems on CSR

Unlike CER, CSR is not as obviously affected by

legal system structures. The fixed and random effects

model presented above shows that civil law and

German civil law countries have a significant effect

TABLE X

Fixed and random effects model – Eq. 2 – Social ratings

Independent variables Estimate Standard error t-stat.

Intercept 955.04 147.41 6.48***

Civil and German civil law countries -129.31 43.9678 -2.94***

Common law countries -16.0742 36.5256 -0.44

Per capita GDP -1.0946 0.9492 -1.15

Total assets 72.5808 10.4502 6.95***

Cash-to-assets -42.4577 72.7196 -0.58

Return-on-assets 0.3146 0.5861 0.54

Within firm – total debt/total assets 0.2541 0.6983 0.36

Between firm – total debt/total assets -3.1111 0.7837 -3.97***

Within firm – privately held shares % -0.4578 0.4981 -0.92

Between firm – privately held shares % -1.9337 0.608 -3.18***

Industry sectors -13.2478 10.4109 -1.27

Year 3 -50.1846 19.2796 -2.6***

Year 4 -6.6332 8.6918 -0.76

Year 5 -3.8142 5.1467 -0.74

No of obs. 1487

No of groups 600

This table reports empirical results corresponding to the multifactor regressions formulated by Eq. 2: SRit = a +

LS1i + LS2i + log(Assetsit-1) + CashAit-1 + ROAit-1 + DebtAtit-1 + PrivatelyHeldShit-1 Per Capita GDPit-1 +

Industry Sectori + eit, where SRit is the environmental Rating on company i in year t; LS1i is the dummy that takes the

value of 1 if company i is headquartered in a country whose legal system is based on common law and 0 otherwise; LS2i is

the dummy that takes the value of 1 if company i is headquartered in a country whose legal system is based on civil and

German civil law and 0 otherwise; log(Assetsit-1) is the log of total Assets of company i in year t - 1 (in millions); CashAit-1

is the available cash-to-total-assets of company i in year t – 1; ROAit-1 is the return-on-assets of company i in year t – 1;

DebtAit-1 is the total-debt-to-total-assets of company i in year t – 1; PrivatelyHeldShit-1 is the privately held-shares-to-

total-shares of company i in year t – 1; Per Capita GDPit-1 is the per capita gross domestic product in year t – 1 of the

country in which company i is headquartered, expressed in purchasing power standards and in relation to the EU average;

and Industry Sectori is the industry sector to which company i belongs to (five main sectors were defined). Variables are

more precisely defined in Table III. Estimates, standard errors, and t-statistics are presented. Sample period:

2004:01–2007:12.

Statistically significant at *p < 0.1, **p < 0.05, ***p < 0.01 level.
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on CSR, unlike common law countries. Where the

level of influence in common law countries is rela-

tively low (-16), the impact on CSR of civil law

and German civil law countries is strongly negative

(-129) in comparison with Scandinavian civil law

countries.

As for the mean test results, they indicate that the

CSR rating averages are largely the same in all three

legal systems. A possible explanation for this very

unclear pattern of influence follows.

Regulatory processes – as well as normative and

cognitive ones – should lead to more standardized

and rationalized concerns regarding environmental

issues (Meyer, 2000). As environmental concerns are

similar in all Western countries, the comparison of

rating averages between country groups could be

made on a single continuum, i.e., with more and less

significant environmental issues judged in accor-

dance with similar standards across all three groups.

Although human rights concerns are relatively

similar in all Western countries (Meyer, 2000), this is

not the case for labor issues. Liberal market econo-

mies exhibit largely deregulated labor markets in

which relative wages demonstrate a significant re-

ward-setting flexibility. Coordinated market econ-

omies promote employee cooperation and collective

agreements in wage moderation (Boyer, 2005;

Whitley, 1998). More specifically, within common

law countries, decentralization and individualization

strongly shape employment and wage formation.

Within civil law and German civil law countries,

one observes a clear institutionalization of the rules

on employment, working hours, and even wages

and social benefits, while in Scandinavian civil

law countries, collective bargaining is centralized at

the national level, under the constraint of short-

and medium-term competitiveness (Boyer, 2005).

According to Boyer (2005), such strong differentia-

tions can be observed in almost any component of

the ‘‘wage–labor’’ and the ‘‘skill–labor’’ nexus.

Those distinct logics and mechanisms – leading to

diverse balances – are hardly comparable and may

explain why it is so difficult to assess the influence of

legal systems on CSR ratings.

A second interpretation of the results showing the

weak influence of legal systems on CR could be a

progressive convergence, more advanced for social

than for environmental issues, resulting in the CER

results for the three country groups exhibiting

greater differences than the CSR results. This

argument proceeds from a more general debate

about the convergence (as opposed to continuing

diversity) of organizational practices in varying

national settings.9

In the field of governance, other empirical studies

support this convergence argument. In an IB-based

study of 150 corporations from the UK, Germany,

and Canada, Bondy et al. (2004, 2008) found evi-

dence of some convergence of the German national

business system model [i.e., the network-oriented

model of ‘‘Rhenish capitalism,’’ (Albert, 1991)]

toward the UK’s ‘‘Anglo-Saxon model of market-

oriented shareholder capitalism.’’ Similarly, Beyer

and Hassel (2002), in a study examining the 100

largest companies in Germany from 1992 to 1998,

revealed the emerging convergence of German

corporate governance practices with Anglo-Saxon

standards, guided by legal changes that encouraged

the transparency and liberalization of financial mar-

kets. Nonetheless, Beyer and Hassel’s study found no

evidence of convergence in the relationship between

management and employees.

In fact, the convergence argument relates better to

governance than to other social issues. Since 1997, in

the field of human resources, the EU has imple-

mented a series of new policies to coordinate

national reforms in employment and inclusion pol-

icies and in pension and health care systems (De la

Porte et al., 2001). These are mainly ‘‘soft’’ policies,

based on choosing common goals, objectives, and

guidelines, and diffusing and comparing the results,

ideas, and experiments of each member state. Although

member states share many common objectives,

they approach the conception and arrangement of

CSR in fundamentally different ways (De la Porte

et al., 2001). Whitley (1998), considering employer–

employee relations and work systems, argues that

internationalization has increased competition be-

tween national business systems and their associated

institutions, rather than establishing a new cross-

national system. In the same vein, Boyer (2005),

analyzing labor market institutions, explains that

‘‘there is no clear force that would bring about the

convergence of various capitalisms.’’ Ferner et al.

(2001) produced empirical evidence to show, in a

1996–1998 study based on semi-structured inter-

views with staff at 46 English and Spanish subsidi-

aries and 15 German headquarters, that despite
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pressure on German companies to adopt standard

‘‘Anglo-Saxon’’ business practices in human re-

sources (policies for appraisal, performance, man-

agement development, and explicit, formalized

business objectives), traditional German business

practices persist and have a strong influence, result-

ing in a distinctively ‘‘German’’ approach.

A third element should be added. The problem of

bias could not be excluded, especially when con-

sidering CSR ratings that reflect governance and

human resources as well as human rights issues.

Whereas companies in common law countries are

expected to perform better on governance issues (for

empirical evidence, see Venanzi and Fidanza, 2006),

companies in civil and German civil law countries

and Scandinavia are traditionally considered to per-

form better on human resources issues (Jones and

Haigh, 2007). This leads to zero sum ratings, with

legal systems influencing corporate social ratings but

achieving similar social rating averages.

Influence of economic conditions on CR

More developed countries generally exhibit a cor-

respondingly higher incidence of CR policies

(Cannon, 1994; Jones, 1999; Vogel, 1995). This is

intuitively comprehensible: a society first needs to

satisfy its members’ basic needs for adequate food,

shelter, and the like before it can address higher-level

needs in areas such as self-actualization at work,

governance, and long-term environmental sustain-

ability (Jones, 1999). Nonetheless, as economic

conditions are similar in all European countries,

these conditions, as measured by per capita GDP, do

not significantly influence corporate environmental

or social responsibility ratings.

Influence of financial structures and financial performance

Corporate visibility – influence of size

Firm size is clearly the main differential between

more and less environmentally and socially respon-

sible companies. Hypothesis 2 is confirmed for both

social and environmental ratings at the 0.01 signifi-

cance level. The relationship between CER (CSR)

and size is positive and the values of the estimates are

the highest after the legal system and intercepts

estimates. These results support previous studies

(see, for instance, Burlingame and Frishkoff, 1996;

Johnson, 1966).

These results strongly support the theory of cor-

porate visibility. As they grow, firms attract more

attention from external constituents and need to

respond more visibly to stakeholder demands (Burke

et al., 1986).

With a slight change of perspective, the explicit/

implicit distinction proposed by Matten and Moon

(2008) finds an echo here. In their study, ‘‘differ-

entiation focuses, first, on the language corporations

use in addressing their relation to society: companies

practicing explicit [CR] use the language of ‘[CR]’

in communicating their policies and practices to

their stakeholders while those practicing implicit

[CR] would normally not describe activities this

way. Second, [their] differentiation also exposes

differences in intent: corporations practicing implicit

[CR] might conduct similar practices to those

practicing explicit [CR]. Implicit [CR], however, is

not conceived as a voluntary and deliberate corpo-

rate decision but rather as a reaction to, or reflection

of, the corporations’ institutional environment while

explicit [CR] is the result of a deliberate, voluntary,

often strategic (Porter and Kramer, 2006) decision of

the corporation.’’ This distinction may apply equally

well to large and small companies. Large companies

develop voluntary and deliberate CR policies and

practices and sophisticated approaches to commu-

nication. Small companies might develop similar

practices but without clearly establishing, promot-

ing, or communicating them.

It should nonetheless be noticed that the link

between visibility and size observed in this study

might change with rapid advances in information

and communications technology, and the relative

increase of public awareness regarding CER and

CSR issues. As information spreads faster and reaches

a broader audience, smaller companies may become

more visible and need to enhance their reputations

for environmental and social responsibility. If so, one

might wonder whether the relationship between size

and corporate commitment to environmental and

social policies will persist in the future.

Slack resource theory – corporate performance

This hypothesis relates to a question that is widely

debated in the US, but largely ignored in Europe,
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where there is little empirical evidence: whether the

level of CR is influenced by corporate performance.

Many studies have found positive links between

corporate performance and CR in the US market

(see for instance, Aupperle et al., 1985; Cochran and

Wood, 1984; McGuire et al. 1988, 1990; Waddock

and Graves, 1997). Our research shows that CER in

Europe positively depends on the between-firm

return-on-assets classified as variable under the fixed

and random effects model. When a firm’s return-on-

assets is higher than its own average, the CER rating

is generally not affected. However, over the period

studied, the difference in the averages of return-on-

assets between firms does influence CER ratings.

Economic significance is estimated at 2.33, meaning

that a 10% increase in the average of return-on-assets

gives rise to a 2.3% increase in CER ratings. Hence,

although significant, the influence of return-on-as-

sets on CER remains relatively limited. The cash-to-

assets variable had no significant impact on CSR.

These results offer some support to the slack re-

sources theory. ‘‘Firms with slack resources poten-

tially available from strong financial performance

may have greater freedom to invest in positive

[CER]. Thus, it may well be that firms with avail-

able resources may choose to spend those resources

on ‘doing good by doing well,’ and that those

resource allocations may result in improved [CR]

overall’’ (Waddock and Graves, 1997). In other

words, firms that do not perform well financially

may have little ability to make investments in CER,

while those doing well financially have resources to

spend in ways that may have long-term strategic

benefits (Waddock and Graves, 1997).

Nonetheless, the results of this enquiry do not

support the slack resource theory: corporate per-

formance does not clearly influence CSR. The

results show slack resource theory to be neither

sufficient nor particularly persuasive in explaining

CR levels. It is questionable whether there is a clear

link between doing good and doing well in the

European market.

Slack resource theory – cash-to-assets

There is an abundant and controversial literature

debating the available cash notion (Cleary et al.,

2007; Fazzari et al., 2000; Kaplan and Zingales,

1997, 2000).

According to slack resource theory, the more

slack resources a company has, the more likely it is to

invest in non-core programs. Seifert et al. (2003),

who recognized that cash resources, incorporating

the idea of discretionary funds, could enable cor-

porate investment in charitable and other purposes,

found only a weak positive relationship between

cash resources and corporate giving.

This study finds no link between CER or CSR

ratings and available cash. The fixed and random

effects model shows a significant influence on CER

only of the deviation cash-to-assets variable, a

within-firm variation. These results provide no

support for the slack resource theory as applied to

the cash-to-assets variable; Hypothesis 3A cannot be

validated.

It is intriguing, although non-significant, that the

relationship between CER/CSR and available cash

is negative. It is possible that by spending more

money on society and the environment, responsible

firms increase operational expenses and deplete their

cash reserves.

Information asymmetry theory: the influence of capital

structure – privately versus publicly held shares

This study provides evidence to support the

hypothesis that capital structure significantly influ-

ences both CER and CSR.

In both cases, the results of the fixed and random

effects model suggest that the between-firm privately

versus publicly held shares variable has a significant

impact on CER and CSR (at a 0.01 significance

level) while the within-firm variable does not. In

other words, when a firm’s ratio of privately to

publicly held shares is above or below its own annual

average, there is no impact on CER and CSR rat-

ings. However, over the whole period studied, the

fluctuating average values of privately versus publicly

held shares do impact the CER and CSR ratings of

firms. Therefore, these results provide some support

for Hypothesis 2.

For both, the sign of the significant relationships is

always negative, indicating that companies with a

greater number of publicly held shares are more

inclined to commit themselves to social and envi-

ronmental activities.
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Companies with more privately held shares may

have stronger short-term profit objectives and fewer

social and environmental concerns than companies

with more publicly held shares. The first results of a

work-in-progress study by Barnea and Rubin (2006)

carried out on US corporations are proving similar

to my own. They have found a negative correlation

between privately held shares and CR, suggesting

that insiders benefit personally from their association

with firms that have high CR ratings. However,

when insiders own a large part of the firm, they may

worry that CR expenditure will reduce firm value;

insiders may limit CR investment because they do

not wish to bear the cost of corporate philanthropy

or outreach.

Publicly held shares may also impose a certain

number of obligations on companies, in particular in

terms of social and environmental disclosures and

requirements.

Nonetheless, the values of the estimates remain

relatively small. Although statistically significant,

‘‘privately versus publicly held shares’’ is not the

variable that most influences CER and CSR.

Information asymmetry theory: the influence of capital

structure – debt versus capital

Does debt influence CR? These results show that

the total-debt-to-total assets variable has a partial but

significant effect on CER and CSR.

The fixed and random effects model reveals that

the debt-to-assets variable has no significant impact

on CER. However, the between-firm debt-to-assets

variable does have a statistically significant influence

on CSR. As noted with the privately versus publicly

held shares variable, a debt-to-assets ratio above or

below the firm’s annual average has no impact on

CSR ratings. Over the whole period studied,

however, differences in the averages of firms’ debt-

to-assets ratios do impact CSR ratings. In common

with the privately vs publicly held shares variable,

the values of the estimates for debt-to-assets are

relatively small. The debt-to-assets ratio and the

privately vs publicly held shares variable have less

influence on CR than do legal systems or total assets.

While the results on significance are unclear,

those tracking the sign of the relationship of debt to

assets on CER and CSR are unambiguous. The sign

of the relationships is negative. Hence, private cap-

ital and bank credit could be considered as more

opaque than financing via the market (Boot and

Thakor, 1997).

Barnea and Rubin (2006), in the study mentioned

above, found a negative correlation between the

level of debt and CR. Consistent with Jensen (1986)

and Zweibel (1996), they explain the negative

relationship between CR and debt by considering

that CR investments could be restricted when firms

have high interest payments. Although debt holders

do not have voting rights, firms do raise additional

debt from creditors who may have the power to

influence decisions.

Influence of industrial sectors on CER and CSR

The results show a strong relationship between CER

and the various industrial sectors, and support earlier

findings that industry differences are an important

determinant of CER (see for instance Derwall et al.,

2005). Depending on the environmental impact of

their sectors, corporate environmental policies will

be under more or less scrutiny; it will be corre-

spondingly difficult for them to achieve positive

environmentally responsible outcomes. While indus-

trial sectors have an impact on CER ratings, they do

not significantly affect CSR ratings.

Limitations and future research directions

In this study, I have developed and tested hypotheses

relating to the influence of legal systems and financial

resources on CR. First, my findings demonstrate that

legal systems influence both corporate social and

environmental responsibility, although the differences

between the CR rating averages of the three country

groups are clearly statistically significant only in relation

to the environment. Second, corporate size is more

important than extra cash or corporate performance

(both regarding the significance level and the values of

the estimates) in influencing levels of CR. Large

companies tend to be more visible, and society expects

them to behave in a socially and environmentally

responsible manner regardless of financial performance

or available cash. Third, this study provides evidence to

support the hypothesis that capital structure signifi-

cantly influences CR. Results show that companies

with a greater number of publicly held shares and a

lower percentage of debt are more likely to commit

themselves to social and environmental activities.
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Further in-depth investigations might be pursued.

For instance, a study of companies in the San

Francisco Bay area (Burke et al., 1986) found that

not only the size but the age of a company influences

its commitment to CR. While the age variable was

not available for all the observations in the sample of

this study, it would be interesting to collect this

information and to analyze the impact of firm age on

CR in Europe.

Control variables such as internationalization

(Sullivan, 1994) could also be added. Whitley’s

analysis (1998) suggests that companies’ levels of

internationalization should not significantly alter

these results. According to Whitley (1998), ‘‘the

conditions required for significant changes to take

place in the nature and behavior of firms as a result of

expansion of their operations abroad are so stringent

that present patterns of internationalization are un-

likely to generate step changes in the characteristics

and strategies of leading firms in most economies.

This is not to say that firms never alter when they

internationalize (…) but to emphasize that they are

unlikely to change their central characteristics so

radically that they become different kinds of eco-

nomic actors. Thus, modifying some labor man-

agement practices in some foreign subsidiaries or

developing closer supplier links in Japan does not, in

this view, signify significant change in the control

and strategies of, for instance, US corporations.’’

The increase in international market competition

and corporate pressures through the end of the

twentieth century and the beginning of the twenty-

first suggests the need to review Whitley’s conclu-

sions using contemporary data.

This study could also be expanded to include other

economic and legal systems (Eastern European,

North American (including Canada), and Asian).

Analytic precision could be improved by taking

into consideration the ratings of more precise com-

ponents of CER and CSR rather than the constructs

resulting from those components. This would be

especially interesting if several distinct issues of CSR

were examined, such as corporate governance, hu-

man resources, and human rights protection policies.

Although analyzing the different components of

CER and CSR would yield complex results that

might be difficult to interpret, this study has not

considered more precise components because of the

lack of sufficient data.

Finally, as Campbell (2006) reminds us, ‘‘because

institutions are settlements, it follows that the insti-

tutional terrain within which corporations operate is

not static. There are dynamic pressures that ebb and

flow, causing this terrain to shift over time.’’ It will

be interesting to track these results and to see how

they evolve during the years ahead.

Notes

1 Over the past few years, the literature has tended to

equate the terms ‘‘financial structure’’ and ‘‘capital

structure.’’ Although financial structure includes capital

structure, its original sense is much broader. The con-

cept of financial structure assembles elements from

both the asset and the liability side of balance sheets

(Chudson, 1937). Its definition is generally adapted to

the specific context of its use. In this study, financial

structure refers to assets and cash-to-assets, as well as

debts-to-assets. The measurement of financial structures

is based on individual company accounts data, i.e., on

balance sheets.
2 Liberal market economies include common law

countries. According to Hall and Soskice (2001), na-

tional economies can be compared along a spectrum

that has, at one extreme, liberal market economies (in

which firms coordinate their activities primarily via

hierarchies and competitive market arrangements) and,

at the other, coordinated market economies (in which

firms depend more heavily on non-market relationships

to coordinate with other actors and construct their core

competencies).
3 The correlation statistics were carried out for each

year. The results remain similar over the whole period

studied and are available upon request.
4 To address concerns about a potential endogeneity

bias, I looked at the influence of CR on return-on-as-

sets based on a similar methodology. It turned out that

CR has no influence on corporate performance mea-

sured by return-on-assets under the present longitudinal

analysis. It was then decided that a simultaneous equa-

tions methodology was not relevant here. (The results

are available from the author on request.)
5 The models were also run with ‘‘Per capita GDP’’

defined as a country’s GDP per capita in US$. The

results obtained remain similar to the ones obtained

with ‘‘Per capita GDP’’ defined as a country’s GDP per

capita expressed in Purchasing Power Standards and in

relation to the EU average.
6 To further address the potential industry sector ef-

fect, I looked more specifically at the influence of each

Impact of Legal Systems and Financial Structure on CR
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industry sector (IS) on CR based on the model design

presented here. To that end, I first created five dummy

variables based on the five industry sectors identified in

this study. I subsequently created new variables based

on the following models:

I then ran a panel data analysis with those industry sec-

tor-specific variables. The results obtained provide five

parameters for each of the variables used in the main

panel data analysis presented in the core of this article,

one corresponding to each of the five industry sectors

identified. The density of these results makes them

cumbersome to analyze. The results show, for instance,

that common law countries have a statistically signifi-

cant influence on environmental ratings with regard to

all industry sectors, with the exception of industry

sector 3 (i.e., airlines, communications equipments,

computers, construction, and electronic equipment

companies). Civil and German civil law countries have

a statistically significant influence on environmental

ratings with regard to all industry sectors, with the

exception of industry sector 2 (i.e., retail trade, biotech-

nology, and telecommunication services companies). An

analysis that focused on regulation variances with regard

to industry sector intensity would be needed to better

understand these particular results. In order to develop a

more precise analysis with regard to industry sectors, fu-

ture research should focus on specific industry sectors

only. This would also take into consideration industry

specific regulations and contribute to a better under-

standing of the nuances of the impact of legal systems

on CR.
7 Cross-sectional evidence could also be useful. How-

ever, it accounts only for differences in variables be-

tween subjects and not for changes in variables over

time. It was nonetheless computed. The results are very

similar to those presented in this article and are available

from the author on request.

8 The fixed effect models – with only the time-variant

predictor – and the random effects models were none-

theless computed. The results obtained are similar to the

ones presented in this article and are available upon re-

quest.
9 Although less relevant here, the convergence debate

also concerns CER issues. In the context of regulation,

both EU level and government-specific regulations do

influence CER, leading not only to progressive harmo-

nization but also to substantive differences that persist

between European countries (Haigh and Jones, 2006;

Vogel et al., 2005).
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The UK Alternative Investment

Market – Ethical Dimensions
Chris Mallin

Kean Ow-Yong

ABSTRACT. The UK Alternative Investment Market

(AIM) was launched in 1995 and has been a great success

with over 1200 companies now listed. In this article, we

examine the development of AIM as it reaches its 15th

year and discuss the potential pitfalls of the light touch

regulation that is one of the attractions of AIM and

identify potential corporate governance and ethical issues

that may arise as a result of light touch regulation. We

examine the central role of the nominated advisor

(NOMAD) and draw on the findings of in depth

interviews with 25 AIM participants including AIM

company directors, institutional investors, nominated

advisors and brokers. We highlight the influence of the

NOMAD on these participants and potential governance

and ethical implications. We also discuss some of the

concerns that AIM participants have about the market.

We examine some of the recent scandals on AIM to

determine why these scandals occurred – were they, for

example, attributable to corporate governance weak-

nesses? Finally, we offer some concluding comments to

discuss the future of AIM. The findings of the article have

important implications for investors and policymakers

alike.

KEY WORDS: Alternative Investment Market, corpo-

rate governance, ethical issues, institutional investors,

junior stock exchanges, second tier markets

Introduction

The UK Alternative Investment Market (AIM) was

launched in 1995 and has been a great success with

over 1200 companies now listed. It has a number of

advantages for small- and medium-sized companies

including less onerous requirements to list than

would be needed on the UK’s Main Market whilst

still retaining the benefits of a world-class public

market within a regulatory environment designed

specifically to meet the needs of smaller companies.

As well as its success within the UK, AIM has re-

cently successfully exported its model to both Italy

and Tokyo. Central to both is the concept of the

NOMAD (nominated advisor), a unique feature of

AIM.

The NOMAD’s role is a core concept of AIM.

The London Stock Exchange (LSE) states that every

company seeking admission to AIM must appoint a

NOMAD being

a full-time corporate finance adviser1 approved by the

Exchange to act in this capacity. The NOMAD plays a

key role at admission, assessing the company’s overall

appropriateness and suitability for AIM and assisting it

throughout the flotation process. Once on the market,

the company must retain a NOMAD at all times to

help meet its continuing obligations, maximise the

benefits of its AIM quotation and deal with market

issues as they arise.

Moreover, the LSE recognises that

the outstanding success of AIM since its launch in 1995

is largely due to the dedication and professionalism of

NOMADs, making them integral to the market.

The motivation for this article with its focus on the

role of the NOMAD is directly connected to ethics as

the NOMAD – unique to AIM – plays a central role in

the lifecycle of an entrant to AIM. They guide the

company through the admissions process and main-

tain a continuing relationship with the company

thereafter. It is this special relationship between the

AIM company and the nominated advisor that facili-

tates AIM’s lighter regulatory touch. Hence, the

NOMAD is in a position of trust from a number of

view points, that is, of the regulatory authorities, the

AIM company and its shareholders/stakeholders. If a

NOMAD is not performing its role as a trusted advisor

as envisaged then there are ethical implications,

Journal of Business Ethics (2010) 95:223–239 � Springer 2011
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and indeed wider financial and reputational implica-

tions.

The lighter regulatory touch means that compa-

nies coming to AIM are not examined in as much

detail as entrants to the main market. This means

that companies which do not have sound corporate

governance structures or unethical practices may be

able to join AIM if the role of the NOMAD is not

being carried out effectively. There have been in-

stances of companies with poor governance which

have nonetheless managed to join AIM and some of

these have subsequently been at the centre of

financial scandals or collapses on AIM, for example,

Sky Capital, Torex Retail, Langbar International,

Sibir Energy, Max Petroleum, Lonzim and Regal

Petroleum (the latter is discussed in more detail later

in the article). Such scandals and collapses may lead

to a lack of confidence in AIM as a whole and also

reflect badly on the UK markets and regulatory

scene more generally.

The primary objective of this research is to

examine the central role of the NOMAD and its

influence by ascertaining the views of AIM company

directors, AIM investors and other AIM participants

about the role of the NOMAD highlighting some of

the potential implications for corporate governance

and ethical issues. In this context, we also highlight

potential pitfalls of light touch regulation which may

have an impact on corporate governance and ethical

issues in AIM companies and we report on some

recent AIM scandals and identify to what extent

shortcomings in corporate governance may have

attributed to these.

Face-to-face interviews were carried out with 19

AIM company directors; four institutional investors

who invest in AIM companies; and two nominated

advisors (NOMADs)/brokers of AIM companies.2

The interviews provide a rich source of material for

discussion and insights into the AIM market. In this

article, we report on the findings relating to the

NOMAD’s role as this role is unique to AIM and

plays a central role in the AIM model. Our findings

indicate that directors of AIM companies seem to

have had a mixed experience with their NOMAD,

with some finding that their NOMAD has given

support and advice throughout their time on AIM

whilst others have found that their NOMAD has not

been supportive post joining AIM and that they have

had to seek advice elsewhere on corporate gover-

nance and other matters. The institutional investors

interviewed did not tend to place much emphasis on

which NOMAD had advised a company when it

came to investing in an AIM company but if they

had had a previous bad experience with a particular

NOMAD, then they would look rather more

carefully before investing in a company advised by

that particular NOMAD. The NOMAD/brokers

themselves appear to place more emphasis on their

broking role rather than their NOMAD role;

however, in terms of an AIM company’s corporate

governance, they recognise that companies must

have certain minimum levels of corporate gover-

nance in order to be attractive to investors.

The article is structured as follows. The next

section provides some background information

about the development of the AIM and its lighter

regulatory touch to set the context for this article.

There follows a literature review of published work

on the AIM; this section provides a theoretical basis

for the development of our main hypotheses. We

then discuss some of the recent shortcomings and

scandals on the AIM. We next discuss the method-

ology, and the findings of interviews carried out

with AIM company directors, institutional investors,

and nominated advisors (NOMADs)/brokers. Fi-

nally, we consider the corporate governance and

ethical issues emerging from the findings of the re-

search, recent regulatory developments, the impli-

cations for policymakers and other interested parties,

and possible future areas of research.

The Alternative Investment Market

The UK AIM was launched in 1995 and now has

over 1200 companies listed. From Table I, it can be

seen that there was a total of 1268 companies at the

end of February 2010, of which 1030 were UK

companies and 238 were international companies.

The proportion of international companies joining

AIM has increased over time and since 2006,

international companies have generally represented

at least 20% of companies on AIM. Whilst AIM has

seen phenomenal growth particularly during the

period 2004–2006 when there was a peak of 519

admissions in 2005, there has been a declining trend

in admissions to AIM since 2007 with a particularly

low number of admissions during 2009 when there

Chris Mallin and Kean Ow-Yong

123 108 Reprinted from the journal



were only 36 new admissions. This decline is likely

attributable to the global financial crisis and a reluc-

tance on the part of companies to come to the market.

The distribution of companies by equity market

value can be seen in Table II. The most com-

mon market value for companies is in the range

£10 million–£25 million with 286 companies hav-

ing a market value in this range. There are 267

companies with a market value of more than

£50 million accounting for 21.1% of the companies

on AIM with a combined equity value of

£44,549.9 million (76.4% of the AIM companies’

equity value). However, the vast majority of AIM

companies (986 companies) have a market value of

less than £50 million with 792 of these companies

having a market value of less than £25 million.

Mallin and Ow-Yong (2008) highlight the

advantages for companies of AIM:

The market offers opportunities to smaller and fast

growing companies to raise new capital, allowing their

shares to be traded widely and for its owner/managers

to liquidate some of their shareholdings…..there is no

minimum market capitalisation, no minimum trading

record and no minimum percentage of shares in public

hands.

AIM membership rules therefore encourage a

wide variety of companies to join whilst capital

raising and membership costs are kept to a mini-

mum. They also mention that

to dispel the investor community’s concern over its

relaxed admission rules, the London Stock Exchange

(LSE) introduced an unofficial class of sponsors called

nominated advisors who effectively verify their AIM

clients’ financial soundness and health. The more re-

laxed admission rules have proved attractive not just

for UK companies but also for overseas companies

wishing to obtain a listing in the UK. The post-Enron

climate in the USA which led to the introduction of

Sarbanes-Oxley also saw many companies discouraged

from trying to list in the USA and a resultant surge of

interest by overseas companies in the UK’s AIM.

The OECD (2009) discuss the role of stock

exchanges in corporate governance and they cite the

TABLE I

AIM 1995–2010

Number of companies Market value (£million) Number of admissions

UK International Total UK International Total

19/06/1995 10 0 10 82.2

1995 118 3 121 2382.4 120 3 123

1996 235 17 252 5298.5 131 14 145

1997 286 22 308 5655.1 100 7 107

1998 291 21 312 4437.9 68 7 75

1999 325 22 347 13,468.5 96 6 102

2000 493 31 524 14,935.2 265 12 277

2001 587 42 629 11,607.2 162 15 177

2002 654 50 704 10,252.3 147 13 160

2003 694 60 754 18,358.5 146 16 162

2004 905 116 1021 31,753.4 294 61 355

2005 1179 220 1399 56,618.5 399 120 519

2006 1330 304 1634 90,666.4 338 124 462

2007 1347 347 1694 97,561.0 197 87 284

2008 1233 317 1550 37,731.9 87 27 114

2009 1052 241 1293 56,632.0 30 6 36

2010 to Feb 1030 238 1268 58,343.7 7 1 8

Launch to date 2587 519 3106

Source: London Stock Exchange: AIM Statistics (2010).
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different governance regimes that exist in some

markets for certain tiers pointing out that

AIM-listed companies are subject to lighter gover-

nance requirements that seek to address more basic

shareholder protection issues (i.e. shareholder approval

of significant transactions).

Becht et al. (2008) highlight how the deregulation

of corporate law in the European Union (EU) affects

the decision of entrepreneurs of which country they

wish to incorporate in. They analyse foreign incor-

porations in the UK where incorporation of limited

liability companies can be effected at a lower cost

than in many other EU countries and they find

evidence of a ‘significant inflow of private limited

companies from all EU Member States into the UK’

and that ‘relatively small differences in minimum

capital requirements make a large difference in the

rate of new company formation’.

In the context of the potential impact of a lighter

touch regulatory environment, Jenkinson and

Ramadorai (2010) analyse a sample of 218 compa-

nies that move to AIM from the Main Market, and

56 companies which move in the other direction,

that is from AIM to the Main Market. AIM has a

lighter regulatory environment and so many com-

panies have chosen to switch to stock exchanges

with lower regulatory requirements. They analyse

the consequences of switching for smaller quoted

companies and find that firms that switch to lighter

regulation experience negative announcement re-

turns of approximately 5%. However, it is interesting

to note that the initial price reactions are reversed

after the actual switch takes place and these firms

then experience a longer-term upward drift in stock

returns, which they relate to improved operating

performance.

Colombelli (2010) investigates the relationship

between firm performance after an Initial Public

Offering (IPO) and its entrepreneurial orientation.

For his sample of entrepreneurial firms, he focuses

on companies that went public on AIM during the

period 1995–2006. His findings confirm a positive

impact of entrepreneurial orientation on investors’

valuation and he states that the results ‘underline the

relevance of secondary markets, such as the AIM, as

TABLE II

Distribution of companies by equity market value

AIM (UK and International)

Market value range (£million) No. of companies % Equity market value (£million) %

Over 1000 2 0.2 2261.3 3.9

500–1000 10 0.8 7008.0 12.0

250–500 36 2.8 11,469.6 19.7

100–250 102 8.0 15,599.8 26.7

50–100 117 9.2 8211.2 14.1

25–50 194 15.3 6943.2 11.9

10–25 286 22.6 4651.0 8.0

5–10 194 15.3 1415.8 2.4

2–5 193 15.2 646.4 1.1

0–2 119 9.4 137.5 0.2

Unvalued securities 3 0.2 – –

Suspended 12 0.9 – –

Totala 1268 100.0 58,343.7 100.0

More than £50 million 267 21.1 44,549.9 76.4

Less than £50 million 986 77.8 13,793.8 23.6

Less than £25 million 792 62.5 6850.6 11.7

Source: London Stock Exchange: AIM Statistics (2010).
aExcluding fixed interest securities.
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a valuable alternative to traditional financial institu-

tions in providing capital to small and entrepre-

neurial companies’.

The next section of the article reviews some of

the literature on governance and ethics highlighting

how the two are interlinked and setting the scene for

the review of the literature on corporate governance

and corporate social reporting (CSR) in AIM

companies from which we develop the hypotheses

that we subsequently test.

Literature review

Governance and ethics

There has been an increasing trend to link corporate

governance and ethics in recent years. The Tread-

way Commission (1987) recommended that corpo-

rations have codes of conduct to help deter financial

fraud but it also emphasised the ‘tone at the top’

highlighting that the ethics of directors and man-

agement are key to establishing an effective corpo-

rate culture which embraces ethical behaviour.

Rockness and Rockness (2005) stated that a strong

ethical corporate culture together with, inter alia,

appropriate controls and laws will help ensure ethi-

cal, transparent financial reporting. Kalbers (2009)

reviewed the influence of corporate governance and

the role of ethics and behaviour in the context of

earnings management and fraudulent financial

reporting. He stated that

codes of conduct are just one of many components

within an organization that may influence ethical

behaviour. There are numerous formal and informal

organizational controls that influence ethical behav-

iour, which also interact with personal ethics and self

control (Cassell et al., 1997).

The link between corporate governance and ethics

is not limited to more developed markets. Lin (2010)

discusses the internal and external mechanisms of

Taiwan’s corporate governance and emphasises the

importance of business ethics highlighting how the

upholding of business ethics can help prevent the

occurrence of corporate governance dilemmas.

Holder-Webb et al. (2008) point out that the

materiality and content of non-financial disclosures,

including those relating to governance, is

at present uninformed by input from the actual users of

this information. The potential costs of engaging in

this type of ad-hoc policy formulation are large. The

indication is clear: the moment for developing a theory

of governance and ethics disclosure is overdue.

An earlier paper by Bonn and Fisher (2005) made

an interesting contribution to this area as they

identify three areas of potential weakness in incor-

porating business ethics into corporate governance

that they say are also evident in the development of

strategic planning. They state that

if an organisation’s commitment to business ethics as

identified in its corporate governance framework is to

have a lasting impact, the ethical principles must be an

integral part of how the organisation operates and be

reflected in the organisation’s code of ethical conduct,

formal and informal controls, policies, processes and

procedures.

Furthermore, the board and management need to

behave in a way which is consistent with the ethical

standards they set for the firm. Mansell (2008) in a

paper exploring how the ideas of the French phi-

losopher Levinas might offer insights into corporate

governance and regulation, states that

whilst the sort of ethical codes used by business can serve

as an escape from real responsibility, they can at the same

time (through their flexible and voluntary nature) offer

the possibility for a degree of alignment with responsi-

bility that a mandatory framework cannot capture.

From the above discussion of the literature, it is

clear that governance and ethics are closely linked.

The ethics of individuals will be fundamental to

enabling a corporate culture that has ethics at its core

and facilitates good governance. The comparison of

an unethical director, or board of directors, may be

made with a ‘bad apple’ causing rot to spread

throughout a firm’s actions in the same way as a bad

apple can affect a whole barrel full. The directors’

unethical behaviour can have a detrimental impact

not only on the corporate governance and ethics of

their firm, but also on the market more generally

bringing it into disrepute and leading to a lack of

confidence in the market. All too often it seems that

a small number of unethical individuals act in ways

which undermine their firm and may lead others to

act unethically.

The UK Alternative Investment Market – Ethical Dimensions
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AIM is no different to other markets in this

respect – to help ensure good corporate governance

and ethical behaviour, it depends on the directors of

AIM companies acting ethically and having the

appropriate corporate governance in place. How-

ever, as mentioned earlier, the NOMAD plays a key

role in bringing the company to market and subse-

quently advising the directors on corporate gover-

nance and other matters. AIM company directors are

dependent on their NOMAD in a way that directors

of other companies are not. Therefore, the NO-

MAD needs to be ethical and knowledgeable and

play its trusted role to the full to facilitate AIM

companies having sound corporate governance and

being run ethically.

The next section of the literature review discusses

the corporate governance and CSR of AIM com-

panies providing insights into AIM companies’

policies and practices in these areas.

AIM corporate governance and CSR

There has been relatively little academic research

into AIM companies although there are a few studies

looking at corporate governance and corporate social

responsibility in AIM companies. Mallin and Ow-

Yong (1998) found that AIM companies brought

onto the market by a nominated advisor who also

acts as nominated broker paid more attention to the

Cadbury Code on corporate governance. Their

findings suggested that the nominated advisor cum

broker was concerned about their reputational risk

and hence expected their AIM client companies to

follow the Cadbury Code more closely.

In a later study, Mallin and Ow-Yong (2008)

analysed the annual report and accounts of 300 AIM

companies for the period ending between October

2005 and September 2006.3 From the detailed analysis

of the corporate governance statements in the annual

report and accounts, it was found that the basic ele-

ments of good governance practice such as including a

corporate governance statement, the presence of

board sub-committees, identifying who the directors

are and their responsibilities, and splitting the role of

chairman and CEO are disclosed by the majority of

the sample AIM companies. The Quoted Companies

Alliance (QCA) Guidelines (2005) on what inde-

pendence means and having at least two independent

non-executive directors (NEDs) were moderately

adopted. The level of disclosure was low for aspects of

governance that reveal more personal matters like

evaluating directors’ performance and their atten-

dance at their board meetings. Overall, Mallin and

Ow-Yong (2008) found that the sample AIM com-

panies disclosed less corporate governance practice

than expected from the recommendations stated in

the QCA Guidelines. This indicates that AIM com-

panies can and should increase their disclosure levels

especially in the areas that influence investors’ deci-

sions like the issue of NEDs’ independence and

reporting on the formal evaluation of directors’ per-

formance. A recent report published by Baker Tilly

and Faegre & Benson (2009) surveyed 116 AIM

companies and 55 AIM investors. They report that

most institutional investors (58%) say they [standards of

corporate governance in AIM companies] are not

good enough. Fewer than 40% consider them even

‘acceptable’.

Colombelli (2009) investigated the post-IPO

performance of 665 listed firms on AIM over the

period 1995–2006. He found that CEO educational

level and age are critical to business’ performance in

AIM companies stating that ‘educated and young

CEOs positively influence firm growth’.

Mallin and Ow-Yong (2010) examined the rela-

tionship between company level and market-related

variables, and the disclosure level of voluntary cor-

porate governance practice in AIM companies. The

results of their regression analysis indicate that young

AIM companies are more likely to show a higher

disclosure level. They also find that company size,

board size, presence of turnover (i.e. the company

generates revenue income from business activities),

and being formerly listed on the Main Market are

positively associated with the adoption, and disclo-

sure, of recommended governance practice. Signif-

icant ownership by institutional investors and

directors, the type of nominated adviser or audit firm

does not appear to be influential in determining the

disclosure level. However, their study shows that

more highly geared AIM companies tend to make

less disclosure. Overall, their findings suggest that the

internal dynamics of AIM companies exert a greater

influence on voluntary corporate governance dis-

closure than do market-related factors.
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In relation to social reporting by AIM companies,

Parsa and Kouhy (2007) analysed the disclosures of

social information by 90 AIM companies. They

found that the sample AIM companies reported so-

cial information irrespective of their limited re-

sources and treated social reporting as a tool to

establish and retain their corporate reputation.

AIM companies may often have a high degree of

family ownership and influence. However, corpo-

rate governance is just as important for these firms.

Cadbury (2000) states that establishing a board of

directors in a family firm

is a means of progressing from an organisation based on

family relationships to one that is based primarily on

business relationships…..once the firm has moved

beyond the stage where authority is vested in the

founders, it becomes necessary to clarify responsibili-

ties and the process for taking decisions, pp. 24 and 25.

The above papers indicate some of the corporate

governance issues facing AIM companies. Whilst

they are expected to comply with fairly rigorous

corporate governance best practice, they may likely

have problems with recruiting and retaining an

appropriate number of independent NEDs and

hence with establishing board committees with an

appropriate number of independent NEDs. Splitting

the roles of Chair and CEO may also prove prob-

lematic for many AIM companies. The NOMAD is

in a unique position to advise companies coming to

AIM and throughout their time on AIM, on the

corporate governance and other requirements, and

so is in a position to influence the directors

throughout the company’s lifecycle on AIM.

Carcello (2009) examines the importance of

corporate governance in ensuring reliable finan-

cial reporting and examines the roles of individuals

involved in the governance process from the per-

spective of ensuring the common good. His discus-

sion encompasses the roles of senior management,

the board of directors, the audit committee, and the

external auditor. There are, of course, other players

or actors involved in the governance process and, in

relation to AIM companies, one of particular

importance is the nominated advisor (NOMAD),

whose role is discussed below as a central player to

AIM. Carcello points out that ‘the good governance

of business entities contributes to the common

good of society’, we therefore view the role of the

NOMAD in helping ensure good governance in

AIM companies as having ethical dimensions al-

though these may be difficult to crystallise, as Car-

cello mentions ‘as an academic discipline, corporate

governance is still in its infancy, and the intersection

between corporate governance and ethical behav-

iour is even more gestational’.

The review of the literature has highlighted the

corporate governance and related ethical issues that

AIM companies may face; it has highlighted that

AIM has much lower listing requirements than the

Main Market and that shareholders and other

stakeholders may therefore benefit from the addi-

tional assurance provided by appropriate governance

structures and disclosures. As mentioned previously,

AIM is unique in having the NOMAD as a key

feature of the market and the NOMAD plays a

crucial role in advising the company during the

admittance procedure to AIM and afterwards. Firms

joining AIM find themselves in a new situation

whereby they are accountable to their shareholders

and other stakeholders who will be looking not just

at their financial performance, but also at their non-

financial performance in areas including corporate

governance, CSR and their ethical approach to

business.

It is clear that the distinctive feature of AIM is the

presence and role of the NOMAD. We therefore

frame our two hypotheses:

H1: The NOMAD has a positive influence on the

directors of AIM companies.
H2: The NOMAD has a positive influence on

institutional investors’ perception of AIM

companies.

We utilise a semi-structured interview method-

ology approach to elicit the views of various AIM

participants regarding the role of the NOMAD.

Before proceeding to the detail of the methodology,

we briefly explain the corporate governance provi-

sions for AIM companies.

Corporate governance in AIM companies

Companies on AIM are not required to comply with

the principles of the Combined Code. However,

‘good’ corporate governance as embodied in the

The UK Alternative Investment Market – Ethical Dimensions
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recommendations of the Combined Code is con-

sidered desirable for AIM companies too.

The QCA, formerly the City Group for Smaller

Companies (CISCO), is an association representing

the interests of smaller companies and their advisors.

The QCA fully embraces the principles of corporate

governance contained in the Combined Code and

advocates that these principles should be adopted by

all public quoted companies insofar as it is practicable

for their size. QCA Guidance for Smaller Compa-

nies (2004) urges smaller companies to comply with

the Combined Code as far as they are able but where

they are unable to comply fully, then they should

explain why they are unable to comply.

In July 2005, the QCA published a set of Cor-

porate Governance Guidelines for AIM companies

as the Combined Code does not directly apply to

them.4 These QCA Guidelines are less rigorous than

those applicable to companies listed on the main

exchange under the Combined Code. All AIM

companies are expected to comply at least with the

QCA Guidelines with larger AIM companies aiming

for higher standards of good governance practice

nearer those of the Combined Code.

The QCA Corporate Governance Guidelines for

AIM companies contains several sections: formal

schedule of matters reserved for the board; timely

information of a quality appropriate to enable the

board to discharge its duties; internal controls review

(the board should carry out a review, at least annu-

ally, of the effectiveness of the system of internal

controls and report to the shareholders on this);

Chairman and Chief Executive (the roles should be

split but if they are not, then there should be an

explanation of what procedures are in place to

provide protection against the concentration of

power within the company); independent NEDs

(there should be at least two independent NEDs,

one of whom may be the Chairman); re-election (all

directors should be submitted for re-election at

regular intervals, subject to continued satisfactory

performance); audit committee (there should be an

audit committee of at least two members who

should all be independent NEDs); remuneration

committee (there should be a remuneration com-

mittee of at least two members who should all be

independent NEDs); nomination committee (rec-

ommendations for appointments to the board should

be made by a nomination committee, or the Board

as a whole, after due evaluation); dialogue with

shareholders (there should be a dialogue with

shareholders based on the mutual understanding of

objectives).

The QCA also give guidance on reporting cor-

porate governance including that companies should

publish an annual corporate governance statement

describing how they achieve good governance

which can be published on a company’s website

and/or in the annual report and accounts. As well as

describing how good governance is achieved that

report should also include what the QCA term ‘basic

disclosures’ which include, inter alia, a statement of

how the board operates, the identity of all the board

and board committee members including identifying

those directors who are independent, biographical

details for all directors, and the number of meetings

of the board and board committees and directors’

attendance at them. Furthermore, the terms and

conditions of appointment of NEDs should be made

available on the company’s website, or available to

shareholders on request, as should the terms of ref-

erence for the audit committee, remuneration

committee and nomination committee.

As can be seen from the above summary of the

QCA Corporate Governance Guidelines for AIM

Companies, there is an expectation that AIM com-

panies will have good governance, and as the QCA

states:

It is anticipated that all AIM companies will wish to

follow good governance and should be able to apply all

of the QCA Guidelines set out in this Code……where

this is not the case, the statement should describe how

the features of good governance are being achieved.

However, despite attempts to ensure good gov-

ernance in AIM companies, there have been a

number of recent shortcomings and scandals on

AIM. The discussion of these below highlights the

sorts of governance and ethical issues that may arise.

Recent shortcomings/scandals on AIM

First, there was a collective failing to comply with

Rule 26 which was introduced in February 2007 and

required companies to include certain information

relating to their financial and other activities. The

LSE fined nine companies a total of £95,000 for
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failing to have a website compliant with Rule 26.

The nine companies did not have websites which

contained all the financial details, including the an-

nual report and accounts and regulatory new service

announcements by the deadline set of 20th August

2007. In addition to the nine companies that were

fined, another seven companies were given warning

notices as their offences were less serious. Although

none of the companies has been named, both the

fined companies and those given warnings rapidly

improved their websites so that they complied with

Rule 26.

The action taken by the LSE against the compa-

nies that did not comply with Rule 26 was impor-

tant as it helped establish that it was willing to take

such action to enforce Rule 26 and that it had ‘teeth’

and was willing to ensure that AIM companies

complied with rules and regulations on AIM.

The second example relates to an individual

company, Regal Petroleum. Regal Petroleum, an oil

exploration company, was fined £600,000 and

also publicly censured by the LSE for various brea-

ches of the AIM rules. Regal made a number of

announcements in 2003–2005 whilst it raised funds

as it searched for oil in the Aegean Sea. The AIM

Disciplinary Committee found that on 11 different

occasions Regal had failed to take reasonable care to

ensure that announcements were not misleading,

false or deceptive, and did not omit material infor-

mation. There were also two occasions when Regal

failed to release price sensitive information as quickly

as it should have done. The Financial Times5 quoted

Nick Bailey, the Head of UK Regulation at the LSE,

as saying that the case was ‘unprecedented in terms

of the seriousness of the rule breaches involved and

the resultant market impact’.

The Regal Petroleum case was important as it

showed that the LSE would be willing to ‘name and

shame’ companies which broke the rules and fine

them accordingly. The £600,000 penalty was AIM’s

highest fine to date and reflected the seriousness of

the charges and the disrepute that such actions can

bring to the market. Such errant actions may then

have a wider reputational impact which is why it was

so important for the LSE to take appropriate action

and bring Regal Petroleum to account.

The examples of breaches of the rules detailed

above indicate that the LSE is willing to introduce

changes to help improve accountability and disclo-

sure, for example, Rule 26 in relation to website

disclosures, and that it is able to take and enforce

action against companies which break the rules.

Both of these aspects are important for helping to

ensure that AIM retains its attractiveness as a market

for small- and medium-sized businesses seeking a

lighter regulatory touch, whilst still instilling confi-

dence in investors in the market. If investors do not

invest in the market then the source of external

investment for new/growing businesses would not

be there and this would undermine the rationale for

AIM’s existence.

It will also be important that in the markets which

have adopted the AIM model and used the AIM

name, that is, AIM Italia and Tokyo AIM, that the

regulators will also be willing to take appropriate

action against breaches of the rules.

In relation to the UK AIM, we have noted the

expectations of the role of the NOMAD and how

there may be significant issues relating to governance

and ethical issues if this role is not carried out

properly. Are the NOMADs carrying out their role

appropriately, showing due diligence in their rela-

tionship with their AIM client? With the rapidly

growing AIM market, is the role of NOMAD as

originally envisaged still viable? Can potential ethical

issues be successfully addressed? Does an appropriate

monitoring mechanism need to be put in place to try

to ensure that there is a fruitful relationship between

the NOMAD and its AIM clients? We seek to

address these issues in the interviews with AIM

participants detailed below.

Methodology

It was decided to use a semi-structured interview

approach as the use of face-to-face interviews can

help elicit information which other methodologies

cannot. Of course, there are some limitations to this

approach which include the time intensity of the

interview process and the potential for bias given

that the semi-structured interviews are guided by a

set of questions asked of all the interviewees. Equally

having a common set of questions means that the

interviewees are approached in a consistent way so

this is also an advantage.

It was decided to interview directors of AIM

companies, institutional investors who invest in AIM
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and Nominated Advisors (NOMAD) who also act as

brokers to elicit their views on corporate governance

in AIM companies. Interviewing a range of partici-

pants in AIM which includes these various groups is

a significant way of gaining useful insights into the

different perceptions of the role of the NOMAD and

facilitates insights into our hypotheses that the

NOMAD has a positive influence on the directors of

AIM companies (H1) and that the NOMAD has a

positive influence on institutional investors’ per-

ception of AIM companies (H2).

Interviews were carried out with a sample of 19

AIM company directors, four AIM institutional

investors and two Nominated Advisors cum Brokers

in 2007. The companies were chosen on a random

basis from the list of AIM companies on the LSE

website supplemented with additional information

about each company from Hemscott, an information

service provider. Institutional investors and other

market participants were selected randomly from

those which have an interest in AIM companies.

Each interview usually lasted an hour, occasion-

ally longer, and was guided by a semi-structured

questionnaire.6 In general, two interviewers were

involved and in addition interviews were recorded as

a back-up to written notes. The director being

interviewed was usually the Finance Director and in

some companies the Finance Director was also the

Company Secretary. All interviews were given on

the basis of confidentiality and therefore individual

companies, investors and other market participants

are not identified.

Background information about AIM companies

Table III shows the key characteristics of the com-

panies interviewed. As can be seen the companies

cover a range of ages, industry sectors, and size

(as measured by turnover). The majority of the

companies interviewed had been on AIM for

<3 years, although a reasonable number of com-

panies which had been listed for more than 5 years

were also interviewed.

Companies in eight out of the 10 industry sectors

were interviewed, the exceptions being the tele-

communications and utilities’ sectors where it was

not possible to arrange interviews despite numerous

attempts.

In terms of the size of AIM companies inter-

viewed, the size (as measured by turnover) spanned a

range from the smaller companies with a turnover of

less than £1 million to larger companies with a

turnover of between £26 million and £40 million.

In this article, we concentrate on the findings of

the interviews in relation to the role of the

NOMAD.

NOMAD involvement in corporate governance issues

(i) Directors’ views

When asked about their NOMAD’s involvement

in corporate governance issues, the directors gener-

ally stated that the NOMAD was helpful in

informing them of changes to do with corporate

governance or other AIM issues, such as the new

regulations regarding web disclosure. Whilst some

companies found their NOMAD very helpful,

others said that they had not heard from their

NOMAD since their company floated on AIM.

One director stated ‘NOMADs are part of the

assets of the business as they can add a lot of value to

your business if you choose them carefully and use

TABLE III

Key characteristics of companies interviewed

Characteristic Number of companies

(a) Length of time on AIM

Less than 3 years 10

3–5 years 2

More than 5 years 7

(b) Sector

Oil and gas 3

Industrials 3

Financials 2

Basic materials 1

Technology 3

Healthcare 2

Consumer goods 1

Consumer services 4

(c) Turnover

Less than £1 million 4

£1 million–£10 million 4

£11 million–£25 million 7

£26 million–£40 million 4
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them properly. They can be a great source of advice

for the company’.

Other comments about AIM

The directors generally thought that there were po-

tential issues with AIM. The over-riding reservation

expressed by directors was about the quality of some of

the companies listing on AIM and especially some of

the overseas companies listing on AIM as the fol-

lowing quotes from different directors indicate:

AIM is fantastic as a way of accessing the capital

market. I don’t think that the light touch regulation is

bad. However the authorities should think carefully

about the extent and geographical reach; where

companies are coming from countries which histori-

cally have weak governance, authorities should con-

sider imposing tighter regulation.

I’m slightly nervous about how it’s taken off in the last

year or two with some of the companies coming onto

AIM from overseas. Some of these are high risk, and it

only takes one or two to go pop, and it affects the

whole market. It’s not just AIM’s responsibility, it’s the

responsibility of NOMADs too.

The directors of AIM companies seem to have

differing experiences of the NOMAD with some

indicating that their NOMAD has been very sup-

portive whilst others are of the view that their

NOMAD has given them little support. Moreover,

there are concerns that some NOMADs may be

involved in bringing companies to AIM which have

poorer governance. Clearly some of these issues raise

ethical concerns and worries about the potential

impact on the AIM market of companies which have

poor governance or are less reputable.

The analysis of the interviews with directors pro-

vides support for H1 that the NOMADs have a

positive influence on the directors of AIM companies.

However, there are also indications that some NO-

MADs perform their role much better than others do

and that other NOMADs are not giving directors as

much guidance as they feel they need in relation to, for

example, corporate governance matters. There are

therefore potential corporate governance and ethical

issues if a NOMAD is not performing its role as a

trusted advisor7 as envisaged, and indeed potential

wider financial and reputational implications, for the

lighter regulatory touch regime of AIM.

(ii) Institutional investors’ views

Interviews were carried out with four institutional

investors who invest in AIM companies. The four

institutional investors, for the purposes of this study

called: A, B, C, and D, have each invested in AIM

companies since the inception of AIM itself, and

invest across all the industry sectors of AIM. For

example, institutional investor A stated that in terms

of the percentage held in each AIM company they

invest in, that a 15% investment is not unusual for

them.

In general, the institutional investors do not view

the AIM company’s NOMAD as being a significant

factor in their investment decision. Similarly, the

company’s auditor and legal advisors do not impact

on the investment decision. However, what did

come through from the interviews was that if the

institutional investor has had a bad experience with a

particular NOMAD or company advisor in the past,

then they will look a bit more carefully at the

company.

Institutional investor C felt that

More generally AIM companies (newly listed) often

are simply not aware of some of the interests that

minority shareholders might have. This may be due to

a lack of advice from NOMADs. Remuneration

practices stick out in my mind as an area of concern.

Other comments about AIM

In terms of other factors which might influence the

investment decision, institutional investor B put

emphasis on the location of the company ‘For non-

UK companies, the location of the company is

considered (links in with shareholder rights), for

example, Russia, there is a lot of risk involved’.

In relation to H2 that the NOMAD has a positive

influence on institutional investors’ perception of

AIM companies, it seems that this hypothesis is

generally not supported although the institutional

investors’ views may be coloured by their previous

bad experience with a particular NOMAD.

(iii) NOMADs’ views

It was decided to ask the NOMADs’ views for ‘the

other side of the story’, that is for completeness. The

two NOMADs companies that were interviewed also
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each acted as brokers to more than 80 client AIM

companies covering all industry sectors. Given that

together the two NOMADs advise more than 160

AIM companies, this means that they advise more

than 10% of UK incorporated AIM companies. Both

NOMADs have been advising AIM clients since AIM

was founded in 1995. They act as NOMAD cum

broker for the majority of their AIM clients with a

broker only service to a handful of them. There is no

AIM client that they acted as a NOMAD only to

them. The two NOMAD companies are designated

NOMAD A and NOMAD B in this section.

Regarding their roles pre and post AIM listing,

NOMAD A said that their role before the IPO was

mainly ‘transaction focussed getting the company

ready for the market in complying with due dili-

gence’ and post listing the role is less transaction

focussed but more to do with ‘providing advice on

application of AIM rules and assistance with the

announcements’. NOMAD B stated that ‘the role is

a chain that continues throughout’. Their views

support the NOMAD’s objective in providing ad-

vice on due diligence and AIM rules procedures.

In relation to factors influencing the decision to

become an AIM company’s NOMAD, NOMAD

A’s view is that the

Initial factor is based on a pure assessment of the

company. Is the company solid and interesting with

growth prospects? Secondly, the company has to be of

a certain size criteria, partly because of how we think

we can help and be in a position to provide funds for

them. Also from a funding angle, institutions are open

to certain sizes more than others. Thirdly, the likely

prospects of future work on the transaction and bro-

king side. And finally, as a NOMAD, whether we

believe the company is investment grade based on the

AIM rules.

NOMAD B’s view reinforced the importance of

the broking service for the AIM client. In sum their

views suggest the decision to become a NOMAD to

their AIM clients is influenced by whether they can

first act as their broker. It implies that NOMAD

cum broker companies see their broking service as

far more important than being a NOMAD.

Both NOMADs infer that an AIM company’s

corporate governance structure does affect their

decision to accept a client. However, their responses

again further support the inference that corporate

governance is seen as a secondary issue for these

NOMAD cum broker companies to that of fund

raising via their broking activity. However, where

possible, they would prefer to accept companies that

are practising good governance. NOMAD A’s

response was

There’s no use in having clients which have dysfunc-

tional board, or run by people with little regard to what

is deemed as sensible corporate governance. It not only

makes it much harder to get them to the governance

level we want them to but also makes it unattractive to

institutional investors. Institutional investors pay atten-

tion to corporate governance structures that are deemed

important – proper full board etc. This might be box-

ticking but it’s important. Chair/CEO split is not crucial

for small companies. It’s important to look at the per-

sonalities involved.

There are difficulties faced by AIM companies

in adopting good corporate governance practice.

NOMAD A stated that

Company size has a huge impact in corporate gover-

nance in terms of cost especially for pre-profit or pre-

revenue companies…..It’s much easier to recruit a

NED if you are a company growing strongly. Foreign

companies may have difficulties in complying because

they have different cultures. However, if they wish to

raise money here, they have to follow UK corporate

governance rules because institutional investors are our

clients.

Whilst in NOMAD B’s view, AIM companies

generally do not comply with good corporate gov-

ernance practice

They don’t have the depth of management resources,

don’t produce board briefing packs, don’t brief NEDs

enough, don’t pay NEDS enough for them to spend

sufficient time in the business and dominant CEOs

prevent NEDs to get across what they require.

Thus, the difficulties faced by AIM companies in

complying with practising good corporate gover-

nance according to NOMAD A, are due to the

company’s size and for foreign companies, their

business culture and practice. In contrast, NOMAD

B has a general litany of problematic weaknesses that

were found in the way AIM companies practice

their corporate governance. Many of these difficul-

ties lie with the attitude and behaviour of NEDs in
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fulfilling their obligations. It would seem that the

NOMAD expects – quite reasonably – that NEDs

should behave ethically in that if they cannot per-

form their role, they should not have accepted their

position.

The NOMAD interviewees were asked how

frequently they meet with AIM company directors.

NOMAD A responded by saying that they always

meet the AIM company directors before accepting

them as their clients. Once accepted, they may at-

tend some of the board meetings depending on the

company client’s view. NOMAD A further said that

Face to face meetings are reasonably regular, hopefully

once a week to all AIM clients because if you are [the]

NOMAD, things come up regularly. Issues discussed

on include firm performance and what needs to be

done from a regulatory perspective. NOMAD client is

important as their brokering client too.

As for NOMAD B, they

Meet up with executive directors face to face 3 or 4

times a year but typically speak to financial director or

CEO every other week, partly because of broking and

partly to inform them of the new obligations that

come up from time to time.

This suggests that face-to-face meetings with AIM

company directors are much more frequent with

NOMAD A than with NOMAD B who typically

contacts their client company directors more by

phone.

Regarding whether a NOMAD would intervene

in an AIM client company to try and ensure good

corporate governance practice is followed, NO-

MAD A replied that for example if there was a board

conflict due to personalities, they would

Ask if a NED resigned, discuss why it happened. We

are worried more about the broking rather than the

NOMAD relationship. We would advise them to find

a replacement as soon as possible. This is probably a

good time to revisit what the board structure should be

like.

However, NOMAD B said

There’s not a lot we can do to intervene. We can

encourage and cajole them. We can also request any

information if we need to acquit ourselves with our

duties.

Their views suggest that they do not take effective

steps as a NOMAD to intervene to ensure good

corporate governance practice is followed. It high-

lights the relatively passive advisory role that NO-

MADs perform for their AIM clients and it could be

argued that some NOMADs are less concerned

about governance and ethical issues unless these

issues affect their (broking) business.

Finally, the NOMADS were asked whether there

were any other areas that they feel important being a

NOMAD to AIM companies.

NOMAD A said that

The issue of pre-emption rights is important from a

broking perspective, but even though it has corporate

governance implications, it is not a NOMAD’s con-

cern.

NOMAD B replied that how a NOMAD deals

with corporate governance issues comes from

experience

The risks of overseas companies are higher so quality

should be higher. Spend a lot longer/more time with

overseas companies, even with the American compa-

nies. The thing that spurs us on in regard to any

company is our good name. The fact that we raise

money for a client and it then explodes on us can be

disastrous to us as a broker. Having that hanging over

our heads is more likely to make us do our job

properly because broking is our daily bread rather than

anything the SE can throw at us.

To sum up, first, the NOMAD companies that

were interviewed, came across as perceiving their

role as a broker to their AIM client company as far

more important than that of being a NOMAD to

them. And second, their role as a NOMAD is seen

in a passive capacity in offering corporate gover-

nance advice, perhaps to fulfil the obligations of their

AIM client companies to have a NOMAD.

(iv) Summary of interview findings

The interviews provide some pertinent findings.

The analysis of the interviews with directors pro-

vides support for H1 that the NOMADs have a

positive influence on the directors of AIM compa-

nies. However, there are also indications that some

NOMADs perform their role much better than

others do and that other NOMADs are not giving
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directors as much guidance as they feel they need in

relation to, for example, corporate governance mat-

ters. There are therefore potential corporate gover-

nance and ethical issues if a NOMAD is not

performing its role as a trusted advisor as envisaged and

indeed wider financial and reputational implications,

for the lighter regulatory touch regime of AIM.

The institutional investors do not seem to place

much emphasis on who the NOMAD is, except if

they have had a less favourable experience with a

particular NOMAD previously. Therefore, in rela-

tion to H2 that the NOMAD has a positive influ-

ence on institutional investors’ perception of AIM

companies, it seems that this hypothesis is generally

not supported although the institutional investors’

views may be coloured by their previous bad

experience with a particular NOMAD.

Interestingly, and of some concern, is that a

common theme from the AIM company directors,

and the institutional investors, was a worry that with

the rapid expansion of AIM, and with the admit-

tance of an increasing number of overseas compa-

nies, the standards of corporate governance were

sometimes not all that might be expected and a

damaging financial collapse or scandal was only a

matter of time. It can be argued that high corporate

governance standards are associated with individuals,

be they directors, NOMADs or investors, having a

decent ethical perspective. In other words, the ethics

dimension is a personal way of acting as well as a

corporate behaviour. How a person behaves ethi-

cally may impact on his company’s business practice

including adopting good governance standards.

The findings from the interviews with the NO-

MADs/brokers that they do not perceive their

NOMAD role as being as important as their role as a

broker to AIM companies, and that they do not tend

to actively give corporate governance advice is

perhaps another aspect that may give added weight

to concerns about the quality of some AIM com-

panies. It seems that there may be occasions when a

NOMAD may only intervene if the consequences of

their client’s lack of ethics is deemed potentially

harmful to the NOMAD’s business. As AIM Italia

and Tokyo AIM have also adopted the NOMAD

model, it will be important to ensure that the

NOMAD role is being performed appropriately so

that good standards of corporate governance and

ethical behaviour are encouraged and upheld.

There are some clear governance and ethical

implications here as AIM places great importance on

the role of the NOMAD in helping to ensure

appropriate governance in AIM companies, right

through from the admittance process and onwards

throughout the life of the company on AIM. If this

key element is missing then there may be a pro-

pensity to have poorer governance or not to behave

in an ethical way in conducting the business.

With the recent introduction of AIM Italia and

Tokyo AIM there may be ramifications for these

other markets as well as both markets utilise the

original AIM concept of a NOMAD to guide a

company through coming to the market and to

provide ongoing advice on regulatory and other

aspects including corporate governance. Both AIM

Italia and Tokyo AIM emphasise that they are

building on the established international reputation

of the LSE’s AIM with its lighter touch approach

(a tailored regulatory model). Therefore, any potential

problems with the AIM model, such as the role of the

NOMAD or company failures in the UK AIM, would

impact on these international markets as well.

Strengthening of regulatory environment

The LSE now has a regular cycle of NOMAD re-

views (started in 2007 after the introduction of the

AIM Rules for Nominated Advisors). The primary

objective of the reviews is to assess the compliance of

NOMADs with the AIM Rules for Nominated

Advisors. These rules cover both the obligations at

admission of an AIM company and its continuing

obligations.

There have been a number of instances where

NOMADs have been the subject of disciplinary

action by the LSE. For example, in June 2009, a

NOMAD broker company called Blue Oar (since

renamed as Astaire Securities) was censured and

fined £225,000 for concerns about its role as NO-

MAD to the flotation of Worthington Nicholls in

2006. After flotation Worthington Nicholls issued a

number of over optimistic trading statements which

resulted in its share price more than tripling. How-

ever, subsequently the company issued a series of

profit warnings and the share price crashed.

The LSE recently reported8 that two NOMADs

have been privately censured between December
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2009 and July 2010 in disciplinary actions. Action

was taken against one NOMAD including failure to

properly assess a company’s appropriateness for AIM

which resulted in a private censure and fine of

£90,000; and against another NOMAD there was

an action for a number of breaches including inad-

equate written procedures and record keeping and

failure to keep itself updated with the company’s

financial performance which resulted in a private

censure and a fine of £80,000.

Since April 2010, the LSE has started a new

programme of NOMAD reviews with the primary

focus being a much broader risk-based review of the

regulatory risks relevant to the NOMAD status of

each NOMAD firm. These reviews will encompass,

inter alia, the size and scope of the NOMAD firm

and its client base, its management, its risk appetite,

compliance procedures and disciplinary record. The

visits will therefore be much more tailored to the

individual characteristics (especially risk assessment)

of each NOMAD firm.

Concluding comments

As identified at the start of the article, AIM is a fast

growing and important market in the UK. A

prominent financial scandal or collapse in that mar-

ket has the potential to shake confidence not just in

AIM itself but also more widely, therefore it is

important for AIM companies to have appropriate

corporate governance structures and to behave eth-

ically. The NOMAD is central to the success of AIM

with its lighter touch regulation. Part of the NO-

MAD’s role is to provide advice to their AIM

companies on corporate governance and other

matters. Corporate governance and ethical issues

may arise where the corporate governance structure

of AIM companies is less robust than that of com-

panies listed on the main market, either because of

insufficient knowledge and resources required to

build a sound corporate governance structure or

because of the poorer corporate governance of some

of the overseas companies admitted to AIM where

their home country may have less stringent corpo-

rate governance requirements than in the UK. AIM

companies often rely on their NOMAD for advice

about corporate governance requirements and how

they should ensure an appropriate corporate gover-

nance structure in their companies, and hence the

role of the NOMAD may play a key role in ensuring

that AIM companies have good governance and

sound ethics.

In order to determine how successfully the NO-

MADs carry out this role, interviews were carried

out with AIM company directors, institutional

investors and NOMADs/brokers. The analysis of

the interviews with directors of AIM companies,

institutional investors and other AIM participants

provided some useful insights regarding perceptions

of the importance of the role of the NOMAD

highlighting potential shortcomings which might

have ethical and governance implications. However,

in general, the ‘lighter touch’ on corporate gover-

nance for AIM companies seems to be working quite

well, with directors’ own sense of best practice and

investor expectation usually helping to ensure that

appropriate governance practices are adopted. Insti-

tutional investors seem to act with an appropriate

degree of flexibility towards corporate governance in

AIM companies, whilst perhaps being wary of

companies which are advised by NOMADs with

whom the institutional investors have had a bad

experience previously.

Earlier in the article, we posed some questions

regarding the due diligence carried out by NO-

MADs, whether their role is still viable, whether

potential ethical issues can be addressed and whether

an appropriate monitoring mechanism needs to be

put in place to try to ensure that there is a fruitful

relationship between the NOMAD and its AIM

clients. From the interview findings and the disci-

plinary actions brought against certain NOMADs by

the LSE, we can conclude that not all NOMADS are

carrying out their role with due diligence although

the majority seem to be performing their role well.

The role of the NOMAD has stood the test of time

and a rapidly growing market over the 15 years of

AIM’s existence and therefore is still a viable role.

Potential ethical issues, whether relating to corporate

governance shortcomings or due diligence pre or

post listing, can be largely be overcome by the more

rigorous processes and reviews established recently

by the LSE, and especially the monitoring mecha-

nism of regular reviews of NOMADs.

However, perhaps one of the most worrying as-

pects of the interviews with the AIM company

directors was their concern about the quality of some
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of the companies that have been admitted in recent

years. The institutional investors also expressed some

doubts, particularly in relation to some of the overseas

companies. The admission of overseas companies to

AIM should perhaps be more closely scrutinised,

particularly when the company’s home country has

much weaker corporate governance than in the UK.

Companies from countries with weaker corporate

governance may also be operating in an environment

where business ethics are weaker and where, for

example, corruption is more prevalent. Also, the

regulatory authorities should monitor more closely

the governance of AIM companies which have yet to

start trading so that the monies raised during Admis-

sion are not being misused.

In terms of policy implications, we have seen that

a number of policy implications arise from the

foregoing analysis of current corporate governance

practices in AIM companies. One area that is par-

ticularly important is to ensure that, given the sig-

nificant role played by the NOMAD, both for

companies coming to AIM and for those already on

AIM, the role of the NOMAD is strongly and

appropriately carried out. If it is not then there may

be significant corporate governance and ethical is-

sues arising in AIM companies which would have a

detrimental effect on the reputation of the AIM. The

regular cycle of NOMAD reviews now carried out

by the LSE should help ensure that potential cor-

porate governance and ethical problems are recog-

nised in a timely way. It could be argued that the

system would be strengthened by more public cen-

sure of NOMAD firms which are the subject of

disciplinary action, rather than the private censure

which is often currently used.

Possible areas for future research include a com-

parison of AIM with other junior markets around

the world; and a review of AIM pre versus post

financial crisis.

Notes

1 The London Stock Exchange (LSE) gives as exam-

ples ‘an investment bank, a corporate finance firm or an

accountancy firm’.
2 The two NOMADs interviewed also acted as bro-

kers although this is not necessarily the case with NO-

MADs of other AIM companies.

3 The study was carried out before Rule 26 mandat-

ing AIM companies to maintain corporate websites pro-

viding information on specific financial and governance

matters came into effect on 20th August 2007.
4 The Code was revised in 2007 but there were no

material changes and again in 2010. The new guide

(2010) combines the content of both the previous

guides.
5 David Blackwell and Michael Kavanagh, Financial

Times, 18th November 2009, p. 20.
6 A copy of the questionnaire used for AIM company

directors, and a copy of the questionnaire used for the

AIM institutional investors and other AIM participants,

is available from the authors.
7 The case of Blue Oar, the NOMAD censured by

the LSE in 2009, is discussed later in the article as an

example of a NOMAD that was not performing its role

as a trusted advisor appropriately. Blue Oar is now re-

named Astaire Securities.
8 ‘Inside AIM Issue 2 July 2010’.

Acknowledgements

The authors are grateful to the Trustees of the Scottish

Accountancy Trust for Education and Research for

their financial support. The authors appreciate the com-

ments of Dr. Paolo Bortoluzzi, University of Padova,

March 2010. The authors are also grateful for the com-

ments of two anonymous referees, and for the com-

ments from the discussant and participants at the

EJF-JBE Joint Special Issues Conference ‘Law, Ethics

and Finance’ held at Schulich School of Business, York

University, Toronto 16–18 September 2010.

References

Baker Tilly and Faegre & Benson: 2009, Taking AIM,

Annual Survey 2009 The Big Picture (Baker Tilly and

Faegre Benson, London).

Becht, M., C. Mayer and H. F. Wagner: 2008, ‘Where

Do Firms Incorporate? Deregulation and the Cost of

Entry’, Journal of Corporate Finance 14, 241–256.

Bonn, I. and J. Fisher: 2005, ‘Corporate Governance and

Business Ethics: Insights from the Strategic Planning

Experience’, Corporate Governance: An International

Review 13(6), 730–738.

Cadbury Sir, A.: 2000, Family Firms and their Governance:

Creating Tomorrow’s Company from Today’s (Egon

Zehnder International, London).

Chris Mallin and Kean Ow-Yong

123 122 Reprinted from the journal



Carcello, J. V.: 2009, ‘Governance and the Common

Good’, Journal of Business Ethics 89, 11–18.

Cassell, C., P. Johnson and K. Smith: 1997, ‘Opening the

Black Box: Corporate Codes of Ethics in their Orga-

nizational Context’, Journal of Business Ethics 16, 1077–

1093.

Colombelli, A.: 2009, ‘Entrepreneurial Dimensions of the

Growth of Small Companies’, Working Paper Series,

Dipartimento di Economia ‘‘S. Cognetti de Martiis’’

LEI & BRICK – Laboratorio di economia dell’in-

novazione ‘‘Franco Momigliano’’, Bureau of Research

in Innovation, Complexity and Knowledge, Collegio

Carlo Alberto. WP Series from University of Turin.

Colombelli, A: 2010, ‘Alternative Investment Market: A

Way to Promote Entrepreneurship’, Journal of Industry,

Competition and Trade 10(3), 253–274.

Holder-Webb, L., J. Cohen, L. Nath and D. Wood:

2008, ‘A Survey of Governance Disclosures Among

U.S. Firms’, Journal of Business Ethics 83(3), 543–563.

Jenkinson T. and T. Ramadorai: 2010, ‘Does One Size

Fit All? The Consequences of Switching Markets With

Different Regulatory Standards’, ECGI–Finance

Working Paper No. 212/2008.

Kalbers, L. P.: 2009, ‘Fraudulent Financial Reporting,

Corporate Governance and Ethics: 1987–2007’, Re-

view of Accounting and Finance 8(2), 187–209.

Lin, H.-Y.: 2010, ‘The Agency Problem in Taiwan’s

Corporate Governance’, The Journal of International

Management Studies 5(1), 38–47.

London Stock Exchange: 2010, AIM Statistics February

2010 (London Stock Exchange, London).

Mallin, C. A. and K. Ow-Yong: 1998, ‘Corporate

Governance in Small Companies – the Alternative

Investment Market’, Corporate Governance: An Interna-

tional Review 6(4), 224–232.

Mallin, C. A. and K. Ow-Yong: 2008, Corporate Gover-

nance in Alternative Investment Market (AIM) Companies

(Research Monograph Published by the Institute of

Chartered Accountants, Scotland).

Mallin, C. A., and K. Ow-Yong: 2010, ‘Factors Influ-

encing Corporate Governance Disclosures in Alter-

native Investment Market (AIM) Companies’, Working

Paper, Birmingham Business School.

Mansell, S.: 2008, ‘Proximity and Rationalisation: The

Limits of a Levinasian Ethics in the Context of Cor-

porate Governance and Regulation’, Journal of Business

Ethics 83(3), 565–577.

OECD: 2009, The Role of Stock Exchanges in Corporate

Governance (Directorate for Financial and Enterprise

Affairs Steering Group on Corporate Governance,

OECD, Paris).

Parsa, S. and R. Kouhy: 2007, ‘Social Reporting by

Companies Listed on the Alternative Investment

Market’, Journal of Business Ethics 79(3), 345–360.

Quoted Companies Alliance: 2004, Guidance for Smaller

Quoted Companies – The Combined Code on Corporate

Governance (QCA, London).

Quoted Companies Alliance: 2005, Corporate Governance

Guidelines for AIM Companies (QCA, London).

Quoted Companies Alliance: 2007, Corporate Governance

Guidelines for AIM Companies (QCA, London).

Rockness, H. and J. Rockness: 2005, ‘Legislated Ethics:

From Enron to Sarbanes-Oxley, the Impact on Cor-

porate America’, Journal of Business Ethics 57(1), 31–54.

Treadway Commission: 1987, Report of the National

Commission on Fraudulent Financial Reporting.

Chris Mallin and Kean Ow-Yong

Birmingham Business School,

University of Birmingham,

Birmingham, U.K.

E-mail: c.a.mallin@bham.ac.uk;

k.h.ow-yong@bham.ac.uk

The UK Alternative Investment Market – Ethical Dimensions

123123Reprinted from the journal



Corporate Scandals and Capital Structure
Stefano Bonini
Diana Boraschi

ABSTRACT. We analyze whether companies involved

in a security class action suit (SCAS) exhibit differential

capital structure decisions, and if the information revealed

by a corporate scandal affects the security issuances and

stock prices of industry peers. Our findings show that

before a SCAS is filed, companies involved in a scandal

show a greater amount of security offerings than their

peers and, due to equity mispricing, are more likely to use

equity as a financing mechanism. Following a SCAS fil-

ing, these companies exhibit a decreasing amount of total

external finance raised and lower levels of book and

market leverage. Industry peers’ issuance patterns exhibit

significant contagion, with reduced debt and equity

issuance following the SCAS filing. Corporate scandals

also have meaningful negative effects on stock prices and

bond ratings. Similar to capital structure, we document

contagion at the industry level with peers’ share prices

yielding negative returns as well.

KEY WORDS: corporate scandals, security offerings,

capital structure, contagion effect, market timing

JEL CLASSIFICATION: G32, G33, K41

Introduction

Another wave of corporate scandals has hit the

market in the last decade, reviving attention to the

effect of these events on shareholder value, corporate

governance and stock market reactions. Academic

research has shown that companies suffer a consid-

erable decline in both stock prices and debt ratings

upon Chapter 11 filing announcements, financial

report restatements, or financial distress announce-

ments (Brewer and Jackson, 1997; Lang and Stulz,

1992; Palmrose et al., 2004). The early detection of

scandals, if not their prevention, is therefore valuable

to stakeholders. Agrawal and Chadha (2005) docu-

mented that appropriate corporate governance

mechanisms may positively influence the probability

of earnings restatements. Agrawal and Cooper

(2007) supported this evidence, highlighting the

higher turnover of top management and top finan-

cial officers soon before and immediately after an

accounting scandal. Dyck et al. (2010) showed

that non-traditional mechanisms and stakeholders-

at-large play considerable roles in triggering fraud

detection. Given the documented far-reaching

effects of corporate scandals, we ask whether man-

agerial behavior in companies engaged in a corporate

scandal also affects financial decisions regarding

capital raising, and in particular, whether managers

anticipating the risks of a corporate scandal exhibit

different capital structure policies than those of their

peers. Surprisingly, this question is still unanswered.

In this article, we try to fill this gap by looking at the

security issuance patterns of companies engaged in

security class action suits (SCAS) between 1996 and

2005. In particular, we address three main research

questions:

(a) What is the ex-ante and ex-post financing

pattern of firms engaged in a corporate scan-

dal?

(b) Do corporate scandals affect the price or

quality of the company’s financial securities?

(c) Is there a contagion effect in the capital

structure and stock prices of the industry

after a corporate scandal is revealed?

Previous literature addressed corporate scandals by

studying cases of bankruptcy announcements, the

public announcements of fraud in the press and

earnings restatements. In this article, we adopt

engagement in a SCAS as a proxy of a corporate
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scandal. We collected data from the Stanford Secu-

rities Class Action Clearinghouse (SSCAC) data-

base.1 This measure of corporate scandals allows us

to generalize the results to a broader set of cases

because it deals with actions that (a) are important

enough to have permanent effects on security-

holders value and (b) leave the company as a going

concern, allowing meaningful ex-ante and ex-post

differential analyses. In fact, less than 7% of cases

included in the SSCAC database end up with a

bankruptcy filing.

Our findings show that before a SCAS is filed,

companies engaged in a scandal have a higher num-

ber of security offerings than the industry average. At

the same time, we documented that because firms

before the scandals experienced stock prices over-

valuation, they were more likely to use equity as a

financing mechanism. Compared to their peers, firms

involved in a security class action consistently issued

more equity in the 2-year period preceding the filing

of the suit. Consistent with market timing, we found

that SCAS firms exhibit decreasing book and market

leverage before the filing due to abnormal volumes of

equity offerings. Soon after the filing, however,

market leverage increases sharply and significantly

due to the readjustment in equity market value.

Industry peers are also affected by the eruption of a

scandal. Following a SCAS filing, we also observed

small but significant decreases in debt and equity

issuances for peer companies, indicating that com-

pany-specific information is interpreted as a potential

industry-wide risk.

Finally, we investigated the effect of corporate

scandals on stock prices and bond ratings. We sup-

port results in Gande and Lewis (2009) showing that

SCAS firms experience large negative stock price

returns around the filing date. Peers’ stock prices

show signs of contagion with significant negative

cumulative abnormal returns. These results suggest

that corporate scandals do negatively impact their

industry. We also show that bond ratings for SCAS

companies drop significantly after the filing and the

downgrading is stable up to 3 years after the event,

suggesting that managerial misconduct has mean-

ingful effects on all classes of security holders.

These results allow us to shed light on the

financing and security issuance behaviors of firms

whose frauds or other corporate wrongdoings are

revealed. We conclude that independent of their

intensities, corporate scandals do generate effects at

both the firm and industry levels by leading to

contractions in security offerings and decreases in

stock returns for all industry constituents.

The remainder of this article is organized as fol-

lows. ‘‘Motivation and hypotheses’’ section summa-

rizes previous study on corporate scandals and

presents the hypotheses that we tested in our study.

‘‘Data and summary statistics’’ section presents the

data and summary statistics. ‘‘Corporate scandals and

capital structure’’ section presents the results of the

empirical analysis of the financing pattern of firms

engaged in corporate scandals. ‘‘Corporate scandals

and securities prices’’ section presents the results of

the empirical analysis on security prices. ‘‘Robustness

tests’’ section discusses the robustness tests performed,

and ‘‘Conclusions’’ section concludes the article.

Motivation and hypotheses

Corporate scandals and security offerings

Corporate scandals can be defined as widely publi-

cized incidents involving allegations of managerial

wrongdoing, disgrace, or moral outrage on the part

of one or more members of a company. Typical

instances of fraudulent behavior include misstate-

ments of financial figures on current, past or future

investments, or operations, delay in disclosing or

failure to disclose information, bribery, insider

trading, and any other illegal activities that hurt the

shareholders of the firm (Dyck et al., 2010). A

common feature of such misconducts is the biased,

deferred, or hindered revelation of information that

would have had meaningful effects on managerial

actions: first, such information would have signifi-

cantly reduced stock prices, making security offer-

ings increasingly diluting and costly; second, it

would have reasonably reduced (or canceled alto-

gether) managerial independence in making capital

structure-related decisions; third, it would have

heavily affected managers’ payoffs, driving stock

options out-of-the money, not triggering bonus

payments, or determining managers’ firing. Manag-

ers, arguably, are aware of these effects, and therefore

have strong incentives to illegally preserve the

information asymmetry and exploit it to increase the

amount of funds that they collect in anticipation of
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potential capital and managerial constraints, trying to

‘‘make the most out of it while it lasts.’’ Funds are

then used in connection with the hidden informa-

tion to maintain or increase investments and R&D

spending, to pursue acquisitions, to rebalance (at a

lower cost) the financial structure of the company,

or simply to enhance the stock’s liquidity in a spirit

similar to that in Ivashina and Scharfstein (2009).

These managerial actions are likely to carry signifi-

cant overinvestment costs for security holders as

shown by Jensen (1986). SCAS filing documents

provide meaningful examples of these agency costs.

In Cisco (2001), the plaintiff alleged that ‘‘[…] After

completing more than 20 major acquisitions be-

tween 9/99 and 2/01, by issuing more than 400

million shares of Cisco stock, […] on 2/6/01, Cisco

announced extremely disappointing 2nd Q F01

results’’; similarly, in Bay Networks (1997), it was

alleged that: ‘‘[…] materially false or misleading

statements enabled Bay Networks to Complete

stock-for-stock acquisitions during the Class Peri-

od.’’ Working capital financing was claimed by the

plaintiff in SuperGen (2003): ‘‘[…] SuperGen sold

millions of shares and notes […] so as to provide it

with ample monies to fund its operations. However,

this all took place prior to revelations concerning the

veracity of the Company’s statements regarding

Mitozytrex [a drug].’’ These anecdotal pieces of

evidence are supported by the analysis of the

investment and dividend decisions of SCAS com-

panies, reported in our Internet Appendix 1. We

show that firms involved in a security class-action

invest considerably more in R&D, are twice as ac-

tive in the M&A market, and make acquisitions that

are up to three times more costly than those of their

peers. Inversely, and consistent with the results of

Harford, Mansi and Maxwell (2008), their dividend

yields are considerably lower and often close to zero,

suggesting the existence of severe agency costs. In

this spirit, we develop our first hypothesis:

Hypothesis 1: Ex-ante, firms engaged in wrongdoing

leading to a corporate scandal have a greater amount

of security offerings than the industry average.

The Market Timing Hypothesis states that when

making decisions about funding, managers take into

account the current conditions of the debt and

equity markets. Managers will choose the funding

mechanism that looks pro-tempore optimal. How-

ever, if market conditions are unfavorable for debt

and equity issuance, fundraising may be deferred.

Support for the market timing theory comes from

empirical evidence of managerial opportunism in

setting financing policies (Graham and Harvey,

2001). Although this theory falls short in explaining

many of the factors that have been traditionally

considered in studies of corporate capital structure, it

is bolstered by strong empirical evidence that sup-

ports the existence of a behavioral component in

managerial decisions. Baker and Wurgler (2002)

built their capital structure predictions on the his-

torical stock prices of firms, and further evidence

confirms that stock prices indeed play an important

role in explaining capital structure and capital

structure changes (Welch, 2004). As for stock prices,

the market timing hypothesis argues that firms tend

to issue equity after the value of their stock has

increased (Hovakimian et al., 2001) and that cor-

porate leverage is the best understood as the

cumulative effect of past attempts to time the mar-

ket (Baker and Wurgler, 2002). One important

assumption underlying the market timing hypothesis

is the possible existence of stock price misvaluation.

If this occurs, then managers of a firm that has an

overvalued (undervalued) stock price will opportu-

nistically exploit this mispricing by issuing equity

(debt). This latter fact was confirmed by Graham and

Harvey (2001). In an interview survey of 392 U.S.

and Canadian CFOs, 76% of the sample reported

that the amount by which their stock was over-

valued or undervalued was an ‘‘important’’ or ‘‘very

important’’ factor in decisions about equity issuance.

Corporate scandals act as information revelation

mechanisms for equity market participants. A scandal

sheds new light on the actual managerial and

accounting practices of the firm, revealing infor-

mation that was previously unavailable to investors.

Evidence shows that in extreme cases ending in

bankruptcy filing, investor reaction is strong and

significant, with sharp declines in stock prices for the

firms involved in the scandal (Agrawal and Chadha,

2005; Lang and Stulz, 1992; Rao and Hamilton,

1996). The stock price drop following such events

can be interpreted as evidence of previous over-

valuation either due to an accounting phenomenon

(such as a misrepresentation of earnings) or because

Corporate Scandals and Capital Structure
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some information regarding the company’s invest-

ments or risk exposure was not fully available to the

market. Accordingly, we expect the following:

Hypothesis 2: Ex-ante, firms engaged in wrongdoing

leading to a corporate scandal make greater use of

equity financing than the industry average.

If managers, due to information asymmetry that

eventually leads to a scandal, time the market by

issuing more equity when the stock is overvalued,

then we can develop two ancillary predictions. First,

once a scandal erupts, the abnormal security issuance

pattern should revert toward the industry mean.

Second, if their equity issuance is higher than that of

their peers, their leverage by construction should be

lower. Accordingly, we define the following two

hypotheses:

Hypothesis 3: After the corporate scandal is unveiled,

the stock price of SCAS firms adjusts to the fair

price, and firms’ securities issuance aligns to the

industry’s average.
Hypothesis 4: Ex-ante, firms engaged in wrongdoing

leading to a corporate scandal have lower levels of

leverage than the industry average.

Debt costs and volumes are highly sensitive to

corporate information. Rating agencies are known to

follow a rating stabilization objective that allows

managers to plan the financial needs over a longer

time horizon. Arguably, a timely revelation of neg-

ative news about the company prospects can lead to a

rating downgrade that immediately raises debt-

financing costs, increases financial rigidity, and makes

debt financing less attractive or nonviable. Then,

managers have an incentive to delay or prevent

altogether the release of debt-price sensitive infor-

mation. We therefore hypothesize the following:

Hypothesis 5: The information revealed in a corpo-

rate scandal determines a long-term deterioration

of the debt quality measured by its debt rating.

Corporate scandals and contagion effect

Academic research on contagion effects at the cor-

porate level has focused on the spillover of shocks

occurring in one entity to other entities. The pre-

vious literature explored the contagion effects on

stock returns following bankruptcy (Lang and Stulz,

1992), earning restatements (Gleason et al., 2008),

or managerial forecast announcements (Ramnath,

2002). Similarly, Gieseke (2004) and Theocharides

(2007) explored contagion in the corporate bond

market, showing that bond prices, yields, and spreads

react to firm-specific information. However, no

previous study has investigated the existence of a

contagion effect on capital structure decisions by

companies. Because listed companies raise capital in

the market, they are exposed to investor sentiments,

market momentum, and, possibly, to information

concerning contiguous companies that investors may

transfer to the entire industry. The financial crisis of

2008 provided an illuminating example of this

phenomenon, in which inherently sound companies

experienced the same dry-up in capital as weaker

peers in their industry. Despite their managers’

efforts, ‘‘the capital market window [was] just

closed’’ for both high- and low-quality companies

(Federal Reserve Board, 2008).

In this spirit, a SCAS filing is a signal that non-

negligible mismanagement has occurred in a com-

pany. Investors may infer that this behavior can be

common practice across the industry and therefore

increase the competitors’ capital constraints. A

highly constrained financing environment leads to

an increased cost of external financing and ultimately

to a contraction of the total security offerings of the

industry. Furthermore, this effect is amplified by the

degree of similarity among the firms’ cash flows

(Lang and Stulz, 1992). Thus, we generate the fol-

lowing hypothesis:

Hypothesis 6: The eruption of a corporate scandal

will produce a contagion effect on the financing

pattern of industry peers, generating a contraction

in both debt and equity issuances.

A natural second step would be to evaluate

whether corporate scandals also affect competitors’

returns. Most studies of contagion effects have fo-

cused mainly on US bank failures (Kanas, 2005).

These studies state that the failure of a large bank can

undermine public confidence in the banking system

as a whole, which may in turn threaten the stability

of the financial system by causing runs on other

banks (Aharony and Swary, 1983; Diamond and
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Dybvig, 1983; Swary, 1986). One seminal study on

the topic of the contagion effect that departs from

the banking industry investigates the effect of

bankruptcy announcements on the equity value of a

firm’s competitors (Lang and Stulz, 1992). The au-

thors find that on average, the market value of a

weighted portfolio of the common stock of the

bankrupt firm’s competitors decreases by 1% at the

time of the bankruptcy announcement and that this

decline is statistically significant. Lang and Stulz

(1992) tested the existence of a contagion effect for

non-financial firms at an intraindustry level; later,

Brewer and Jackson (2002) extended these results at

the inter-industry level, working on a database of

commercial banks and life insurance companies.

Ferris et al. (1997) demonstrated that large firm

bankruptcies generate a dominant contagion effect.

Gande and Lewis (2009) documented statistically

significant market price effects following a corporate

scandal. Looking at security class actions, they used

stock price returns, the legal environment, and the

expected effects of a class action to develop a

probabilistic model to predict the initiation of a

SCAS. The corporate finance-related variables they

use in their model are unexpected earnings and

managerial compensation, but there is no metric

addressing such a capital structure phenomena.

However, it is reasonable to expect that corporate

scandal has a different impact on the stock prices of

industry peers of a company involved in a SCAS

conditional on previous capital structure decisions

such as leverage and cash flow level. To test this

intuition, we generate the following hypotheses:

Hypothesis 7: Ex-post, a corporate scandal will cause a

negative contagion effect on industry peers’ stock

prices, and the contagion intensity is affected by the

peers’ capital structure characteristics.

Data and summary statistics

Data

The previous literature on corporate scandals adop-

ted earnings restatements, bankruptcy announce-

ments, and announcements of fraud in the press as

measures of a scandal. In this article, we depart from

these approaches and proxy a corporate scandal by

the filing of a SCAS in the United States, as

emerging from the SSCAC database. This definition

of corporate scandal helps us generalize the results to

a broader set of corporate events because it deals

with less severe cases than financial default as only

less than 10% of cases end in bankruptcy announce-

ments. By adopting data at the Security Class Action

level, we can test whether scandals do affect firms’

and their peers’ behaviors conditional and uncon-

ditional on scandal intensity. Our database includes

several types of corporate scandals, such as self-

dealing frauds, disclosure failure, misrepresentation

of accounting data, etc. One important concern, as

highlighted by Dyck et al. (2010), is the possible

inclusion of cases that may have simply been frivo-

lous allegations. To deal with this potentially severe

sample bias issue, we excluded actions filed before

the passing of the Private Securities Litigation

Reform Act of 1995 (PSLRA), which was designed

with the goal, among others, of reducing courts’

workload from frivolous claims. In addition, we

excluded dismissed cases, i.e., closed cases in which

the outcome was a discharge from allegations.

The original Class Action Suits database has 2479

cases from January 1996 to December 2006. We

only kept cases filed between January 1996 and

December 2005, to allow for the availability of at

least 2 years of financial statement data after the suit

filing. We then dropped highly specific SCASs

classified as Analyst-related, IPO Allocation, Mutual

Fund, and Option Backdating (thus leaving only the

Classic SCAS cases).2 The rationale for this decision

is that these cases are generally related to one isolated

event (listings or managerial compensation) that is

less likely to have an impact on a broader cross

section of security holders. Following Eckbo et al.

(2008), we dropped private holdings, firms in the

financial and utilities sectors (sic codes 6000–6999

and 4900–4999), and cases that did not have Com-

pustat and CRSP information for the required per-

iod. The final sample reduces to 793 SCAS cases.

Fifty-four percent (432) of the cases involved

accounting allegations, and the remaining 46% (361)

were classified as cases involving non-accounting

allegations. At the time of data collection, 16% (127)

of the cases were still pending, whereas the remaining

84% (666) of the cases were already settled. We

matched the firms from the SCAS database with

Compustat and CRSP using the firm’s CUSIP. In
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the final sample of SCAS cases, we had 765 CUSIPs,

meaning several firms might have had more than one

SCAS filing. The mean total assets in the filing year

for these firms were 4642.62 million USD. The

sample contained a total of 204 different 4-digit sic

codes that we used to generate peer-groups com-

parisons. We classified each case according to the

Fama and French (1997) industry classification to

identify the dispersion of cases by industry; on

average, we had 21 different Fama and French

industries in each filing year (see Table I) and a total

of 41 industries.

Finally, to ensure that SCASs are not a proxy of

bankruptcy, or more specifically of Chapter 11

filings, we matched our data with LoPucki’s UCLA

Bankruptcy Research Database. We manually merged

information from the two databases and observed

that on average, only less than 7% of the firms in our

final sample filed for Chapter 11 in the period

2 years before or after the filing of the suit. This

result allows us to argue that because SCASs are not

a proxy for bankruptcy, capital structure changes

are not a result of bankruptcy-driven corporate

restructuring. Table II provides the distribution of

cases included in our sample by event year, type of

allegations, and amount of companies that eventually

filed for Chapter 11 in the 2 years before or after the

filing of the SCAS.

To allow comparisons with the average financing

behavior of industry peers, for each event year, we

constructed a measure given by the value-weighted

portfolio of firms classified with the same 4-digit sic

code and not involved in a SCAS.

Variables definition

We constructed capital structure variables following

Baker and Wurgler (2002). Book equity was mea-

sured as total assets minus total liabilities and pre-

ferred stock plus deferred taxes and convertible debt.

Market equity was measured as the number of

common shares outstanding multiplied by the stock

price. Book debt was measured as total assets minus

book equity. Book leverage was measured as book

debt divided by total assets. Market leverage was

measured as book debt divided by the sum of total

assets minus book equity plus market equity. The

amount of total (yearly) security offerings was mea-

sured as the sum of debt issuances and book equity

issuances. Debt issuances were measured as the

change in total assets minus the change in book

equity divided by total assets. Book equity issuances

were measured as the change in book equity minus

the change in balance sheet retained earnings,

divided by total assets.3 In addition, because debt and

equity issuance were sometimes negative, indicating

repurchases or voluntary cancelations of debt and

equity, we constructed a dummy variable that is

equal to one when either equity or debt issuances are

smaller than zero, and zero otherwise.

Corporate scandals and capital structure

Security offerings

We conjectured that because fraud detection may

affect the availability and cost of future financing,

managers have incentives to take advantage of

this information asymmetry to increase the amount

of funds they raise. Similarly, we expected a firm

engaged in a fraudulent behavior – such as a lack of

disclosure of information and/or misstatement of

TABLE I

Yearly distribution of events and Fama and French

industries

Filing

year (SCAS)

N Fama and French

industries

1996 47 19

1997 66 22

1998 88 24

1999 75 22

2000 87 21

2001 81 20

2002 90 25

2003 63 21

2004 82 21

2005 67 24

2006 47 18

Total 793 41

This table reports the distribution of security class action

suit cases by filing year, from January 1996 to December

2006. Fama and French industries were assigned using

4-digit sic codes and the classification provided in Fama

and French (1997).
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accounts – to have a greater need of cash and

liquidity, which would translate into a greater

amount of capital raised. Based on this intuition, we

compared the weighted average amount of security

offerings by the sample of firms engaged in a SCAS

with the average amount of offerings made by their

peers (the value-weighted portfolio of the remaining

firms with the same 4-digit sic code). The compar-

ison was performed using data from the 6-year

window {-2, +3} around the filing of the SCAS.

Results reported in Table III offer support for our

hypotheses.

Ex-ante, firms engaged in a corporate scandal

issued significantly more securities than their peers.

However, this issuance pattern was abnormal and

disappeared after the SCAS filing. On average, 2

years before an event, firms engaged in a corporate

scandal issued 5.35 times more securities than their

peer sample. One year before the filing, abnormal

security issuance started decreasing, although it re-

mained 2.52 times higher than that of industry peers.

In the event year, i.e., when the SCAS was filed,

abnormal issuance was twice that of the peer group.

All differences are statistically significant at the 1%

level on both one and two-tailed tests.

Hypothesis 3 predicted that once the information

gap with the market that allowed abnormal security

issuance is eliminated, the issuance pattern should

revert to the market mean. Results reported in

Table III confirm this intuition: in the 3 years

following the SCAS filings, sued firms decreased

their security offerings considerably, and their issu-

ance pattern was not statistically different from that

of their peers. In fact, there is some (though insig-

nificant) evidence that their issuances were below

the industry average. This result is not surprising and

can be interpreted as evidence of an overshooting

effect: the market reacts sharply to the SCAS, and

prices drop below their ‘‘fair’’ value, reducing the

chances for capital raising.

Financial mix: equity and debt offerings

The previous analysis shows robust evidence of

greater security issuance before a scandal erupts,

which supports the idea that firms and managers

exploited temporary overpricing due to undisclosed

information. However, this information gap should

affect equity more heavily than debt issuances.

According to the Market Timing Hypothesis, firms

with higher current stock prices (relative to their past

stock prices, book values or earnings) are more likely

to issue equity rather than debt and repurchase debt

rather than equity (Hovakimian et al., 2001). On this

basis, we hypothesized that the retained information

allows firms to maintain overvalued stocks, leading

to higher equity issuances. Accordingly, we expect

these firms to show smaller evidence of differential

issuance of public debt.

The results reported in Table IV confirm our

predictions. Ex-ante, SCAS firms issued far more

TABLE II

Amount of cases studies by event year, type of allegation, and Chapter 11 filing

Year (event) N Accounting

allegations (%)

Non-accounting

allegations (%)

Filed for Chapter 11

in t = [-2, 2] (%)

Didn’t file for

Chapter 11 in t = [-2, 2] (%)

t = - 3 735 55.50 44.50 8.50 91.50

t = -2 754 55.00 45.00 8.80 91.20

t = -1 717 54.30 45.70 7.60 92.40

t = 0 627 53.40 46.60 5.40 94.60

t = 1 551 53.40 46.60 4.40 95.60

t = 2 458 54.80 45.20 4.20 95.80

t = 3 366 54.80 45.20 4.00 96.00

This table reports the distribution of security class action suit cases by event year. The event year (t = 0) is defined as the

year in which the security class action suit was filed against the firm. The percentages of cases according to the type of

allegation (accounting and non-accounting), and to the filing of Chapter 11 (2 years after or before the filing) are also

presented.
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equity than their comparable weighted average

portfolio of peers, and the difference is statistically

significant for all years. Two years before the event,

firms engaged in a corporate scandal issued 7.7 times

more equity than did their peer sample. As with re-

sults observed for the security issuances test, this trend

decreases over time, although its significance is con-

sistently high at the 1% level. In particular, 1 year

before the event (t = -1) SCAS firms issued 4.26

times more than their peers; during the year when the

security class action was filed, the abnormal equity

issuance dropped to 2.39 times the peer sample rate.

As predicted, after the event, SCAS firms consider-

ably reduced their equity issuances, which are never

significantly different from the industry average.

Debt issuance evidence provides additional sup-

port to the hypotheses. Before the scandals were

unveiled, SCAS firms made a remarkably smaller use

of debt as opposed to equity. Cross-sectionally, debt

offerings were aligned with those of the industry

peers, with the exception of 1 year before the filing.

However, financing decisions after the SCAS filing

changed sharply: equity issuances shrank, and debt

issuances turned negative and significant for the first

2 years of the event window. At t = 3, debt issuance

is still negative but not significant.

Contagion effect on external financing decisions

Firms in the peer sample show significantly different

behavior, with both debt and equity offerings being

relatively stable in the two periods before and after

the SCAS filing. Interestingly, issuance figures show

strong evidence of discrete, one-time downward

changes around the event date. Because figures are

estimated over event windows distributed over a 10-

year time horizon, it is not likely that this change is

correlated with market conditions. Instead, we

interpret this change as a possible consequence of a

contagion effect on peers: when a SCAS is filed,

investors may increase risk estimates indicating that

other companies have engaged in similar practices,

thus reducing stock prices and increasing debt

TABLE III

Mean security offerings by event year

t Variable Obs. Mean Mean (diff.) Pr(|T| > |t|)a Pr(T > t)b

-2 Security offerings SCAS 629 0.576

-2 Security offerings PEERS 629 0.108 0.469 0.000*** 0.000***

-1 Security offerings SCAS 638 0.390

-1 Security offerings PEERS 638 0.111 0.279 0.000*** 0.000***

0 Security offerings SCAS 553 0.184

0 Security offerings PEERS 553 0.092 0.092 0.000*** 0.000***

1 Security offerings SCAS 483 0.042

1 Security offerings PEERS 483 0.072 -0.030 0.409 0.796

2 Security offerings SCAS 403 0.064

2 Security offerings PEERS 403 0.069 -0.004 0.884 0.558

3 Security offerings SCAS 322 0.074

3 Security offerings PEERS 322 0.067 0.007 0.928 0.464

This table reports the total mean security offerings of firms engaged in a corporate scandal (proxied by the filing of a

security class action suit), and that of a value-weighted portfolio of the remaining firms with the same 4-digit sic code (by

event year). The event year (t = 0) is defined as the year in which the security class action suit was filed against the firm.

The amount of total-yearly-security offerings is measured as the sum of debt issuances and book equity issuances. Debt

issuances are measured as the change in total assets minus change in book equity divided by total assets. Book equity

issuances are measured as the change in book equity minus the change in balance sheet retained earnings, divided by total

assets. The last two columns of the table present the results of the one and two-tailed mean-difference tests.
aHa: mean (diff.) „ 0.
bHa: mean (diff.) > 0.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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required yields, which ultimately results in more

costly capital and deferred or reduced capital raising.

We further explore this evidence by modeling a

trend variable T that captures the evolution over

time of external capital raising. The values of the

trend variable range from {1, 6} and are linked to

the event years so that T is equal to one when the

event year is -2, T takes a value of two when the

event year is -1 and so forth. We then explore trends

in security offerings by performing the following

cross-sectional random-effects GLS regression:

Yit ¼ ai þ biT þ eiT ð1Þ
where Yit is the dependent variable capturing the

aggregate ith industry equity, debt, or total security

offerings, T is the trend variable, and eit is the error

term of the regression. The regression results are

robust to exogenous factors like market momentum,

TABLE IV

Mean debt and equity issuances by event year

t Variable Obs. Mean Mean (diff.) Pr(|T| > |t|)a Pr(T > t)b Pr(T < t)c

Equity

-2 Equity issuances SCAS 629 0.538

-2 Equity issuances PEERS 629 0.070 0.468 0.018** 0.009*** 0.991

-1 Equity issuances SCAS 638 0.309

-1 Equity issuances PEERS 638 0.072 0.236 0.000*** 0.000*** 1.000

0 Equity issuances SCAS 553 0.148

0 Equity issuances PEERS 553 0.062 0.086 0.000*** 0.000*** 1.000

1 Equity issuances SCAS 483 0.074

1 Equity issuances PEERS 483 0.045 0.029 0.256 0.128 0.872

2 Equity issuances SCAS 403 0.089

2 Equity issuances PEERS 403 0.046 0.043 0.089* 0.044* 0.956

3 Equity issuances SCAS 322 0.082

3 Equity issuances PEERS 322 0.043 0.039 0.091* 0.046* 0.955

Debt

-2 Debt issuances SCAS 632 0.038

-2 Debt issuances PEERS 632 0.040 -0.002 0.990 0.505 0.495

-1 Debt issuances SCAS 640 0.081

-1 Debt issuances PEERS 640 0.039 0.042 0.008*** 0.004*** 0.996

0 Debt issuances SCAS 555 0.036

0 Debt issuances PEERS 555 0.032 0.004 0.766 0.383 0.617

1 Debt issuances SCAS 485 -0.033

1 Debt issuances PEERS 485 0.029 -0.062 0.003*** 0.999 0.001***

2 Debt issuances SCAS 406 -0.025

2 Debt issuances PEERS 406 0.024 -0.049 0.069* 0.966 0.034**

3 Debt issuances SCAS 325 -0.011

3 Debt issuances PEERS 325 0.025 -0.035 0.568 0.716 0.284

This table reports mean equity and debt issuances of firms engaged in a corporate scandal (proxied by the filing of a

security class action suit), and a value-weighted portfolio of the remaining firms with the same 4-digit sic code (by event

year). The event year (t = 0) is defined as the year in which the security class action suit was filed against the firm. Debt

issuances are measured as the change in total assets minus change in book equity divided by total assets. Book equity

issuances are measured as the change in book equity minus the change in balance sheet retained earnings, divided by total

assets. The last three columns of the table present the results of the one- and two-tailed mean-difference tests.
aHa: mean (diff.) „ 0.
bHa: mean (diff.) > 0.
cHa: mean (diff.) < 0.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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business cycles, and sentiment because we are

working with event years and not calendar years.

Additional robustness tests are presented in

‘‘Robustness tests’’ section.

Figure 1 and Table V show regression results for

SCAS firms and their peers. Our results support the

intuition in hypothesis 6: overall issuances decrease at

an increasing rate over time for both subsamples. The

trend coefficient for both subsamples is negative,

statistically significant, and, not unexpectedly, larger

for SCAS firms. The intercepts are large and positive,

indicating positive net security issuance over time.

Regression significance as captured by v 2 in Wald

statistics is robustly significant at the 1% level.

Breaking down the security issuance trend analysis

by types of security, we find that debt and equity

issuances decrease for both peers and SCAS firms. As

reported in both Figure 2 and Table V, the trend

coefficient of the troubled firms is over 13 times

larger than that of their peers.

Still, peers experience a negative, strongly signif-

icant coefficient, which indicates a contraction in

capital raising in public equity markets. The results

for debt issuance are somewhat different. Not sur-

prisingly, regression estimates for SCAS firms are not

significant. This result can be explained by recalling

the evidence of debt issuance and book leverage of

SCAS firms, which showed a strong decrease in debt

issuance after the filing followed at t = +2 by a

recovery. On the other hand, results for the peer

group are strongly significant, with a negative

coefficient for the trend variable, which indicates

that a SCAS against one competitor affects the debt

capacity of the entire industry. As expected, results

are stronger and more significant when inter-

industry similarity is higher as reported in Internet

Appendix 2.

Leverage

The previous analyses show remarkable differences

in the security issuance patterns of companies tar-

geted by a SCAS and peers. However, these figures

-0.1

0

0.1

0.2

0.3

0.4

0.5

0.6

0.7

-3 -2 -1 0 1 2 3 4

T
T

o
ta

l S
ec

u
ri

ty
 O

ff
er

in
g

s

Event Year

SCAS PEERS Linear (SCAS) Linear (PEERS)

Figure 1. Total security offerings trend analysis. This figure reports the results of the regression: Yjt ¼ aj þ bjðTÞ þ ejt;
where, Yjt are total security issuances, T is a trend variable that ranges from {1, 6}, and ejt is the error term of the regres-

sion. The amount of total-yearly-security offerings is measured as the sum of debt issuances and book equity issuances.
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may not fully capture the complete set of financing

decisions by companies. In fact, privately negotiated

financing (e.g., bank loans) is by construction ex-

cluded from the data. This source of capital is largely

used, in addition to publicly placed securities, to

shape up companies’ financial structures. In partic-

ular, following hypothesis 4 and previous results, we

should expect market leverage to not be significantly

different from that of the industry due to overpriced

equity before the SCAS; we should also expect it to

increase soon thereafter due to the strong adjustment

in prices following the SCAS announcement. Sim-

ilarly, book leverage should decrease before the fil-

ing as an effect of incremental equity increases and

rise in the years that follow as evidence of greater use

of non-public debt by the company due to too costly

or closed market conditions.

We test these intuitions by analyzing the market

and book leverage figures for companies sued by

security holders and the control peer group around

the event date. The results reported in Table VI

confirm these predictions.

Firms engaged in SCAS showed decreasing levels

of book leverage before the event date, although

differences with the peer groups were not significant

except for the event year -2. In contrast, book

leverage differences increased significantly for all

periods following the filing date. This result was fully

generated by SCAS firms’ changes because the peer

group did not show any significant change in the

average book leverage over the 5-year event window.

Market leverage figures were not largely different

between the two groups before the filing date.

However, we documented a strongly significant

increase in market leverage on the event date and for

all the years that follow. Similar to book leverage

figures, market leverage figures for the peer group

were constant over time, suggesting that differences

are determined by drops in the market value of the

equity of SCAS firms.

TABLE V

Security offering trend analysis

Dependent variable Total security offerings Equity issuances Debt issuances

SCAS

Intercept 0.586*** 0.510*** 0.082

P > |z| 0.000 0.000 0.313

Trend coeff. -0.093*** -0.078*** -0.019

P > |z| 0.000 0.001 0.392

N 721 721 724

Wald chi-square 32.05*** 10.67*** 0.73

P > chi-square 0.000 -0.001 -0.392

PEERS

Intercept 0.120*** 0.078*** 0.045***

P > |z| 0.000 0.000 0.000

Trend coeff. -0.009*** -0.006*** -0.004***

P > |z| 0.000 0.000 0.000

N 782 782 782

Wald chi-square 57.18*** 47.75*** 21.96***

P > chi-square 0.000 0.000 0.000

This table reports the results of the regression: YiT ¼ ai þ biT þ eit; where YiT are either equity, debt, or total security

issuances, T is a trend variable that ranges from {1, 6} representing event years {-2, 3}, and eiT is the error term of the

regression. The amount of total-yearly-security offerings is measured as the sum of debt issuances and book equity

issuances. Debt issuances are measured as the change in total assets minus change in book equity divided by total assets.

Book equity issuances are measured as the change in book equity minus the change in balance sheet retained earnings,

divided by total assets.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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Negative issuance

Previous results have shown that both SCAS firms

and their peers have a lower level of security

issuance after a security class action filing. Inter-

estingly, this phenomenon also generates cases of

‘‘negative issuance.’’ Negative debt issuance can

often be the simple repayment of outstanding debt

without any rollover. In such a case, assuming that

companies have a fairly stable short-term financial

structure, the negative issuance pattern should be

rather stable throughout the event window.

However, if some extraordinary event occurs

affecting the company’s current and expected cash-

flows, an abnormal negative issuance pattern be-

comes a signal of a debt restructuring process

involving some degree of debt-cutting. Negative

equity interpretation is less intuitive because book

equity is a permanent liability on a company’s

balance sheet that is harder to renegotiate. One

possible scenario could be that the information

revealed in a scandal triggers a profound restruc-

turing that forces equity holders to write off some

equity. However, it is extremely unlikely that this

may happen without a formal procedure such as a

Chapter 11; this situation occurs in our sample in

less than 7% of cases. In contrast, it is possible that

once the information is revealed, the firm may be

prevented from investing – and overinvesting – and

thus be left with excess cash that is paid out to

shareholders through buybacks, as the stock price

would most likely not be overpriced.
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Figure 2. Equity and Debt issuance trend analysis. This figure reports the results of the regression:

Yjt ¼ aj þ bjðTÞ þ ejt; where, Yjt are either equity, debt, or total security issuances, T is a trend variable that ranges

from {1, 6}, and ejt is the error term of the regression. Debt issuances are measured as the change in total assets minus

change in book equity divided by total assets. Book equity issuances are measured as the change in book equity minus

the change in balance sheet retained earnings, divided by total assets.
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In Table VII, we report figures for a simple discrete

analysis of the number of firms for which debt and

equity issuances figures were less than or equal to zero

during the {-2, +3} years surrounding the event.

The results show that after the filing, SCAS firms

retired and/or repurchased about 88% more equity

and 74% more debt. In the SCAS subsample, nega-

tive debt issuance may be the result of debt repay-

ment and cancelation due to restructuring taking

place after the suit was filed. Agrawal and Cooper

(2007) show, in fact, that immediately after a scandal,

most of the companies change their top management

and initiate profound restructuring processes

encompassing debt renegotiation as well. This same

interpretation may apply to the equity figures because

most of the restructuring plans imply large dilutions

for existing shareholders, which result in negative

changes in book equity and retained earnings.

Surprisingly, however, companies in the peer

group also showed an increasing amount of negative

TABLE VI

Market and book leverage by event year

t Variable Obs. Mean Mean (diff.) Pr(|T| > |t|)a Pr(T > t)b

Market leverage

-2 Market leverage SCAS 607 0.236

-2 Market leverage PEERS 607 0.233 0.003 0.719 0.359

-1 Market leverage SCAS 633 0.252

-1 Market leverage PEERS 633 0.234 0.018 0.050** 0.025**

0 Market leverage SCAS 570 0.372

0 Market leverage PEERS 570 0.237 0.135 0.000*** 0.000***

1 Market leverage SCAS 498 0.381

1 Market leverage PEERS 498 0.239 0.142 0.000*** 0.000***

2 Market leverage SCAS 417 0.360

2 Market leverage PEERS 417 0.231 0.129 0.000*** 0.000***

3 Market leverage SCAS 327 0.365

3 Market leverage PEERS 327 0.230 0.135 0.000*** 0.000***

Book leverage

-2 Book leverage SCAS 706 0.653

-2 Book leverage PEERS 706 0.430 0.223 0.027** 0.013**

-1 Book leverage SCAS 660 0.483

-1 Book leverage PEERS 660 0.423 0.060 0.106 0.053*

0 Book leverage SCAS 572 0.526

0 Book leverage PEERS 572 0.425 0.101 0.000*** 0.000***

1 Book leverage SCAS 501 0.626

1 Book leverage PEERS 501 0.435 0.191 0.007*** 0.003***

2 Book leverage SCAS 420 0.581

2 Book leverage PEERS 420 0.421 0.161 0.000*** 0.000***

3 Book leverage SCAS 330 0.755

3 Book leverage PEERS 330 0.419 0.336 0.037** 0.019**

This table reports the mean market and book leverage of firms engaged in a corporate scandal (proxied by the filing of a

security class action suit), and for the value-weighted portfolio of firms with the same 4-digit sic code by event year,

excluding the SCAS firm. The event year (t = 0) is defined as the year in which the security class action suit was filed

against the firm. Market leverage is measured as book debt divided by the sum of total assets minus book equity plus

market equity. Book leverage is measured as book debt divided by total assets. The last two columns of the table present

the results of the one and two-tailed mean-difference tests.
aHa: mean (diff.) „ 0.
bHa: mean (diff.) > 0.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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issuances. The differences are strong and significant

across both samples and time. In line with our

conjecture, we interpret this result as a contagion

effect of the filing of a SCAS in the industry, which

results in decreased opportunities for security offer-

ings in the peer group around the event.

Corporate scandals and securities prices

Equity

The previous results build on the arguments that

corporate scandals convey information about a

firm’s cash flows and accounting or management

practices and investors may consider the scandals as

signals of an industry-wide phenomenon rather than

as isolated, company-specific events. Such an

inference should determine a negative effect on the

stock prices of both SCAS firms and their peers

following the revelation of the scandal. Initial evi-

dence of this effect and of the spillover to com-

petitors was provided by Gande and Lewis (2009).

However, in their study, there is no evidence of any

differential effect on stock prices conditional on

capital structure and financial characteristics of the

industry, which may arguably impact the magnitude

of the investors’ response to scandals at the inter-

industry level. In this section, we begin by testing

general effects on stock prices following a SCAS

announcement and control for the settlement size,

leverage, and correlation of returns. We examine

abnormal returns on a set of short-term windows

(2, 3, 11, 13, and 21 days around the event). We

chose to restrict our study to short-term windows,

as working within a longer perspective could intro-

TABLE VII

Negative issuance

Equity issuances

t SCAS PEERS

Obs. Eq_iss £ 0 % Eq_iss £ 0 Obs Eq_iss £ 0 % Eq_iss £ 0

-2 629 90 14.31 754 91 12.10

-1 638 95 14.89 717 103 14.40

0 553 145 26.22 627 99 15.80

1 483 135 27.95 551 108 19.60

2 403 105 26.05 458 97 21.20

3 322 96 29.81 366 73 19.90

Debt issuances

t SCAS PEERS

Obs. Debt_iss £ 0 % Debt_iss £ 0 Obs. Debt_iss £ 0 % Debt_iss £ 0

-2 632 175 27.69 754 154 20.40

-1 640 174 27.19 717 135 18.80

0 555 211 38.02 627 153 24.40

1 485 244 50.31 551 128 23.20

2 406 217 53.45 458 109 23.80

3 325 159 48.92 366 92 25.10

This table reports the results of a discrete analysis of negative debt and equity issuances in the different event years. For

each event year, we calculated the number of case where debt/equity issuances were less than or equal to zero. Percentage

are calculated on the total number of observations.
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duce noise into our results. The specific bracketings

are constructed to capture quasi-instantaneous and

anticipated or delayed stock price reactions to the

filing announcement.

Following MacKinley (1997) and Khotari and

Warner (2006), we estimate the normal performance

using a standard market model with the following

equation:

Rit ¼ ai þ biRmt þ eit ð2Þ
where Rit is the predicted normal rate of return of

security i at time t, Rmt is the value-weighted

return of the S&P500 index, ai and bi are the esti-

mated parameters, and eit is the error term of the

regression. The distributions of stock returns are

assumed to be jointly normal, independent and

identically distributed over time: thus EðeitÞ ¼ 0

and varðeitÞ ¼ r2
ei
: Equation 2 is estimated using

trading days observations over the period t � 250;f
t � 50g preceding the filing of the class action suit

at t = 0. Using the estimated market model param-

eters, we compute daily abnormal returns for both

sued firms and their peers’ weighted average obser-

vations. The daily abnormal return of a security is

computed by subtracting the predicted normal

return from the actual return for each day in the

event window. Letting dARit be the abnormal returns

for firm i at time t, the sample abnormal return is:

dARit ¼ Rit � ðâi þ b̂iRmtÞ ð3Þ
where dARis is the abnormal rate of return of the

security i in the event window, Rit is the actual rate

of return of the security i in the event window, and

ðâi þ b̂iRmsÞ is the expected normal rate of return of

the security i in the event window calculated using

the market model. The aggregation of abnormal

returns is bi-dimensional: through time and across

securities and follows the following process. We first

compute the average abnormal returns for all i as:

ARt ¼
1

N

XN
i¼1

dARit ð4Þ

For any security i, we then compute the cumu-

lative abnormal return from s1 to s2 as the sum of the

abnormal returns within that event window:

dCARiðt1; t2Þ ¼
Xt2

t¼t1

dARit ð5Þ

The average abnormal returns, across the N SCAS

companies, are aggregated over the event window as

follows:

CARðt1; t2Þ ¼
Xt2

t¼t1

ARt ð6Þ

Finally, we test whether the cumulative abnormal

returns are statistically different from zero using the

following:

h1 ¼
CARðt1; t2Þ

varðCARðt1; t2ÞÞ1=2
� Nð0; 1Þ ð7Þ

This distributional result is asymptotic with respect

to the N number of securities and the length of the

estimation window (201 trading days in this study).

We follow the same procedure for calculating AR

and CAR for the 4-digit SIC code peer group of the

sued company, excluding the latter from the esti-

mations.

Event study results

Table VIII reports the event study results.

For SCAS firms, we observed significant, large

negative returns for all estimation windows. In the

21-day window, the market price of sued firms

dropped by -19.84%. Most of the observed CAR

(-17.64%) was generated in the [-10, +1] window,

with -7.12% CAR observed in the 3 days around

the filing date. The price adjustment process

extends, with significant daily abnormal returns up

to 3 days after the filing and an additional -2.2%

significant CAR up to 10 days after the filing.

Interestingly, our results are stronger in size and

significance than those reported in Gande and Lewis

(2009). We ascribe this evidence to the different

nature of the sample adopted. In our sample, we

have excluded financial companies and non-capital

structure-relevant allegations such as IPO and option

backdating-related filings. This different composi-

tion suggests that investors in industrial firms react to

the information conveyed by the filing as a signal of

greater risk exposure associated with all securities

and adjust their portfolios accordingly. This adjust-

ment is confirmed by looking at the peer group.

Stock price reactions are less strong but still signifi-

cant, both around the event date and in a longer

window, with CAR equal to -0.21, -0.56, and
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-0.75% for, respectively, the [-1, 0], [-5, +5], and

[-10, +10] windows.

These price drops may seem somewhat abnormal

because companies’ litigation damages are generally

fully insured and the expected direct and indirect

costs should be recovered. Gande and Lewis (2009)

suggest that the downward adjustments are the result

of shareholders’ capitalization of future higher

insurance premia, legal costs, and loss of reputation.

However, these additional costs are unlikely to be

large enough to motivate these price adjustments. A

different explanation is related with our previous

evidence that companies were involved in a security

class action issue significantly more than their peers

due to overvaluation. In this spirit, investors may

therefore interpret the SCAS filing as a credible

TABLE VIII

Equity price reaction

Day/window relative

to SCAS filing

Reaction of SCAS firms Reaction of PEERS

N AR/CAR (%) t P > |t| N AR/CAR (%) t P > |t|

-10 693 -0.60 -2.63 0.009*** 705 -0.04 -0.64 0.520

-9 694 -0.50 -1.89 0.060** 705 -0.05 -0.76 0.448

-8 692 -1.11 -4.18 0.000*** 705 -0.04 -0.52 0.602

-7 692 -0.90 -3.56 0.000*** 705 0.04 0.44 0.658

-6 693 -1.38 -4.26 0.000*** 705 -0.04 -0.47 0.640

-5 692 -0.88 -1.55 0.122 705 -0.01 -0.11 0.915

-4 693 -1.77 -4.89 0.000*** 705 -0.03 -0.38 0.700

-3 693 -1.90 -5.68 0.000*** 705 -0.17 -2.39 0.017**

-2 688 -1.68 -3.84 0.000*** 705 0.16 1.81 0.070*

-1 685 -3.21 -6.81 0.000*** 705 -0.10 -1.35 0.177

0 686 -2.34 -5.17 0.000*** 705 -0.11 -1.64 0.101

1 687 -1.77 -6.42 0.000*** 705 -0.02 -0.21 0.834

2 687 -0.80 -3.30 0.001*** 705 -0.29 -3.68 0.000***

3 686 -0.49 -1.86 0.063* 705 -0.06 -0.86 0.389

4 686 -0.23 -0.83 0.405 705 0.04 0.55 0.581

5 685 -0.03 -0.10 0.924 705 0.02 0.30 0.761

6 686 0.05 0.18 0.854 705 -0.04 -0.47 0.637

7 686 -0.43 -1.73 0.084* 705 -0.05 -0.70 0.484

8 686 0.21 0.79 0.431 705 0.08 0.93 0.352

9 686 -0.34 -1.22 0.225 705 -0.04 -0.60 0.550

10 687 -0.20 -0.83 0.406 705 -0.01 -0.20 0.840

[-1, 0] 705 -5.40 -8.38 0.000*** 705 -0.21 -2.11 0.036*

[0, +1] 705 -4.00 -7.80 0.000*** 705 -0.12 -1.27 0.206

[-1, +1] 705 -7.12 -10.03 0.000*** 705 -0.23 -1.73 0.084*

[-5, +5] 705 -14.73 -12.60 0.000*** 705 -0.56 -1.98 0.048**

[-10, +10] 705 -19.84 -14.01 0.000*** 705 -0.75 -1.92 0.056*

[-10, -2] 705 -10.52 -9.69 0.000*** 705 -0.18 -0.73 0.465

[-10, +1] 705 -17.64 -14.04 0.000*** 705 -0.41 -1.36 0.173

[+2, +10] 705 -2.20 -3.34 0.001*** 705 -0.35 -1.53 0.127

This table reports the cumulative abnormal returns of firms engaged in a corporate scandal (proxied by the filing of a

security class action suit), and a value-weighted portfolio of the remaining firms with the same 4-digit sic code (by event

year). The event year (t = 0) is defined as the year in which the security class action suit was filed against the firm. The

daily abnormal return of a security is computed by subtracting the predicted normal return (estimated using the market

model) from the actual return for each day in the event window.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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signal of previous overvaluation, thus sharply

adjusting stock prices. Such a case carries a straight-

forward, testable implication: if SCAS reaction is a

consequence of previous overvaluation, the magni-

tude of the reaction should be a function of the

severity of the managerial misbehavior that sup-

ported inflated prices. Unfortunately, class actions

are filed without any explicit monetary claim,

making a direct test impossible. However, the filing

claims and support documentation should allow

investors to understand the likely outcome of the

suit. In other words, investors may be able to mea-

sure the extent of managerial misbehavior by antic-

ipating the potential monetary outcome. In such a

case, CARs should be correlated with the realized

SCAS settlements. We test this intuition by

regressing the CARs of SCAS firms and peers

over the monetary payments imposed by courts, as

recorded by court documents extracted from a

companion data set of the SSCAC database. Our

regressions take the following functional form:

CARiðt1; t2Þ ¼ aþ bSi þ ei ð8Þ

where CARi is the average Cumulative Abnormal

Return over the event window t1; t2½ � for the i

SCAS firms or the control group, and S is the nat-

ural logarithm of the monetary settlement at the

closing of the Security Class Action measured in

millions. Table IX reports outcomes for these tests.

The results support the intuition for all prediction

windows with CAR size and significance increasing

over the length of the event window. In particular,

the larger the monetary settlement, the higher the

reactions of the ex-ante investors. This result sug-

gests that investors can meaningfully discriminate

between class actions and react accordingly. Peers

results are unsurprisingly insignificant: the in-depth

analysis of security class action filings is a highly

firm-specific task, and investors in other firms most

likely react to the filing information per se without

extensively screening the case. This generates a

contagion effect that is less affected by expected

settlement issues for the sued firms.

Similar to the arguments put forth on financing

policy decisions, stock price reactions following the

announcement of a corporate scandal should be

TABLE IX

CARs and settlement size

[-1; 0] [0; 1] [-1; 1] [-5; 5] [-10; 10] [-10; -2] [-10; 1]

SCAS

Intercept -0.016 -0.032*** -0.048*** -0.080*** -0.135*** -0.071*** -0.118***

p > |t| 0.161 0.001 0 0 0 0 0

Sett size log -0.022*** -0.007* -0.016*** -0.036*** -0.037*** -0.016* -0.032***

p > |t| 0.000 0.068 0.002 0.000 0.001 0.051 0.001

R2 0.035 0.006 0.015 0.028 0.021 0.007 0.020

F 22.14 3.35 9.97 17.78 12.09 3.82 12.1

p > F 0.000 0.067 0.001 0.000 0.001 0.051 0.001

PEERS

Intercept -0.004 -0.004 -0.005 -0.012 -0.009 -0.004 -0.009

p > |t| 0.022** 0.010*** 0.020** 0.009*** 0.177 0.358 0.065*

Sett size log 0.001 0.001 0.001 0.002 0.000 0.001 0.002

p > |t| 0.381 0.047** 0.265 0.182 0.918 0.727 0.422

R2 0.001 0.006 0.002 0.003 0.000 0.007 0.001

F 0.77 3.95 1.25 1.79 0.01 3.82 0.65

p > F 0.387 0.048 0.265 0.182 0.918 0.051 0.422

This table reports the results of a set of regressions of average CARs of SCAS firms and peers over the monetary payments

imposed by courts, as recorded by courts documents and extracted from a companion dataset to the SSCASC database.

Court documents report settlement in dollar terms. We transformed data in millions and then adopted a natural logarithm

transformation. Significance at the 1, 5 and 10% level is denoted with ***, **, and *, respectively.
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affected by the existing capital structure of the

company and should generate larger effects on the

higher degree of similarity of the industry peers

across firms, as conjectured in hypothesis 7. Table X

provides results for stock price reactions conditional

on the degree of leverage of SCAS companies and

their peers. Following Lang and Stulz (1992), we

sorted firms according to a dummy variable equal to

zero if the industry leverage mean was within the 1st

and the 50th percentile of the sample in the year of

the filing (LOW leverage) and 1 otherwise.

The results show that price reactions for SCAS

firms are stronger for LOW-leverage industries than

for HIGH-leverage ones. In particular, SCAS firms

experience -20.2% CAR over the [-10, +10]

window, whereas peers experience a significant

-0.71% CAR over the [-5, +5] window. This

result is only apparently counterintuitive: unlike in

the capital structure analysis, in these tests, we are

looking at price reactions to events that may carry a

signal of overvaluation. In such a case, an overvalued

stock market price would result in lower market

leverage. Therefore, when investors react to the

SCAS announcement, the price adjustments gener-

ate a sharper reduction in price for companies that

have high levels of equity and, therefore, low levels

of leverage.

In Table XI, we control for cash flow similarity

by introducing a dummy variable capturing the

correlation of returns between the industry portfolio

and the firms engaged in the corporate scandal in the

years before the filing of the class action suit. This

dummy takes a value of 1 if the correlation of returns

falls within the top 50th percentile of the distribution

(HIGH correlation) and zero otherwise (LOW

correlation).

The results validate the hypothesis highlighting

that, for the HIGH correlation group, the contagion

effect is approximately 25% stronger in both the

[-5, +5] and [-10, +10] windows. In addition,

TABLE X

Contagion effect by leverage

Day/window relative

to SCAS filing

Reaction of SCAS firms Reaction of PEERS

N CAR (%) t P > |t| N CAR (%) t P > |t|

Sample A: HIGH leverage

[-1, 0] 242 -5.86 -5.42 0.000*** 242 -0.21 -1.35 0.178

[0, +1] 242 -3.43 -4.59 0.000*** 242 -0.19 -1.15 0.251

[-1, +1] 242 -7.38 -6.68 0.000*** 242 -0.27 -1.36 0.176

[-5, +5] 242 -13.53 -7.24 0.000*** 242 -0.46 -1.07 0.285

[-10, +10] 242 -18.66 -8.04 0.000*** 242 -0.49 -0.81 0.417

[-10, -2] 242 -8.06 -4.42 0.000*** 242 -0.28 -0.83 0.409

[-10, +1] 242 -15.44 -7.54 0.000*** 242 -0.55 -1.30 0.195

[+2, +10] 242 -3.22 -3.05 0.003*** 242 0.06 0.17 0.869

Sample B: LOW Leverage

[-1, 0] 251 -4.95 -4.46 0.000*** 251 0.00 0.03 0.979

[0, +1] 251 -4.93 -5.31 0.000*** 251 -0.02 -0.13 0.896

[-1, +1] 251 -6.93 -5.67 0.000*** 251 -0.03 -0.17 0.865

[-5, +5] 251 -14.45 -7.20 0.000*** 251 -0.71 -1.80 0.074*

[-10, +10] 251 -20.20 -8.39 0.000*** 251 -0.77 -1.28 0.203

[-10, -2] 251 -12.14 -6.95 0.000*** 251 -0.57 -1.67 0.097*

[-10, +1] 251 -19.06 -8.83 0.000*** 251 -0.61 -1.62 0.107

[+2, +10] 251 -1.13 -1.01 0.315 251 -0.16 -0.42 0.674

This table reports the cumulative abnormal returns of firms engaged in a corporate scandal (proxied by the filing of a

security class action suit or a bankruptcy announcement), and a value-weighted portfolio of the remaining firms with the

same 4-digit sic code. The sample is divided using a dummy variable equal to one if the SCAS firm was within the 51–100

percentile of book leverage. Results of the market leverage analysis are not presented but remain unchanged.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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significant negative reactions are observed for the

[-10, -2] and [-10, +1] windows, supporting the

idea that investors in the peer group are sensitive to

the information incorporated in the SCAS filing if

the sued firm and its competitors have similar

operations and, therefore, similar risk exposure.

This intuition is confirmed by the insignificance

of the results for the LOW correlation sub-sample in

any window.

Debt

The previous results highlight that SCAS companies

raise more equity than their peers by fraudulently

exploiting information asymmetries with outside

investors. The value of this information is captured

by the sharp stock price reactions following the

disclosure of managerial misconduct. However, our

results show that SCAS companies also issued more

debt in the period before the SCAS filing and that

debtholders may be similarly affected by losses in

value. If the information kept undisclosed at debt

issuance is valuable, then we should observe two

effects upon its disclosure through the SCAS filing:

first, a larger number of downgrades and a smaller

number of upgrades in the period following the

filing; and second, a consistent and stable drop in

the average rating after the SCAS. We test this

intuition by looking at the ratings and rating

TABLE XI

Contagion effect and correlation of stock returns

Day/window relative

to SCAS filing

Reaction of SCAS firms Reaction of PEERS

N AR/CAR (%) t P > |t| N AR/CAR (%) t P > |t|

Sample A: HIGH correlation of returns

[-1, 0] 344 -5.99 -6.71 0.000*** 344 -0.21 -1.68 0.093*

[0, +1] 344 -3.91 -5.18 0.000*** 344 -0.13 -0.88 0.379

[-1, +1] 344 -7.31 -7.34 0.000*** 344 -0.24 -1.32 0.188

[-5, +5] 344 -14.69 -9.70 0.000*** 344 -0.72 -2.00 0.046**

[-10, +10] 344 -18.74 -9.98 0.000*** 344 -0.94 -1.71 0.089*

[-10, -2] 344 -10.56 -7.86 0.000*** 344 -0.54 -1.84 0.067*

[-10, +1] 344 -17.88 -10.62 0.000*** 344 -0.77 -2.10 0.036**

[+2, +10] 344 -0.86 -1.09 0.278 344 -0.16 -0.48 0.629

Sample B: LOW correlation of returns

[-1, 0] 361 -4.83 -5.22 0.000*** 361 -0.21 -1.37 0.173

[0, +1] 361 -4.09 -5.86 0.000*** 361 -0.12 -0.91 0.365

[-1, +1] 361 -6.94 -6.86 0.000*** 361 -0.22 -1.14 0.256

[-5, +5] 361 -14.77 -8.34 0.000*** 361 -0.40 -0.94 0.349

[-10, +10] 361 -20.89 -9.9 0.000*** 361 -0.58 -1.03 0.304

[-10, -2] 361 -10.49 -6.19 0.000*** 361 0.16 0.40 0.687

[-10, +1] 361 -17.42 -9.37 0.000*** 361 -0.06 -0.12 0.901

[+2, +10] 361 -3.46 -3.36 0.001*** 361 -0.52 -1.71 0.088

This table reports the cumulative abnormal returns of firms engaged in a corporate scandal (proxied by the filing of a

security class action suit), and a value-weighted portfolio of the remaining firms with the same 4-digit sic code (by event

year). The event year (t = 0) is defined as the year in which the security class action suit was filed against the firm. The

daily abnormal return of a security is computed by subtracting the predicted normal return (estimated using the market

model) from the actual return for each day in the event window. The high/low correlation of returns dummy is defined

as: 0 if correlations of returns (between SCAS and PEERS in the year preceding the filing) lies within the [1–50th]

percentile, and 1 if it lies within the [51–100]th percentile in the year before the filing of the SCAS.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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changes of the companies involved in a security

class action, before and after the filing date. We

collected S&P ratings for SCAS companies in the

7-year period around the event date, i.e., {-3; 3},

and we calculated the average rating and changes in

rating. S&P ratings were expressed using a nominal

21-step scale ranging from AAA (highest quality) to

D (default). We ordinally converted each rating into

a numeric format with 1 representing AAA and 21

representing D. A one-notch change is expressed by

a one-integer decrease for downgrades and a

one-integer increase for upgrades. We then used the

numeric rating to calculate the average rating and

rating changes over the event window. The results

reported in Figure 3 robustly support the hypothesis

that debtholders’ value is affected by managerial

misconduct.

Following the filing of a SCAS, the average rating

dropped by more than one notch, from an average

rating of BB+ to BB, and the difference is significant
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Figure 3. Ratings and rating changes. This figure reports the average rating of SCAS companies over the period

{-3; 3} where 0 is the SCAS filing event date, the relative frequencies of rating yearly changes and the t-test for dif-

ference in the sample’s rating means before and after the event. The average yearly rating is plotted by the solid line on

the right axis scale; the relative frequencies of rating changes for the five different notch change classes are measured by

the bar stacks on the left axis scale; the notch change classes measure rating changes on the same company in two con-

tiguous dates and read as follows: ‘‘ £-2’’ indicating a two or more notches downgrading; ‘‘-1’’ indicating a one

notch downgrading; ‘‘0’’ indicating a confirmed rating; ‘‘1’’ indicating a one notch upgrading; ‘‘‡2’’ indicating a posi-

tive two or more notch upgrading. Difference in the means are tested against the null hypothesis of no difference.

Significance at the 1, 5, and 10% level is denoted by ***, **, and * respectively.
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at the 1% level. The frequency of downgrades in-

creases significantly, and downgrades are much more

severe than before the filing. Inversely, upgrades

decrease significantly, and large upgrades disappear.

Up to 3 years after the event, there is no evidence of

a recovery in rating quality, indicating that the

information disclosed in the SCAS filing was ex-

tremely valuable in the assessment of the long-term

prospects of the issuing company (Figure 4).

Robustness tests

Capital structure regressions

Our results show robust evidence of abnormally

higher security issuance by SCAS companies. We

interpret this result as a rational choice by managers

who did not fully disclose information on the

company because truthful revelation may have re-

sulted in higher financing costs, affect managerial

independence, and reduce personal benefits. How-

ever, our evidence may be the result of a genuine

higher need for capital by SCAS companies rather

than the effect of a strategic use of asymmetric

information. Following Rajan and Zingales (1995)

and Baker and Wurgler (2002), we control the

robustness of our conclusions for a set of additional

determinants of capital structure. Previous results

showed that SCAS firms issue largely in excess of

their peers before the scandal but insignificantly

different from peers after the class-action filing. The

abnormal issuance pattern is downward sloping, i.e.,

it reduces the closer the company is to the filing

date, which we argued is a signal that managers can

approximately anticipate the lawsuit filing. Because

our objective was to test whether a SCAS triggers a

significant change in the issuance decisions by SCAS

companies and their peers conditional on the scandal

revelation, we minimized the trend effect in our data

by aggregating SCAS and peers observations into

two groups: PRE and POST. In the PRE group, we

calculated average security issuances and control

variables figures for 4 years before the filing, i.e.,

{-3, 0}. In the POST group, we calculated averages

for the same variables for 3 years following the filing,

{+1, +3}. This approach has the additional advan-

tage of minimizing the problems associated with

serial correlation in yearly-security issuance data, as

highlighted in Bertrand et al. (2004). Our multi-

variate industry’s fixed-effects regression takes the

following form:
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Figure 4. SCAS, Dismissed and Industry security issuance. This figure plots security issuances for SCAS companies,

the Industry peers and the Dismissed control group. Dots represent the actual amount of total security issuance (Debt

and equity). zero represent the event year.
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Yi ¼ aþ b1 GROUPþ b2 EVENTþ b3 GROUP

? EVENTþ b4 MTBi þ b5 LogSIZEi

þ b6 EBITDA/TAi þ b7 PPE/TAi

þ b8 BETAi þ FEþ ei ð9Þ

where Yi is the dependent variable capturing total

issuance by firm i; GROUP is the group operator

taking value of 1 for SCAS companies, and 0

otherwise; and EVENT is the time operator taking

value of 1 for pre-filing figures and 0 for post-filing

observations, GROUP ? EVENT is the interaction

term, MTB is the Market-to-Book ratio, LogSIZE

is the natural logarithm of the market capitalization

of the company, EBITDA/TA is a profitability

measure calculated by scaling operating profits by

total assets, PPE/TA is a fixed assets intensity mea-

sure calculated as the total fixed assets scaled by to-

tal assets, BETA is the risk of the company

measured by the CRSP stock beta, and FE cap-

tures the industry’s Fixed Effects based on the 41

Fama–French industries in our sample. Our previ-

ous results could be confirmed by a significant and

positive parameter for the interaction term.

Results reported in Table XII support our pre-

vious analysis and provide additional intuitions.

Column 1–3 report results for the full sample of

SCAS companies and peers. The interaction term is

positive and strongly significant for all issuance

measures. The EVENT parameter is small but

positive, which suggests the existence of a weak

contagion effect as both peers and SCAS issue less

after the event, consistent with results reported in

Figure 2 and Table V. The GROUP parameter is

negative and significant for debt issuance and for

total security offerings, supporting arguments put

forth in ‘‘Financial mix: equity and debt offerings’’

section. The control variables are significant in total

security and equity issuance models only. Variables

signs for all models are aligned with those estimated

in Rajan and Zingales (1995) and in Baker and

Wurgler (2002), with the exception of the profit-

ability variable for equity issuances that should be

positive because raising equity determines a con-

traction in leverage. The signs of the estimated

parameter for the Beta regressors, although insig-

nificant, are aligned with standard literature predic-

tion, indicating that riskier firms issue comparably

more equity than debt. The relatively low R2 is not

surprising because approximately 25% of our

observations capture an issuance behavior by SCAS

companies that we argue is abnormal and eventually

disappears. The sign and significance of the inter-

action term support this interpretation but we pro-

vide further supporting evidence by running a set of

regressions on the peers group only, including both

PRE and POST data. We expected to obtain higher

explanatory power of the regressions and parameters’

significance. Results reported in column 4–6 confirm

our intuition: R2 increases sharply, and signs in the

Debt and Equity models are largely significant and

aligned with the previous literature with the only

exception given by the EBITDA/TA parameter that

is positive and significant for Debt issuance, whereas

it is negative in Rajan and Zingales (1995) and in

Baker and Wurgler (2002). Similarly, the sign is

inverted in the Equity model although the estimated

parameter is very small and insignificant. Finally,

BETA parameters align with previous regressions

and become significant, providing further support to

the economic interpretation of our results.

Reverse causality

A possible concern in our analysis is the existence of a

reverse-causality issue, i.e., the possibility that SCAS

are initiated because investors observe abnormal

security issuances, suggesting a ‘‘deep pocket’’ moti-

vation for the initiation of the legal action. Intuitively,

this should not be the case because the amendment to

the Security Class Action regulation requires accurate

and grounded hints of possible mismanagement and

of the alleged effects on securities value. However, we

cannot rule out the possibility of selection biases in the

decision to initiate a class-action suit. In particular, we

argue that if reverse-causality is in effect, we should

observe differential evidence with respect to size and

risk. Larger firms may be more likely than smaller

firms to be sued because of the expectation of larger

monetary settlements. On a different level, high-risk

firms may show increased vulnerability to legal ac-

tions because of a behavioral bias on the part of

investors in interpreting risk. More precisely, higher

volatility in returns and valuations may be interpreted

as a sign of managerial misconduct rather than as a

normal effect of higher intrinsic risk, triggering a

larger number of filings for high-risk companies. To
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control for these possible effects, we ran a separate set

of tests controlling whether larger companies were

more likely to be sued than smaller companies, as

measured by the average and median size of compa-

nies in the SCAS sample as opposed to that of their

peers. Similarly, we sorted firms by risk level as

measured by beta and controlled for the sample

characteristics and the empirical evidence of capital

raising and stock price reaction. For both tests, we

found no evidence of a differential role for size and

risk.4 Finally, we introduced an instrumental variable

to conclusively test for reverse causality issues. We

identified as the appropriate instrument the set of

companies involved in a security class action, where

the lawsuit outcome has been a dismissal. The ratio-

nale for this approach is that if investors are more

likely to initiate a legal action against companies that

issue more because they correlate abnormal issuance

with a higher probability of managerial misconduct,

then we should observe a similar security issuance

pattern for SCAS and dismissed companies before the

filing and no differences within the two groups or

with the peer group after the filing. The empirical

results do not support this hypothesis; we observe a

significantly different pattern of security issuance

between the SCAS group and the dismissed group.

In particular, the dismissed group shows a much

more stable level of abnormal security issuance,

clustered at about twice the level for the industry. In

addition, the dismissed group issuance before the

filing is up to 60% lower than that of the SCAS

sample. Also, and not surprisingly, the issuance

pattern decreases around the filing date but reverts

back to a level above the industry average and its

own average after 1 year, indicating that security

issuance above the peers’ average level was moti-

vated by actual financing needs related to develop-

ment, operations, and expansion. Lastly, though the

SCAS group security issuance pattern did not differ

meaningfully from that of their peer group after the

filing, the dismissed group’s capital-raising pattern

was significantly above the industry’s average.

Market sentiment, Chapter 11, size, and type

of allegation effects on capital structure and stock prices

Several factors may likely have affected the intensity

of our results. In this section, we perform a set of

robustness tests by checking the capital structure and

event study outcomes, conditional on the market

sentiment in the year of the SCAS filing, the severity

of the allegations as measured by whether the sued

firm files for bankruptcy, the size of the companies

(both the SCAS-targeted company and its peers),

and the type of allegation.

Table XIII summarizes the tests’ outcomes.

Sentiment of the filing year

Arguably, market reactions should be stronger in

negative market-sentiment years: if the market is al-

ready in a downturn, then additional negative news

will further increase the negative momentum of the

stock and the expectations of the industry. In contrast,

in positive market sentiment years, investors may be

more lenient toward both sued companies and their

peers, which will result in weaker reactions to both

capital structure adjustments and prices. Using the

sentiment index of Baker and Wurgler (2006), we ran

analyses to identify whether the market sentiment of

the SCAS filing year was high or low. All of the results

were robust for both the capital structure and stock

price hypotheses; as expected, the results were rela-

tively stronger in low sentiment years.

Chapter 11 filing

In the previous section, we showed that investors

seem to possess the ability to determine the severity of

SCAS cases and react accordingly. In this spirit, par-

ticularly severe cases ultimately ending in a bank-

ruptcy filing should generate stronger effects on both

SCAS firms and their peers. We control for this pos-

sible effect by matching our data with LoPucki’s

Bankruptcy Research Database at UCLA, generating

a subsample given by sued companies that filed for

Chapter 11 in the 2 years before and 2 years after the

SCAS filing. The results support the concept, with the

exception of the book leverage pattern of SCAS firms,

which did not decrease significantly before the filing.

Size

In the previous paragraph, we controlled for a possible

selection bias toward bigger firms. However, size may

still be important in interpreting some cross-sectional

variation in the results because information on large

firms may provide stronger signals to the industry than

those delivered by smaller firms. In a set of tests, we

controlled for size using two different measures: first,
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we looked at the size of the SCAS firms as measured by

total assets, dividing the sample into BIG and SMALL

based on whether the SCAS firm total assets fall within

the 51st and 100th percentile of the SCAS firms sample.

We modeled the second measure in a similar fashion

looking at the relative ranking of total assets with respect

to the whole industry. The results are aligned with the

expectations and offer some interesting additional

evidence. In particular, the volume of security issuance

for big SCAS firms according to the industry measure

decreases sharply, falling below the peer average after

the filing; this result suggests that the market penalizes

big firms relatively more than small ones. This effect

seems to be known to small firms, which issue more

than the aggregate SCAS’ firm samples.

Type of allegations

Finally, we control for the security issuance pattern

conditional on the type of allegation of the SCAS. We

have previously shown that accounting allegations

generate stronger price reactions around the filing

date. However, though investors may be immediately

less sensitive to the information conveyed by a non-

accounting-related filing, they may process this

additional information in the long term, which will

affect the future financing patterns of sued companies

and, through contagion, those of their peers as well.

The results fully support this intuition, showing no

meaningful differences in the outcomes of the capital

structure tests for accounting- and non-accounting-

related security class actions.

Conclusions

Corporate scandals have attracted considerable atten-

tion because their large, negative effects on share-

holder value. In this article, we argue that corporate

managers are aware of these effects and try to

anticipate higher future costs in capital raising by

abnormally issuing more securities before a corpo-

rate scandal is unveiled. By measuring corporate

scandals as the filing of SCASs, we additionally argue

that investors may interpret such an event as a signal

of deterioration in the industry as a whole, thus

generating significant negative contagion effects on

the capital-raising opportunities and share price

levels of a firm’s competitors. Our results provide

robust evidence that firms involved in a corporate

scandal issue significantly more securities before the

filing; also, in particular, they raise more equity than

their industry peers. After a scandal surfaces, both

sued firms and their peers face constraints in further

capital raising, which results in decreasing issuance

and lower bond ratings. In addition, we document

significant stock and bond price effects around the

SCAS filing date that affect all industry constituents.

Both capital structure and the share price reactions

increase based on the similarity of the operating and

financial characteristics of sued firms and their

industry peers. Our results suggest that managers

‘‘time’’ the market by exploiting transient overvalu-

ation in anticipation of future more costly or reduced

fund-raising opportunities. However, markets eval-

uate information revealed in a corporate scandal as a

possibly widespread phenomenon, generating nega-

tive fall-out that also affects peers’ financing oppor-

tunities. These results have important implications

because they suggest that financial structures are the

result of not only firm-level choices and market

conditions, as suggested by Baker and Wurgler

(2006), but also of industry-level information and

behavioral components of managerial decisions.

Notes

1 Database is maintained in cooperation with Corner-

stone Research.
2 The majority of cases in the database were classified as

Classic. ‘‘Classic’’ cases are cases involving 10(b) claims

(misstatements or omissions) and/or other common

securities law violations. Classic cases are also all cases

that are not IPO Allocation, Analyst, or Mutual Fund

cases. IPO Allocation cases are cases filed from 2001 to

2002 alleging that underwriters engaged in undisclosed

practices in connection with the distribution of certain

IPO shares. Analyst-related cases are cases filed from

2001 to 2004 alleging that the brokerage firm analysts

falsely provided favorable coverage for certain issuers.

These Analyst cases involved securities directly affected

by allegedly false analyst research reports. Mutual Fund

cases are cases filed from 2003 to 2004 alleging wrongful

acts in the management of the funds.
3 Debt and equity issues could also be measured using

cash flow data. We used balance sheet data because

there were more data available, and thus, the amount of

cases under analysis was larger.
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4 The full set of tests is available through the Internet

Appendix.
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Corporate Fraud and Managers’ Behavior:

Evidence from the Press

Jeffrey Cohen
Yuan Ding

Cédric Lesage
Hervé Stolowy

ABSTRACT. Based on evidence from press articles

covering 39 corporate fraud cases that went public during

the period 1992–2005, the objective of this article is to

examine the role of managers’ behavior in the commit-

ment of the fraud. This study integrates the fraud triangle

(FT) and the theory of planned behavior (TPB) to gain a

better understanding of fraud cases. The results of the

analysis suggest that personality traits appear to be a major

fraud-risk factor. The analysis was further validated

through a quantitative analysis of keywords which con-

firmed that keywords associated with the attitudes/ratio-

nalizations component of the integrated theory were

predominately found in fraud firms as opposed to a sample

of control firms. The results of the study suggest that

auditors should evaluate the ethics of management

through the components of the TPB: the assessment of

attitude, subjective norms, perceived behavioral control

and moral obligation. Therefore, it is potentially impor-

tant that the professional standards that are related to fraud

detection strengthen the emphasis on managers’ behavior

that may be associated with unethical behavior.

KEY WORDS: corporate fraud, fraud triangle, theory

of planned behavior, managerial ethics, personality traits,

fraud-related professional standards

Introduction

Starting in the late 1990s, a wave of corporate frauds

in the United States occurred with Enron’s failure

perhaps being the emblematic example. The objec-

tive of this study is to explore fraud cases as docu-

mented in the press, to determine if managers’

behavior may be associated with unethical behavior

that plays a role in this fraud and, finally, to study

how current fraud-related auditing standards incor-

porate managers’ behavior as a potential signal for

unethical behavior.

An examination of prior literature reveals that

the likelihood of committing fraud has typically

been investigated using financial and/or governance

variables (e.g., Abbott et al., 2004; Agrawal and

Chadha, 2005; Beasley, 1996; Caruso, 2002; Erick-

son et al., 2006; Farber, 2005; Kinney et al., 2004;

Srinivasan, 2005).1 The moral, ethical, psychological

and sociological aspects of fraud have also been

covered by the literature. Albrecht et al. (1982,

pp. 31–37) suggest that there are three explanations

for crime: psychological, sociological, and moral

development. The ethical component of several

corporate scandals has been documented. For

example, Zandstra (2002, p. 16) posits that the central

reason for Enron’s demise was a failure of the board

of directors to function in a morally and ethically

responsible manner.2

Rezaee (2002, 2005) finds five interactive factors

that explain several high-profile financial statement

frauds. These factors are: cooks, recipes, incentives,

monitoring, and end results (CRIME). Choo and

Tan (2007) explain corporate fraud by relating the

fraud triangle to the ‘‘broken trust theory’’ intro-

duced by Albrecht et al. (2004) and to an ‘‘American

Dream’’ theory3 which originates from the socio-

logical literature while Schrand and Zechman (2007)

relate executive overconfidence to the commitment

of fraud. Collectively, these studies suggest that

psychological and moral components are important

for gaining an understanding of what causes uneth-

ical behavior to occur that could eventually lead to

fraud.

However, the manager’s behavior in fraud

commitment has been relatively unexplored.4
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Accordingly, the overarching objective of this article

is to examine managers’ unethical behaviors in

documented corporate fraud cases on the basis of

press articles, which constitute an ex-post evaluation

of alleged or acknowledged fraud cases.

To evaluate potential influences on committing

corporate fraud, this article integrates the theory of

the fraud triangle, which states that corporate fraud is

a function of incentives, opportunities and attitudes/

rationalizations, and the theory of planned behavior

(TPB; Ajzen, 1985, 1988, 1991), which incorporates

attitude, subjective norms, perceived behavioral

control, and moral obligation (Beck and Ajzen,

1991). We then apply the combined theories to a

large number of high-profile corporate frauds based

on publicly available press articles containing man-

agers’ quotes and journalists’ analyses. The results of

our analysis confirm that attitudes/rationalization

appear to be a key risk factor for corporate frauds and

that the fraud triangle, integrated with the TPB, is a

useful framework for analyzing unethical behavior

by managers that are associated with corporate fraud.

The analysis was further validated through a

quantitative analysis of keywords which confirmed

that keywords associated with the attitudes/rationa-

lizations component of the integrated theory were

predominately found in fraud firms as opposed to a

sample of control firms.

A close analysis of existing professional standards

in auditing reveals that managers’ personality traits

and ethics are not sufficiently emphasized. In the

relevant fraud detection standards in the U.S. (SAS

99) (AICPA, 2002) and internationally (ISA 240)

(IFAC (International Federation of Accountants),

2005, 2009), personality traits and ethics are mostly

covered under the rubric of ‘‘attitude.’’ In SAS 99,

for example, this concept is not defined with an

emphasis on attitudinal factors. The standard only

refers to ‘‘some individuals [who] possess an attitude,

character, or set of ethical values’’ (Para. 7) [emphasis

in the original text]. Therefore, our article suggests

that regulators should place greater consideration on

ethics in the officially promulgated auditing stan-

dards in order to enhance the ability of auditors to be

more effective in detecting corporate fraud.

We contribute to the existing literature on

corporate fraud in the following ways: (1) from a

theoretical perspective, we demonstrate a comple-

mentarity between the fraud triangle and the TPB as

they are applied to unethical behavior as manifested

in fraud cases; (2) from a methodological perspec-

tive, we examine documented behaviors – not, as in

prior studies, intended behaviors – of corporate fraud

cases, as identified by the press5, and (3), from a

regulatory perspective, we highlight some room for

improvement in fraud-related professional standards.

The remainder of this article is organized as fol-

lows. The next section presents our theoretical

framework, which is based on the fraud triangle and

the TPB. The following sections discuss the research

methodology, our results and a robustness analysis.

The last two sections present a discussion (with

limitations) and some directions for future research.

Corporate fraud: the theoretical framework

Several conceptual frameworks have been put for-

ward to investigate why managers engage in

unethical behavior that leads to corporate fraud. In

this section, we define the concepts of fraud and the

‘‘fraud triangle’’6 that led to the relevant professional

auditing standards regulation. We then highlight two

complementary perspectives, the fraud triangle and

the TPB: both are of potential use to understand

managers’ unethical behaviors as observed in fraud.

Fraud and behavior in auditing regulation

We are interested in accounting or corporate

‘‘fraud,’’ as defined in SAS No. 99 (AICPA, 2002,

Para. 5): ‘‘fraud is an intentional act that results in a

material misstatement in financial statements that are

the subject of an audit.’’ Two types of misstatements

are relevant to the auditor’s consideration of fraud –

misstatements arising from fraudulent financial

reporting and misstatements arising from misappro-

priation of assets (AICPA, 2002, Para. 6). All of the

cases examined in this article are documented

examples of fraudulent financial reporting, and some

also include misappropriation of assets, as indicated

in Table I and Appendix B.

In the previous literature, breaking down overall

fraud-risk assessments into separate assessments for

management’s (1) incentives/pressures, (2) oppor-

tunities and (3) attitudes/rationalizations is often

referred to as the fraud-triangle decomposition
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(Wilks and Zimbelman, 2004) or, in short, the fraud

triangle. These elements were first identified by

Sutherland (1949) and developed by Cressey (1953,

p. 30).7 Albrecht et al. (1982, p. 37) adapted the

concept from criminology to accounting and rein-

forced the decomposition with a review of over

1,500 references on fraud. They identified 82 fraud-

related variables, which are combined into three

categories: situational pressures, opportunities to

commit fraud and personal integrity (character).

Auditing regulation (AICPA, 1988, 1997, 2002)

has outlined numerous fraud-risk factors. These

indicators are also called ‘‘red flags’’ and represent

‘‘potential symptoms existing within the company’s

business environment that would indicate a higher

risk of an intentional misstatement of the financial

statements’’ (Pincus, 1989; Price Waterhouse, 1985).

Compared to its predecessors, the most recent

standard, SAS No. 99 (AICPA, 2002, Para. 7) has

organized risk factors by reference to three condi-

tions generally present when fraud occurs. ‘‘First,

management or other employees have an incentive or

are under pressure, which provides a reason to

commit fraud. Second, circumstances exist – for

example, the absence of controls, ineffective con-

trols, or the ability of management to override

controls – that provide an opportunity for a fraud to

be perpetrated. Third, those involved are able to

rationalize committing a fraudulent act. Some indi-

viduals possess an attitude, character, or set of ethical

values that allow them to knowingly and inten-

tionally commit a dishonest act’’ (italics in the ori-

ginal text). These definitions are directly linked to

the fraud triangle. Thus, the fraud triangle can help

predict the context in which managers may act

unethically and help perpetuate fraud.

Empirical research has been carried out to dem-

onstrate the importance of the ‘‘incentives’’ factor in

the commitment of the fraud, such as the need to

meet an aggressive earnings target (Albrecht and

Romney, 1986; Bell and Carcello, 2000; Loebbecke

et al., 1989). However, when we look closer at the

evolution of the auditing regulation, we observe that

there is an increasing concern for fraud in auditing

regulation since the 1980s and an increasing inte-

gration of the attitudes/rationalizations factor. The

individualization of this concept constitutes an

improvement in the evolution of the auditing stan-

dards (from SAS 53 to SAS 998). However, if we pay

more attention to the relevant section of SAS 99

quoted above, ‘‘attitude,’’ although highlighted with

the italicized characters, is one of the individual’s

characteristics: as mentioned earlier, the text also

mentions the ‘‘character and set of ethical values’’ of

the individual. The text does not explicitly define

the concept of ‘‘attitude.’’ Further, in the ‘‘examples

of fraud risk factors’’ relating to fraudulent financial

reporting (AICPA, 2002, p. 44, Appendix), section

‘‘Attitudes/Rationalizations,’’ the first example

concerns the ‘‘Ineffective communication, imple-

mentation, support, or enforcement of the entity’s

values or ethical standards by management or the

communication of inappropriate values or ethical

standards.’’ This item is mostly related to the firm’s

ethics. No other item focuses directly on individual

ethics or managers’ personality traits.9

Very important information regarding the detec-

tion of fraud is located in the ‘‘attitudes/rationali-

zations’’ corner of the fraud triangle. Of the three

points of the fraud triangle, this corner is arguably

the most difficult for the auditor to assess. Attitudes

and rationalizations are cognitive and therefore

internal by nature. They may be hidden or sup-

pressed in order to deceive. Often, the best the

auditor can do is to make inferences as to the atti-

tudes that managers may possess. An effort to better

understand this corner of the fraud triangle can

potentially help provide insights that may help the

auditors improve their ability to understand when

the threat of fraud is heightened. Moreover, a list of

risk-fraud factors (even non-comprehensive) drawn

from previous fraud cases can be very helpful for

guiding auditors in their task.

This discussion leads us to a preliminary conclu-

sion: the question of the comprehensiveness of

auditing guidelines in relation to this factor remains

open to further investigation. Thus, since the con-

cept of attitude, which proxies for the manager’s

behavior, is not defined as such in the auditing

standards, it becomes necessary to refer to a second

theory, the TPB, to understand this concept.

Theory of planned behavior (TPB)

In social psychology, Ajzen (1991, p. 179, 2001)

emphasizes the role of intentions in explaining

behaviors and posits that intentions to perform

Corporate Fraud and Managers’ Behavior
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behaviors of different kinds can be predicted with

high accuracy from (1) attitudes toward the behav-

ior, (2) subjective norms and (3) perceived behav-

ioral control. This is known as the TPB.

According to Ajzen (1991, p. 188), the ‘‘attitude

toward the behavior … refers to the degree to which

a person has a favorable or unfavorable evaluation or

appraisal of the behavior in question.’’ Bailey (2006,

pp. 804–805) adds that the ‘‘attitude’’ toward the

behavior is determined by a person’s beliefs that

the behavior leads to certain outcomes and the

person’s evaluation of those outcomes as favorable or

unfavorable.

Fishbein and Ajzen (1975, p. 302) define the

subjective norm as ‘‘the person’s perception that

most people who are important to him think he

should or should not perform the behavior in

question.’’ Ajzen and Fishbein (1974, p. 2) refer to

the ‘‘perception of the expectations of relevant other

people.’’ Ajzen and Driver (1992, p. 304) who study

the willingness to pay a user fee define the subjective

norms as the ‘‘perceived influence of significant

others.’’ Beck and Ajzen (1991, p. 286) define this

concept as the ‘‘perceived social pressure to perform

or not to perform the behavior.’’10 Ajzen and Driver

(1992, p. 304) measure the subjective norms by the

following question: ‘‘Most people who are impor-

tant to me approve/disapprove of my engaging in

this activity.’’ They also ask: ‘‘Most people who are

important in my life think I should engage on this

activity.’’ In a research based on the prediction of

dishonest actions, Beck and Ajzen (1991, pp. 292–

293) ask the following questions: ‘‘If I cheated on a

test or exam, most of the people who are important

to me would not care-disapprove.’’ (2) ‘‘No one who is

important to me think it is OK to cheat on a test or

exam. agree-disagree.’’ (3) ‘‘Most people who are

important to me will look down on me if I cheat on

a test or exam. likely-unlikely.’’ In a study on the

choice-of-travel mode, Bamberg et al. (2003, p. 178)

ask the same type of questions. Finally, in an

experiment on game playing, Doll and Ajzen (1992,

p. 758) refer to the perceived expectations of the

experimenter, because this seemed to be the most

relevant referent in the experimental situation.

It appears from these definitions and questions

that the subjective norms are unrelated to any form

of economic incentive or even a ‘‘social incentive,’’

but refer to the participant’s perceptions of the

opinion of a few persons who are important to

him. In short, they are related to the participant’s

own attitudes and rationalizations, derived from his

understanding of others’ opinions.

Finally, Ajzen (1988, p. 132) defines perceived

behavioral control as ‘‘the perceived ease or difficulty

of performing the behavior and it is assumed to

reflect past experience as well as anticipated imped-

iments and obstacles’’ (see also Ajzen, 1991; Beck and

Ajzen, 1991, p. 286). Ajzen and Driver (1992, p. 304)

define the same concept as the ‘‘perceived facilitation

or constraints with respect to performance of the

behavior.’’ To measure the perceived behavioral

control, the authors ask the following questions: ‘‘For

me to engage in this activity is difficult/easy’’ and

‘‘I believe I have the resources required to perform

this activity.’’ Working on the prediction of dis-

honest actions, Beck and Ajzen (1991, p. 293) ask the

following questions: ‘‘For me to cheat on a test or

exam is easy-difficult,’’ ‘‘If I want to, I can cheat on a

test or exam. true-false,’’ ‘‘I can imagine times when I

might cheat on a test or exam even if I hadn’t planned

to. likely-unlikely’’ and ‘‘Even if I had a good reason, I

could not bring myself to cheat on a test or exam.

likely-unlikely.’’ In other words, perceived behavioral

control represents the person’s perceived ability to

perform the behavior, based on their past experience,

competence and any expected obstacles they may

face (Hess, 2007, p. 1785). Perceived behavioral

control represents ‘‘self-efficacy beliefs’’ (Ajzen,

1991, p. 184).

The TPB is an extension of the ‘‘Theory of

Reasoned Action’’ (TRA hereafter) (Ajzen and

Fishbein, 1980; Fishbein and Ajzen, 1975) which

only included the first two components of the model

(attitude and subjective norms). As noted by Hess

(2007, p. 1784), the TPB is a ‘‘parsimonious model

but has significant power in explaining variations in

intentions. The simplicity of the model also makes it

useful for understanding and explaining the various

studies that have been conducted on ethical behavior

in organizations.’’

The TPB and the TRA have already been used to

explain the intentions underlying fraudulent finan-

cial reporting. Beck and Ajzen (1991) apply the TPB

to prediction of dishonest actions,11 adding a fourth

concept: personal feelings of moral obligation, i.e.,

the responsibility to perform or refuse to perform a

certain behavior. ‘‘Moral norms’’ (or ‘‘moral obli-
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gation’’) can be considered as an additional deter-

minant of intentions in situations where ethical

behavior is involved (Ajzen, 1991, p. 199; Hess,

2007, pp. 1785–1786). In addition to the individ-

ual’s own moral belief system, these moral obliga-

tions can be derived from laws, professional codes of

ethics, and other similar sources.

Gillett and Uddin (2005) test a structural model

based on TRA, including attitude, company size,

and compensation structure. Based on responses

from 139 CFOs they find that the model globally

explains the intentions of fraudulent reporting and

that attitude and size are the main drivers of fraud.

Further, Carpenter and Reimers (2005) find, with a

survey analysis and an experiment, that the TPB can

help explain unethical and fraudulent financial

reporting.

Combining the fraud triangle and the theory of planned

behavior (TPB)

The two theoretical frameworks (fraud triangle and

the TPB) have already been used by researchers to

analyze fraud and unethical behavior, but until now

in a separate way. Before analyzing the fraud cases

we identified, we combine the fraud triangle and the

TPB to explain fraud behavior. Figure 1 details the

combined theories. These two theories do not share

the same concept of ‘‘attitude.’’ The attitude con-

cept, in the fraud triangle, is a broad concept that

encompasses the three traditional dimensions of the

TPB: attitude, subjective norms and perceived

behavioral control. It can also include the fourth

dimension mentioned above: moral obligation

because ‘‘it seems likely that moral issues are salient

Subjective 
norms 

Perceived 
behavioral 

control 

Intention to 
engage in fraud Fraud 

Attitudes 
(Attitude, 
character, 

set of 
ethical 

values)/ 
Rationa-
lizations 

Opportunities 

Incentives/ 
pressures 

Influence 

Attitude toward 
fraud 

Moral 
obligation 

Possible influence 

Elements of the 
extended “theory of 
planned behavior” 

Elements of 
the “fraud 
triangle” 

Figure 1. A combination of fraud triangle (FT) and theory of planned behavior (TPB). Adapted from Ajzen (1991)

and Beck and Ajzen (1991).
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in the case of … dishonest behaviors’’ (Beck and

Ajzen, 1991, p. 289). We then use the concept of

‘‘extended TPB’’ in Figure 1, because of the inclu-

sion of the fourth component.

The second and third components of the fraud

triangle, the ‘‘incentives/pressures’’ and ‘‘opportuni-

ties’’ are not covered by the TPB because they rep-

resent external stimuli for the fraud behavior. For

instance, opportunities could be considered as an

actual behavioral control, while perceived behavioral

control, as indicated by its name, reflects the person’s

perception of how easy or difficult it is to engage in

the particular behavior (Bailey, 2006, pp. 804–805).

However, the concept of opportunities is familiar to

Beck and Ajzen (1991, pp. 286–287) who explain that

‘‘the degree of success will depend not only on one’s

desire or intention, but also on such partly non-

motivational factors as availability of requisite

opportunities and resources (e.g., time, money, skills,

cooperation of others, etc.)’’ (see also Ajzen, 1991,

p. 182). This statement is important as it suggests that

perceived behavioral control is related to intentions

and is not assimilated within ‘‘opportunities’’ and

‘‘resources’’ which are considered ‘‘non-motiva-

tional’’ factors. These authors add that the TPB ‘‘deals

with perceived, rather than actual, behavior[al] con-

trol’’ (Beck and Ajzen, 1991, p. 287). However,

Bamberg et al. (2003, p. 176) write that ‘‘to the extent

that people are realistic in their judgments of a

behavior’s difficulty, a measure of perceived behav-

ioral control can serve as a proxy for actual control and

can contribute to the prediction of the behavior in

question.’’ Consequently, our framework includes an

arrow representing a ‘‘possible influence’’ between

opportunities and perceived behavioral control.

In summary, the TPB allows detailing the broad

and undefined concept of attitudes in the fraud tri-

angle that influences managers to commit unethical

actions. The intention to engage in fraud is then the

aggregation of the extended TPB (attitude, subjective

norms, perceived behavioral control and moral obli-

gation) as well as incentives/pressures and opportu-

nities.

Given that the fraud triangle and the TPB, as

shown in Figure 1, are complementary theories, we

combine them for use in the rest of this article. We

label this association ‘‘FT/TPB’’ (for ‘‘fraud triangle/

theory of planned behavior applied to fraud’’). Our

focus is on behavior (including personality traits and

ethics), mainly at the individual level. The individ-

ual’s role is relevant because as noted by Sauer (2002,

p. 956) a company engages in financial fraud only if

its reasons for doing so are consistent with the spe-

cific motivations of the individuals who control its

reporting process. Further, Hess (2007, p. 1787)

argues that the studies which have used the TPB to

explain unethical behavior have found that the

determinant that has the greatest impact on indi-

vidual intentions is attitude (see, e.g., Carpenter and

Reimers, 2005). Previous studies also demonstrate

that auditors generally perceive ‘‘attitude’’ factors to

be more important warning signs of fraud than

‘‘situational’’ factors (Heiman-Hoffman et al., 1996).

Research methodology

Research question

Based on the above literature review and the

potential of incorporating behavioral factors more

strongly into the corporate fraud detection auditing

guidelines, we will examine the following research

question (RQ):

RQ: Do managers’ personality traits explain ex-post alleged

or acknowledged fraud cases? In other words, are the

actual reasons behind fraud, as presented in the press

articles, in line with the categories of the FT/TPB?

The research findings to the RQ will be used to

make recommendations to policy makers and stan-

dard setters on how standards might be enhanced in

the future.

Sampling

To complement prior literature (Carpenter and

Reimers, 2005; Gillett and Uddin, 2005), we

examine documented behaviors in 39 cases of cor-

porate scandals, using evidence taken from press

articles such as managers’ quotes and journalists’

analyses. Johnson et al. (2005) state that the academic

community has proposed a variety of roles for the

financial press, which they classify into two general,

not necessarily incompatible, categories. The first

category contains those perspectives that treat the
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press primarily as an information broker, recording

and disseminating information about business activ-

ities. The second category regards the press as an

active participant in the development of society’s

awareness, understanding, and evaluation of busi-

nesses and business practices. Johnson et al. (2005)

have used newspapers as a data source and fall into

this second category by studying the influence of the

financial press on stockholder wealth.

Media’s role as a monitor for accounting fraud has

been recently studied (Dyck et al., 2010; Miller,

2006) and has been shown to be important due to

the pressure it places on management (Dyck et al.,

2008). While we recognize that the media may have

incentives to highlight fraudulent behavior to in-

crease circulation, the press still fulfills two key roles.

First, in relaying information from other interme-

diaries (auditors, analysts, lawsuits), the press attracts

the attention of institutions that may take action

(e.g., regulatory bodies, consumer groups, invest-

ment funds) (Dyck et al., 2008). Second, the press

can produce new information through its own

investigations and analysis. Miller (2006) has docu-

mented a negative market reaction after an investi-

gative report is published, which suggests that the

press plays an important role as a monitor or infor-

mation intermediary in financial markets.12

To design our sample, we started from the Cor-

porate Scandal Fact Sheet,13 which includes a list of

61 short vignettes on companies. Compared to a

similar list maintained by Forbes,14 this list’s main

advantage is that it includes the names of the main

characters involved in the scandals. We deleted from

this list several companies that are linked to other

companies involved in different scandals: accounting

firms (e.g., Andersen, KPMG) and banks (e.g., Cit-

igroup, Morgan Stanley). We also deleted companies

that had no data available on the personality of the

managers (e.g., Cornell). Finally, we added three

companies that do not appear in the Corporate

Scandal Fact Sheet but which had received a lot of

adverse publicity and for which press articles were

available (AIG, Delphi and Freddie Mac).15 The

resulting sample includes 39 fraud companies for the

period 1992–2005. For the sake of comparability and

consistency in interpretation, we only used U.S.

cases. Because the corporate scandal was mainly based

in its U.S. subsidiary – U.S. Food Service, Royal

Ahold is also included, although it is a Dutch group.

Content analysis

To evaluate the research question, we applied a

content analysis to our press articles. Content analysis

is a ‘‘research method which draws inferences from

data by systematically identifying characteristics

within the data’’ (Jones and Shoemaker, 1994). It

presents the following advantages (Kabanoff et al.,

1995): (1) non obtrusive characteristic (documents

can be evaluated without the knowledge of the

communicator), (2) use of a natural verbal expression

as data base, (3) adaptability in longitudinal studies if

texts are presented over long periods, (4) systematic

and quantitative approach applied to qualitative data.

A thematic analysis (the approach applied here) en-

ables the researchers to identify content categories

and trends from the text, and then draw inferences

from them (Jones and Shoemaker, 1994).

In terms of data analyzed, we searched for evi-

dence from the U.S. press coverage contained in the

Factiva database. Factiva (also called Dow Jones

Factiva) is a non-academic database of international

news containing 20,000 worldwide full-text publi-

cations including The Financial Times, The Wall Street

Journal, as well as the continuous information from

Reuters, Dow Jones, and the Associated Press (see

http://factiva.com/index_i7_w.asp). We also used

SEC documents, to understand the technical and

accounting aspects of the corporate fraud. For some

companies (Adelphia Communications, Enron,

MicroStrategy, Rite Aid, Sunbeam, Waste Man-

agement, and Xerox), we also used the GAO report

(United States General Accounting Office, 2002) on

restatements.

In order to identify the relevant press articles, we

applied the following methodology. For each case

study, we first found the name of the managers in-

volved in the fraud with the help of the Corporate

Scandal Fact Sheet or a search in Factiva on the

company itself. The following step was a search in

Factiva with the name of the company and the

company’s managers as keywords. Keeping in mind

that our objective was to examine managers’ per-

sonality traits and motivations, we selected articles

that included details about the personality of the

managers.

The next step concerned identification in each

article of the paragraphs dealing with the topics of

interest for us. Once these sections were identified, a
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coding sheet was applied to the content analyzed.

This sheet has the same format as Table I and

Appendix B, which isolate the three main influences

known to be indicators of corporate fraud according

to the fraud triangle and the TPB:

– Incentives

– Opportunities

– Attitudes/rationalizations (split into four sub-

columns: attitude, subjective norms, perceived

behavioral control and moral obligation).

To enhance inter-coder reliability, two different

researchers analyzed the same press articles sepa-

rately on a sample of 10 cases. The major issue was

the extraction of the relevant pieces of information

from the articles and the allocation of these pieces

of information to the columns of Table I and

Appendix B. The result was a 95% rate of con-

vergence, which indicates that the coding showed

strong signs of reliability. The only source of

divergence arose because the pressure from analysts

is mentioned in two different examples of the

appendices of SAS 99: in the incentives/pressures

section, SAS 99 mentions the ‘‘Excessive pressure

… to meet the requirements or expectations of

third parties due to … trend level expectations of

… analysts’’ while in the ‘‘attitudes/rationaliza-

tions’’ section, SAS 99 refers to ‘‘a practice by

management of committing to analysts … to

achieve aggressive or unrealistic forecasts.’’ An

examination of the two paragraphs suggests that the

first one refers to the pressure exerted by analysts,

while the second one deals with the attitude of the

managers to commit to or to accept this pressure. In

other words, an ‘‘external incentive’’ becomes an

‘‘internal incentive’’ only when internalized by the

individual. Internalization is based on attitudes,

values and beliefs. This discussion illustrates the

difficulty to classify some elements of the fraud

cases between ‘‘incentives’’ and ‘‘attitudes/rationa-

lizations.’’ For example, the ‘‘reputation at stake’’

may both refer to external pressures (social expec-

tations) and to internal commitment to these pres-

sures (fear of loss of reputation). In this case, we

have decided to allocate the element to the ‘‘atti-

tudes’’ column (sub-column ‘‘attitude toward the

fraud’’) because we concluded that the internaliza-

tion of this pressure is the cause of the fraudulent

behavior. The same difficulty applied to the main-

tenance of a high living standard which could be

considered as an incentive or an attitude toward the

fraud. We favored the second interpretation because

the search for a high living standard is, in part, the

consequence of an individual decision. We also

recorded the meeting of analysts’ expectations in

both columns ‘‘incentives’’ and ‘‘attitude (toward

the fraud).’’ After resolving this issue, all the other

cases were coded by two researchers, with no sig-

nificant disagreements.

Managers’ behavior in cases of corporate

scandals: analysis of the results

Appendix A.1 presents a table disclosing years when

the scandal went public and the number of articles

used in each case study. Appendix A.2 lists all the

references used. Appendix A.1 shows that there is no

apparent discrepancy between the cases in terms of

number of articles used (average 3.7 articles, mini-

mum = 2, maximum = 6). Appendix B presents a

detailed analysis of the underlying behavioral moti-

vation in the 39 corporate scandals examined. The

components are classified according to the com-

bined theory (FT/TPB): Incentives-pressures (col.

1), opportunities (col. 2), attitudes/rationalizations

(subdivided into four separate components taken

from the TPB: attitude (col. 3), subjective norms

(col. 4), perceived behavioral control (col. 5) and

moral obligation (col. 6). A numbering system is

used after each component to refer to the ‘‘examples

of risk factors’’ of SAS 99 and ISA 240: 1 = covered

by both SAS 99 and ISA 240; 2 = covered by SAS

99 but not ISA 240; 3 = covered by ISA 240 but not

SAS 99; and 4 = covered by neither SAS 99 and ISA

240. We summarize these results by displaying fre-

quencies in Table I.16

As shown in Table I, the first two ‘‘traditional’’

components of the fraud triangle (incentives/pres-

sures and opportunities) are present in all cases with,

respectively, a total of 106 and 49 occurrences. The

last four components (which correspond to the third

part of the fraud triangle and the four elements of the

extended TPB), that are heavily related to managers’

personality traits and ethics, are present in some cases

but the number of occurrences varies greatly: 62 for
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attitude toward the fraud, 4 for subjective norms, 25

for perceived behavioral control and 14 for moral

obligation. Thus, all the components of the FT/TPB

are present in the press articles and therefore subject

to analysis.

In Table I, we split each dimension of FT/TPB

into two columns to highlight the presence of each

component identified in the auditing standards. The

column P represents the components present in the

‘‘examples of risk factors’’ of SAS 99 and ISA 240,

the column NP represents the components not

present in auditing standards and the column T is

the total of the two preceding columns. The bot-

tom line of Table I (total by component) docu-

ments that the split between Present/Not present

items varies across the components of the FT/TPB.

In the following discussion, we focus on each

dimension and its presence in or absence from the

auditing standards.

Incentives/pressures

Table II summarizes the content of columns 1

(incentives/pressures) and 2 (opportunities) from

Appendix B. The statistics provided by Table I show

that almost all items identified from the press are

present in auditing standards. From Table II, we can

conclude that the most frequent risk factors are: (1)

the profitability or trend level expectations of

investment analysts, institutional investors, signifi-

cant creditors or other external parties; (2) the

existence of significant financial interests in the en-

tity; (3) a significant portion of the compensation

being contingent upon achieving aggressive targets

for stock price operating results, financial position or

cash flow; (4) a high degree of competition or

market saturation and (5) the need to obtain debt or

equity financing to stay competitive.

Opportunities

In the same Table I, the column ‘‘opportunities,’’

which corresponds to a form of ‘‘actual behavioral

control’’ (see above), is almost completely filled with

components found in promulgated auditing stan-

dards (42 items over 49). Table II provides the list of

risk factors mentioned in the auditing standards. In

several instances, the managers benefited from the

existence of complex transactions (e.g., AIG, Datek

Online) and the possibility of ‘‘round-trip trades’’

(e.g., CMS Energy, Duke Energy, Dynegy, Enron,

Homestore.com, Network Associates, reliant En-

ergy). In other instances, the auditor’s alleged failure

perhaps made the fraud easier to perpetuate (e.g.,

Cendant, Delphi, Halliburton, HPL Technolo-

gies, Merck, Sunbeam, Tyco, Waste Management,

Xerox).

Attitudes/rationalizations

The ‘‘attitudes/rationalizations’’ component is split

into four columns, following the extended TPB:

‘‘attitude toward the fraud,’’ ‘‘subjective norms,’’

‘‘perceived behavioral control’’ and ‘‘moral obliga-

tion.’’ We explain below how each column is de-

fined. Since the columns of Table I are generally

filled, the actual reasons behind fraud, as mentioned

in the press articles, appear to be in accordance with

the categories of the FT/TPB. However, it appears

clearly from the frequencies displayed in Table I that

for the four components of the extended TPB, the

items not present in the auditing standards are more

numerous than those present.

Interestingly, as shown in the last part of Table II,

our sample cases contain several examples noted in

the auditing standards and corresponding to the

‘‘attitude toward the fraud’’ component of the TPB

(column 3 of Table I):

– ‘‘Excessive interest by management in maintain-

ing or increasing the entity’s stock price or

earnings trend’’: represented by stock options

(Ahold, AIG, AOL, Bristol-Myers Squibb, Com-

puter Associates, Freddie Mac, Halliburton, Pere-

grine Systems, WorldCom and Xerox), and the

fluctuations in the company’s stock price (AIG).

This evidence is in line with Coffee (2005) who

states that ‘‘when one pays the CEO with stock

options, one creates incentives for short-term

financial manipulation and accounting games-

manship’’ (p. 202). Several empirical studies have

confirmed the role of stock options as incentives

in cases of restatements (Efendi et al., 2007) or

securities fraud allegations (Denis et al., 2006). In

the same vein, Cheng and Warfield (2005) found

Corporate Fraud and Managers’ Behavior
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TABLE II

Explanation of fraud behaviors present in the auditing standards

Elements of the fraud triangle Items Companies involved (anecdotal evidence)

Incentives/pressures High degree of competition or market

saturation

Ahold, AOL, Bristol-Myers Squibb,

Cendant, HPL Technologies, K-Mart,

Reliant Energy

Profitability or trend level expectations

of investment analysts, institutional

investors, significant creditors or other

external parties

Adelphia Communications, AIG, AOL,

Bristol-Myers Squibb, Computer Associates,

Delphi, Dollar General, Freddie Mac, Global

Crossing, HealthSouth, Homestore.com,

Lucent, Merck, MicroStrategy, Network

Associates, Phar-Mor, Qwest, Sunbeam,

Waste Management, WorldCom, Xerox

Need to obtain debt or equity financing

to stay competitive

Ahold, Datek Online, Enron, HPL

Technologies, K-Mart, Merck, Rite Aid

Corporation, Tyco

Significant financial interests

in the entity

AIG, AOL, Bristol-Myers Squibb, Delphi,

El Paso Corporation, Global Crossing,

Halliburton, Harken Energy, HealthSouth,

Homestore.com, Im Clone Systems,

Peregrine Systems, Qwest, Rite Aid

Corporation, Sunbeam, Ullico, Waste

Management, Xerox

Significant portion of the compensation

being contingent upon achieving

aggressive targets for stock price

operating results, financial position

or cash flow

Ahold, AIG, AOL, Bristol-Myers Squibb,

Cendant, Computer Associates, CMS

Energy, Delphi, Dollar General, Duke

Energy, Dynegy, El Paso Corporation,

Freddie Mac, HealthSouth, K-Mart, Lucent,

Network Associates, Peregrine Systems,

Qwest, Rite Aid Corporation, Waste

Management, Xerox

Opportunities Significant related-party transactions not

in the ordinary course of business

CMS Energy, Duke Energy, Dynegy,

El Paso Corporation, Global Crossing,

Homestore.com, Network Associates,

Reliant Energy

Strong financial presence or ability to

dominate an industry

Ahold, Bristol-Myers Squibb,

Global Crossing

Accounting figures based on significant

estimates

AOL, Datek Online

Significant, unusual, or highly complex

transactions

AIG, Datek Online

Domination of management by a single

person or small group

Adelphia Communications, Computer

Associates, Delphi, Dollar General, Enron,

HealthSouth, Im Clone Systems, K-Mart,

MicroStrategy, Peregrine Systems, Qwest,

Rite Aid Corporation, Ullico

Ineffective board of directors or audit

committee oversight over the financial

reporting process and internal control

Cendant, Delphi, Enron, Halliburton,

HPL Technologies, Merck, Peregrine

Systems, Phar-Mor, Sunbeam, Tyco, Waste

Management, WorldCom, Xerox
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that corporate managers with equity incentives

engage more frequently in earnings management

and Bergstresser and Philippon (2006) document

that earnings management is more pronounced at

firms where the CEO’s potential total compensa-

tion is more closely tied to the value of stock and

option holdings. Our finding is not surprising,

given that the sample firms are from the U.S.

(with one exception; see sample description

above) and given Coffee’s (2005) explanation of

the importance of stock options in compensation

packages in the United States.

– ‘‘A practice by management of committing to

analysts, creditors, and other third parties to

achieve aggressive or unrealistic forecasts,’’ was

found in both Adelphia Communications and

Network Associates.

– ‘‘The owner-manager makes no distinction be-

tween personal and business transactions.’’ It

should be noted that this example taken

from ISA 240 could also be considered as a case

of misappropriation of assets. Interestingly, we

found several instances of personal expenses paid

for by the company’s resources (Cendant, En-

ron, Global Crossing, HealthSouth, K-Mart,

Peregrine Systems, Phar-Mor, and Tyco). In

Adelphia Communications, the fraud consisted

of improper use of the company’s funds for self-

dealing by the Rigas family. The money was

used to buy stock and luxury condominiums in

Mexico, Colorado and New York City, to con-

struct a golf course, purchase timber rights to

land in Pennsylvania and pay off margin loans

(Anonymous, 2002; Caruso, 2002).

The examples provided in the auditing standards in

relation to misappropriation of assets are difficult to

find in press articles. For example, we were able to

identify only one case of ‘‘changes in behavior or

lifestyle that may indicate assets have been misap-

propriated’’: Charles Wang, CEO of Computer

Associates, and Sanjay Kumar, COO, pocketed the

money resulting from the increase in their stock op-

tions to buy expensive cars (Ferrari Maranello, Land

Rover) and holiday homes (Anonymous, 2000).

However, the press mentions several cases of ex-

tremely high living standards, but not necessarily

changes in lifestyles (see below).

Items not present in the auditing standards

We found that several elements explain the fraud-

related behaviors and are related to ‘‘attitude toward

the fraud’’ and the three other components of the

TPB, but they are not present in the auditing stan-

dards. All of these elements are identified with the

number 4 in Appendix B and are found in the

TABLE II

continued

Elements of the fraud triangle Items Companies involved (anecdotal evidence)

Ineffective accounting and information

systems

Cendant, Lucent

Attitudes/rationalizations Excessive interest by management

in maintaining or increasing the

entity’s stock price or earnings trend

Ahold, AIG, AOL, Bristol-Myers Squibb,

Computer Associates, El Paso Corporation,

Freddie Mac, Halliburton, Peregrine

Systems, WorldCom

A practice by management of

committing to analysts, creditors,

and other third parties to achieve

aggressive or unrealistic forecasts

Adelphia Communications, Network

Associates

The owner-manager makes no

distinction between personal

and business transactions

Adelphia Communications, Cendant,

Enron, Global Crossing, K-Mart,

Peregrine Systems, Phar-Mor, Tyco
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column NP of Table I. Table III summarizes these

elements of fraud behavior not present in auditing

standards.

Starting with the ‘‘attitude toward the fraud’’

component of the TPB (column 3 of Appendix B;

Table I), we found two categories of explanations

not present in auditing standards: (1) To maintain a

high living standard, sometimes linked to a passion

for sports and (2) Reputation at stake. Using Ajzen’s

(1991) definition of ‘‘attitude toward the behavior,’’

these elements can help explain why a person has a

favorable attitude toward the consequences of the

actions that lead to fraud.

Anecdotal evidence in the press highlights these

two elements. For example, former Tyco CEO

Dennis Kozlowski acquired a ‘‘$6,000 shower

curtain for his highfalutin apartment’’ (Jennings,

2006b, pp. 2–3). Martin Grass, CEO of Rite Aid

Corporation, and Jeffrey Citron, CEO of Datek

Online, both commuted to work by personal heli-

copter (Ahrens, 2002).

Several CEOs had a real passion for sports that

perhaps influenced them to commit fraud. Mickey

Monus ‘‘borrowed’’ about ten million dollars of

Phar-Mor’s funds to cover the debts of the World

Basketball League. As he controlled more than 60%

TABLE III

Explanation of fraud behaviors not present in the auditing standards

Elements of the TPB Items Companies involved (anecdotal evidence)

Attitude toward

the fraud

To maintain a high

living standard

Adelphia Communications, Cendant, Computer Associates,

Datek Online, HealthSouth, Im Clone Systems, Phar-Mor,

Rite Aid Corporation, Tyco

sometimes linked to

a passion for sports

Harken Energy, Qwest

Reputation at stake

(company’s success =

personal success)

Ahold, AIG, Network Associates, Qwest

Subjective norms Influence of the managers Bristol-Myers Squibb

Influence of the CEO Enron, Phar-Mor

Complicity between the

CEO and the CFO

WorldCom

Perceived

behavioral control

Prize received

or superlative:

Ahold, Computer Associates

Youngest chief executive (Bristol-Myers Squibb)

Marketing genius (Dollar General)

Admired head of a fast-growing company, very rich

and very young manager (Datek Online)

Highest-paid CEO (HealthSouth)

Worldwide recognition (Sunbeam)

Financial wizard (CFO of WorldCom)

Personality Tyrannical/autocratic (AIG, Enron, HealthSouth, Network

Associates, Rite Aid Corporation, Sunbeam, WorldCom)

Narcissistic (AOL)

Encourages hero worship of executives (Phar-Mor)

Personal ambition – career (Freddie Mac, Homestore.com,

Reliant Energy, Waste Management) or for the firm (Global

Crossing, Qwest)

Alcoholic (MicroStrategy)

Moral obligation Charitable causes Adelphia Communications, Computer Associates, Enron,

Freddie Mac, HealthSouth, WorldCom

Action for the good

of the company

Ahold
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of the teams, he was responsible for the WBL’s

expenses and losses – and whenever the league

needed cash, he drew money from the company

(McCarty and Schneider, 1992). Philip Anschutz,

Qwest’s Chairman, wanted to finance his burgeon-

ing sports and entertainment empire. He liked to be

seen as a ‘‘sports and entertainment mogul’’ (Smith,

2002) The need to prove themselves as ‘‘players’’ in

the field of sports seems to have made at least some

executives susceptible to lapses in moral judgment

and behavior.

The ‘‘subjective norms’’ component of the TPB

(column 4 of Table I), which represents the opinion

of ‘‘significant others,’’ is less prevalent in the press,

probably because it is more difficult to identify, even

with the hindsight perspective of journalists. We

found a few cases (only 4) where the managers were

heavily influenced by other individuals in the firm to

commit fraud (e.g., Phar-Mor and the importance of

the CEO). In the WorldCom case, the personality of

the CEO had an impact on the behavior of the

CFO.

The ‘‘perceived behavioral control’’ (column 5 of

Table I), as explained earlier, represents the per-

ceived ease or difficulty of performing the fraud. It

can also be referred to as the ‘‘self-efficacy beliefs’’ of

the fraud perpetrator. As we posit that praise/

admiration from the press and certain personality

traits contribute to these self-efficacy beliefs, we

include in this column all factors reported in the

press pertaining to these two explanations.

Several managers of the studied firms received

glowing praise and admiration from the press. Prior

to the scandals, Cal Turner, Dollar General’s

CEO, was considered a ‘‘marketing genius,’’ (Chad

Terhune and Lublin, 2002) while Jeffrey Citron

(Datek Online) had been heralded as a ‘‘technology

wizard’’ by Forbes magazine and ‘‘one of the 20

most important players on the financial Web’’ by

Institutional Investor (Ahrens, 2002; Barboza, 1998).

Corporate America treated Al Dunlap [Sunbeam’s

CEO, known as ‘‘Chainsaw Al’’] as ‘‘a miracle

worker’’ and he did everything possible to promote

this image (Stewart, 1998). It appears that these

managers believed in their own press and were

willing to do almost anything to keep up the

favorable image.

Several egregious personality traits are also found

in the CEOs involved in the cases studied. Network

Associates’ CEO, Bill Larson, is a good example of

tyrannical behavior. He was prone to bullying his

employees, giving them unreachable targets to meet

then berating them if they failed. He liked to remind

managers that ‘‘suicide was sometimes an appropriate

response to failure’’ (Ackerman and Kang, 2001). In

the grand jury indictment, Martin Grass (Rite Aid

Corporation) ‘‘emerged as an arrogant bully, pres-

suring underlings to endorse phony documents and

bragging that cover-ups would never be discov-

ered.’’ Grass even threatened Rite Aid’s accounting

firm, KPMG, with retaliation if the Company suf-

fered as a result of the audit (Ahrens, 2002) In a

different style, Michael Monus (Phar-Mor) fasci-

nated his co-executives. He was the mastermind

behind the fraudulent scheme and encouraged a

form of hero worship. Patrick B. Finn, for example,

the CFO and Senior VP who orchestrated the fraud

with Monus, called Monus ‘‘his god.’’ This resulted

in a blind loyalty to Monus, whose orders were

followed without any substantive checks or balances

(Wood, 1993).

Finally, we identified the ‘‘moral obligation’’

component of the TPB (column 6 of Table I) on the

basis of Beck and Ajzen (1991, p. 293) who refer to

feelings of guilt in one of the questions they used to

evaluate this component of the behavior.17 We

identified one major argument put forward by

managers to lessen their guilt: the fact that their

actions helped other people or organizations via

their work with charitable causes (Adelphia Com-

munications, Computer Associates, Enron, Freddie

Mac, HealthSouth, and WorldCom) or the fact that

the managers felt that they were acting for the good

of the company (Ahold). For example, at Computer

Associates, Charles Wang was a ‘‘caring executive

who reportedly ends every meeting by talking about

the charities he’s working on’’ (Alphonso, 2000).

Richard Scrushy (HealthSouth) also used his money

for seemingly good purposes: he donated to charities

and gave money for a new church (Schneider, 2003;

Tomberlin, 2003).

Robustness analysis

In order to test whether the factors highlighted

in the previous section truly capture a lot of

what is going in fraudulent companies, we ran a
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quantitative analysis based on the ‘‘Bag-of-words’’

approach (Tetlock, 2007, Tetlock et al., 2008.)18

This quantification is done through the develop-

ment of an index capturing the occurrence of

keywords associated with the four dimensions of

the ‘‘Attitudes/Rationalizations’’ component of the

FT/TPB framework. We use it to back-test our

approach. Hence our expectation is that the

Attitudes/Rationalizations index is higher in firms

becoming fraudulent than in non-fraudulent firms.

To implement this robustness analysis, we

adopted the following procedure. First, on the basis

of the detailed table of Appendix B, we created a

‘‘dictionary.’’ We identified all meaningful words for

each of the six columns of the table. Then, we listed

the different possible endings (singular, plural, fem-

inine, masculine, etc.). For example, for the column

(3) ‘‘Attitude toward the fraud,’’ we used the words

‘‘ambition’’ (with added endings: ‘‘ambitions,’’

ambitious’’), ‘‘attitude’’ (and ‘‘attitudes’’), ‘‘enrich-

ment,’’ ‘‘greed’’ (and ‘‘greedy’’), etc. For the column

(5) ‘‘Perceived behavioral control, we used the

terms (and their respective endings) ‘‘award,’’

‘‘wizard,’’ ‘‘arrogant,’’ etc.19 Then, for each column,

we computed an index equal to the number of

occurrences of these words, scaled by the total

number of words in the selected relevant paragraphs.

As we specifically focus on the input of the TPB, we

computed the sum of the indices corresponding to

the four columns of the TPB (columns 3–6). We call

this sum IndexAtt/Rat as it refers to the Attitudes/

Rationalisations component of the fraud triangle.

Then we created our treatment and control

samples. The treatment sample is composed of

each of the 39 studied companies. First, for each

of them we identified a peer (‘‘control’’) company

on the basis of the Infinancials database.20 This

database provides three categories of peers, on the

basis of the sector classification and size: ‘‘inter-

national,’’ ‘‘regional’’ and ‘‘domestic.’’ Given the

U.S. nature of our sample, we chose the closest

domestic peer company.21 For example, Adelphia

Communications is matched with Comcast and

AIG is paired with Harford Financial, etc.22 When

a peer company was itself a treatment (i.e.,

fraudulent) company, we chose the second closest

peer. When the same peer was supposed to be

matched to two different treatment firms, we also

kept the second closest peer for one of the

treatment firms. In a second step, we checked

in the Edgar database of the SEC (http://www.

sec.gov) that the control company had not been

subject to an enforcement release from the SEC in

any year. In a third step, we searched for the

CEO of the control firms. In case of a change of

CEO over the period of scrutiny we identified the

different CEOs.

When the fraud is discovered, the treatment

firms come under greater scrutiny and are probably

‘‘over’’ covered by the press. We therefore adopted

a very conservative approach by selecting a larger

range for the control firms (Year the scandal be-

came public, i.e., Y0, plus Y - 1, Y1, Y2 and Y3)

than for the treatment firms (Y - 2 and Y - 1). In a

fourth step, we searched for articles in the Factiva

database on the studied period with the name of

the company and the name of the CEO (or CEOs

in case of a change of CEO over the period of

scrutiny for the control firms, and we kept the

CEO involved in the fraud for the treatment firms).

Given the high number of articles retrieved,

including news release concerning many other

companies, we excluded the ‘‘Dow Jones News

Service,’’ the ‘‘Mutual Fund Prospectus Express’’

and all articles with less than 500 words. The

number of articles varies between 51 (Zip Realty:

Homestore.com peer) and 1500 (AT&T: Global

Crossing peer).23 Lastly, as our index focuses on the

CEO’s attitude, we extracted from the articles all

the paragraphs where the name of the CEO was

mentioned. We thus created a word file (‘‘test

file’’) for each sample company (treatment or

control). We obtain 72 word files24 that will be

subject to our statistical treatment.

We then computed the occurrences of each term

of our dictionary in the word file of relevant para-

graphs (the ‘‘test file’’) corresponding to each firm.

For each column, we computed the following index:

number of occurrences of the key terms of the

column divided by the total number of words in the

test file of firm. The Attitudes/Rationalizations in-

dex (IndexAtt/Rat) is then computed as the sum of the

four indices related to the Attitudes/Rationalizations

components of the FT/TPB framework.

We find the following results:

– Treatment firms: mean (IndexAtt/Rat) = 1.16&;
median (1.06&)
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– Control firms: mean (IndexAtt/Rat) = 0.70&;
median (0.58&).

As the IndexAtt/Rat does not follow a normal

distribution, we tested the difference in medians

between the two samples (Nonparametric equality-

of-medians test) and also a Wilcoxon rank-sum

test. In both cases, the difference is significant at

the 0.01 level. In summary, even using a conser-

vative approach (a period of 2 years [Y - 2, Y - 1]

preceding the discovery of the fraud for the

treatment firms compared to a period of 5 years

[Y - 1, Y + 3] for control firms), the articles

dealing with the treatment firms use significantly

more often the key terms created from our theo-

retical framework.

Discussion and limitations

Relating back to the research question we posed,

this study provides evidence that, in general, the

theoretical framework we use (the FT/TPB) is rel-

evant when matched with cases of unethical

behavior by managers that are associated with cor-

porate frauds. We must acknowledge that, in line

with SAS 99, risk factors reflective of attitudes/

rationalizations by board members, management, or

employees, that allow them to engage in and/or

justify fraudulent financial reporting and misappro-

priation of assets, may not be susceptible to obser-

vation by the auditor. However, we should recall

that, as stated by SAS 99 (pp. 47, 50), ‘‘the auditor

who becomes aware of the existence of such infor-

mation should consider it in identifying the risks

of material misstatement arising from fraudulent

financial reporting [or] misappropriation of assets.’’

Our results are consistent with and reinforce this

statement from SAS 99: ‘‘Economic motivations

(‘‘incentives’’) exist in almost all companies.’’

However, it is clearly evident that not all managers

engage in fraud. The psychological aspects of the

individual manager and the existence of opportuni-

ties to engage in fraud both play an important role in

explaining the fraud. Consequently, the auditing

regulation should be extended to better integrate the

attitudes/rationalizations component (with the four

sub-divisions related to the TPB). SAS 99 could

include more examples of ethical behavior and ISA

240 could also be modified because many examples

we found are not covered properly by this standard.

Moreover, the quasi-absence of the subjective

norms, one of the components in the TPB, in our

press analysis points to the apparent lack of interest in

this concept by the press as well as not being suffi-

ciently covered in the auditing standards. One

explanation for this finding is that it may be difficult

for the press to accurately ascertain the subjective

norms of individuals.

Based on our results, we suggest adding the fol-

lowing (non-comprehensive) list to the fraud-risk

factors displayed in the SAS 99 and ISA 240

appendices:

– The manager has a very high living standard that

could lead him/her to take unethical/fraudulent

decisions.

– The manager has a tyrannical or autocratic-type

personality that does not foster a collective,

healthy culture in the firm. This personality

makes it difficult to promote honest dialog be-

tween all levels of the hierarchy.

– The manager has been praised in press articles.

While this is not problematic per se, it may

have given the manager an inflated opinion of

himself/herself that may at times lead to self-

promotion at any cost. The manager has lost

perspective on his/her authority and cannot tol-

erate his/her judgment being questioned.

– The manager has benefited from a dominant po-

sition vis-à-vis other employees. This situation is

not problematic per se, but if employees have

such a respect for their manager (or are so im-

pressed) that checks and balances might disap-

pear. The employees cannot critically assess

whether what the manager requires of them is

unethical or fraudulent.

In summary, the auditors should better integrate

the attitudes component when evaluating the

potential for unethical behavior associated with

fraud, and the press is a potentially useful tool to

understand managers’ personalities.25 Thus, our

exploration of fraud cases reinforces the conclusion

of Martin (2007), who addresses the demand for

auditors to assess the integrity and ethical values of

clients. This is already part of the control environ-

ment audit mandated by the Sarbanes-Oxley Act
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(2002) in section 404. The audit requires auditors to

evaluate controls via a framework that lists man-

agement control philosophy as an important element

of the control environment. One implication from

the results of our study is that auditors should place

a special emphasis on evaluating the ethics of

individuals through the assessment of attitude,

subjective norms, perceived behavioral control and

moral obligation–the components of the TPB

(see Figure 1).26

The advantage of the TPB is that it allows auditors,

researchers and regulators to understand the role that

the elements underlying the attitude (in a broad

sense) play in perpetuating fraud. For example, using

Ajzen (1991) methodology, auditors can look at the

perception managers have of the consequences of

committing fraud and the perceived likelihood that

managers have that these consequences will occur.

Further, other elements of the TPB can be examined

as well. For example, auditors may look at the role

important referents (such as their spouse or col-

leagues) play on influencing a manager to commit or

not commit fraud (importance of subjective norms).

Auditors must also place emphasis on evaluat-

ing the organizational culture. As explained by

Carpenter and Reimers (2005, p. 118), managers’

attitudes can be shaped by the firm’s culture and the

direction of top executives and the board of

directors. The responsibility for ethical behavior

rests upon the organization and the organizational

values. Thus, a person may be more likely to be-

have unethically if the perceived consequences will

not be punished but rewarded (Carpenter and

Reimers, 2005). Further, auditors should evaluate

the fairness of the work climate (Cohen et al.,

2007). For example, are some employees over-

worked or ill compensated? If so, this situation

could lead to resentment and possible cheating. The

presence or absence of an ethics committee on the

board should also be highlighted and its role, in case

of presence, should be investigated. Conversely, the

absence of an ethics committee could be a signal

that the board may not be doing enough to mon-

itor the potential for fraud. Alternatively, a gover-

nance committee could have a mandate to monitor

the ethical climate of the firm with a special

emphasis on providing oversight and guidance to

management on ethical issues. Further, with the

increased attention that boards need to pay atten-

tion to enterprise risk management (Cohen et al.,

2010) a risk management committee can explicitly

consider personality traits when evaluating the risk

of management committing fraud. Moreover, sec-

tion 406 of SOX (U.S. Congress, 2002) requires

public companies to either have a code of conduct

or needing to explain why the company does not

have one. Thus, the appropriate committee of the

board (e.g., the ethics committee or the risk man-

agement committee), can be more explicit in rely-

ing on a strong and substantive code to monitor

management for these indicators of fraud that could

potentially lead to a violation of the code.

Finally, as in all studies, there are potential limi-

tations that attenuate somewhat the generalizability

of the results. First, we do not mean to imply that

the red flags identified from the press will always lead

to corporate fraud: of course, the vast majority of

managers who have a high standard of living and are

identified as high-profile leaders will not engage in

fraudulent acts. However, we believe that the exis-

tence of these red flags is a relevant indicator of

potential fraud. Cooper (2008) in the book telling

her story as the WorldCom whistleblower, explains

that the accountants who were willing to obey the

order to record the fraudulent entries rationalize

their behavior by reference to the personality of the

managers: ‘‘Troy [one of the accountants involved]

wonders if maybe he’s making too much out of this.

After all, Scott [the CFO]’s very smart and highly

regarded. He must know what he’s doing’’ (p. 7). In

this example, the fact that the CFO was considered a

‘‘financial wizard,’’ while it may not per se explain

the fraudulent behavior, at a minimum played a

major role in the ‘‘rationalization’’ phenomenon by

the accountants being urged to behave fraudulently.

Second, another limitation is related to the ex-

post rationalization phenomenon and to press cov-

erage. Newspapers do shape people’s worldviews but

news itself is managed, manufactured and selectively

produced. We do not underestimate the desire of

newspapers to glamorize fraud cases and to establish

lively stories that contain colorful motives and are

populated with dramatic personalities. However, the

press articles are generally based on facts and actual

testimonies, which work to reduce the weight of the

rationalization. For example, Choo and Tan (2007)

also used anecdotal elements in their research men-

tioned earlier.
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Third, if we do not question the construction of

official pronouncements, we are aware that, given

the politics of rulemaking, standard setters are

obliged to accommodate some demands and proceed

in an incremental way. In addition, we must

acknowledge standard setters realize the inherent

difficulty (and sometime impossibility) of assessing

the personality and ethics of client personnel. Unless

dysfunctional personality and ethics are accompanied

by behavior, there is a risk that these traits will go

largely un-assessed and un-addressed.

Fourth, it is important to remember that the lists

of risk factors presented in auditing standards are not

meant to be exhaustive, merely representative of

situations and circumstances that have been associ-

ated with fraud in the past. The risk factors are

illustrative, and are there to stimulate, not limit,

thinking about fraud risk, which does not prohibit,

in our view, an extension of this list.

Finally, in the case of attributes, there may be a

‘‘fundamental attribution error’’ (or ‘‘correspon-

dence bias’’). For example, individuals have a ten-

dency to assume that a person’s actions depend on

what ‘‘kind’’ of person that person is rather than on

the social and environmental forces influencing the

person (Gilbert and Malone, 1995) and the bias is

reinforced when explaining someone else’s failures.

Future research

In the field of social sciences, evidence is not always

easily obtained, or is verifiable especially if we

consider the main topic of our study: corporate

fraud. However, our analysis is based on quotes from

the involved managers, which represent a first level

of evidence and, more generally, on press articles

which constitute a second level of evidence. We

found an extensive number of press articles on the

studied cases, and no case of inconsistency among

the articles, which is an indication of the reliability of

the sources. A future study can explore different

qualitative methods to ascertain the reliability and

objectivity of these sources.

In our analysis, we assigned an equal weight to the

three major components of the combined FT/TPB:

incentives, opportunities and attitudes. In actuality,

the weights of the three components can vary from

situation to situation. When the weight of the eco-

nomic motivations is too high, the ethical threshold

potentially decreases, and vice versa. When there are

numerous opportunities, the probability to commit a

fraud is high. One area of future research would be

to investigate the relative weight of each component

for different types of fraud.

For the sake of simplicity and consistency, we

focused on U.S. cases of alleged or acknowledged

corporate frauds. However, fraud is of course not

limited to the U.S. and many countries have faced

similar situations. It would be interesting to extend

the scope of study to non-U.S. companies (e.g.,

Parmalat27 – Italy –, Shell28 – U.K./Netherlands,

Marionnaud29 – France, etc.) to investigate the

robustness of our results in different cultural and

institutional contexts.

Another area that could be explored is whether a

contingency ethics model can be associated with

predicting unethical behavior that could lead to

fraud. For example, Cohen and Martinov Bennie

(2006) demonstrated how Jones’s (1991) contin-

gency model could be applied within an auditing

context. A future study could explore if elements of

the contingency model that Cohen and Martinov

Bennie employ (e.g., magnitude of consequences,

social consensus) can be related to elements of the

fraud triangle such as incentives/pressures or to

the attitude toward consequences component of the

TPB. Finally, our results could be useful in two

other contexts. First, forensic auditing30 could

benefit from the combined fraud triangle/TPB

theories in order to develop new red flags for

forensic auditors. Second, the decision taken by

auditors to accept new clients or to discontinue the

service provided to a current client could also in-

clude a risk assessment based on these combined

theories.

Notes

1 For other studies that have looked at fraud or error

cases, see Eilifsen and Messier (2000), Caster et al.

(2000), Nieschwietz et al. (2000) and Rezaee (2005).
2 Shafer (2002) examines fraudulent financial report-

ing within the context of Jones’ (1991) ethical decision

making model. He finds that quantitative materiality did

not influence ethical judgments. Thorne et al. (2003)
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study the auditor’s moral reasoning, applying the cogni-

tive developmental theory of Kohlberg (1958, 1979)

and the measurement tools proposed by Rest (1979).

They find that national institutional context is associated

with differences in auditors’ moral reasoning. Elias

(2002) examines the ethics of the earnings management

practice. His results indicate a positive relationship be-

tween social responsibility, focus on long-term gains,

idealism and the ethical perception of earnings manage-

ment and a negative relationship between focus on

short-term gains, relativism and the ethical perception

of this practice.
3 This theory states that ‘‘an intense emphasis on

monetary success induces corporate executive Fraud,’’

‘‘corporate executives exploit/disregard regulatory con-

trols to commit Fraud,’’ and ‘‘a corporate environment

that is preoccupied with monetary success provides jus-

tification/rationalization for success by deviant means

such as Fraud.’’
4 For instance, Brennan and McGrath (2007) on the

basis of 14 fraud cases, focus on incentives and opportu-

nities.
5 Uzun et al. (2004) also used cases as identified in the

financial press, but with a focus on governance mechanisms.
6 Loebbecke et al. (1989) use a reasoning equivalent

to the ‘‘fraud triangle’’ and call it a ‘‘model.’’
7 Albrecht et al. (1982, p. 34) and Comer (1977,

pp. 10–11) present Cressey’s theory.
8 See Eilifsen and Messier (2006, p. 87), Ramos

(2003), and Soltani (2007, pp. 538–542).
9 The international auditing standard ISA 240 (IFAC

(International Federation of Accountants), 2005, 2009),

treats ethics in a similar manner as SAS 99. However,

the individual ‘‘morale’’ (and not morals) is mentioned.

We carried out a line-by-line comparison of SAS 99 and

ISA 240 with regard to the ‘‘examples of risk factors’’

provided in the appendix of each standard (available

from the authors upon request). Apart from a few word-

ing differences, we noticed that a few items are present

in ISA 240 and absent in SAS 99 (see Appendix B).
10 A good example of subjective norms and ‘‘signifi-

cant others’’ is provided by Abernethy and Vagnoni

(2004, p. 211) who focus on the power of physicians in

hospitals, as this group has traditionally been the domi-

nant power in hospitals.
11 They showed that the TPB predicted intentions

with a high degree of accuracy, and that it was moder-

ately successful in the prediction of actual behavior.
12 We mention at the end of the article some limita-

tions of press coverage.
13 Available at the following address: http://www.

citizenworks.org/corp/corp-scandal.php. Last retrieved:

April 12, 2011.

14 Available at the following address: http://www.

forbes.com/2002/07/25/accountingtracker.html. Last retri-

eved: April 12, 2011.
15 We recognize that the inclusion of these three

companies represents a mixed approach to the nature of

the sample. However, the qualitative nature of the

results does not change when we exclude these three

companies from the analysis.
16 There is no occurrence of 2 (covered by SAS 99

but not ISA 240).
17 The addition of ‘‘perceived moral obligations’’ to

the prediction equation improved prediction of re-

ported lying behavior, but did not help to account for

much variance in cheating and shoplifting.
18 We thank an anonymous reviewer for the EFE-JBE

Special Issues Conference for having suggested this

approach to strengthen our results.
19 The different connotation (positive or negative) of

words is not related to our research question which

concerns the different components of the fraud behav-

ior. Consequently, in the use of a ‘‘positive’’ word,

such as ‘‘award,’’ and a ‘‘negative’’ word, such as ‘‘arro-

gant,’’ to describe a fraudulent behavior, these words

will not offset each other but, conversely, will sum up

to increase the perceived behavioral control. A future

study may explore if the press tends to use more posi-

tive or more negative descriptions of managers who end

up committing fraud. The detailed content of the dic-

tionary is available from the authors upon request.
20 Available by subscription at www.infinancials.com.
21 There is only one exception to this rule: given that

Ahold is a Dutch group, we chose the closest U.S.

peer, Kroger in this case.
22 The detailed list of control firms is available from

the authors upon request.
23 In a few instances, for very large control companies

such as AT&T and Yahoo, the number of articles re-

trieved was so big that we restrained the period under

survey to [Y - 1, Y + 1].
24 In three instances, the CEO has not been involved in

the fraud (another senior executive being involved). We

have withdrawn these three firms and their peers from

our statistical treatment. Our final sample includes 36

treatment and 36 control firms, which generates 72 files.
25 In some situations, such as when employees exhibit

perhaps excessive respect and blind loyalty toward their

managers, it is imperative to have appropriate checks

and balances as manifested in the existence of a strong

internal control system.
26 Our study is also in line with past research (Gillett

and Uddin, 2005) which highlighted the importance of

red flags questionnaires, although Pincus (1989) found

mixed results concerning the efficacy of these red flags,
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and automated decision aids to improve the auditor’s

ability to detect fraud. Further, this study is in line

with Jennings (2006a, b) who identifies ‘‘seven signs of

ethical collapse,’’ which we can assign to the three

dimensions of the fraud triangle and the TPB: (1)

incentives (‘‘sign 1: Pressure to meet numbers’’), (2)

opportunities (‘‘sign 4: A weak board,’’ ‘‘sign 5:

Conflicts of interest’’) and (3) incentives/rationaliza-

tions (‘‘sign 2: Fear and silence,’’ ‘‘sign 3: Sycophantic

executives and an iconic CEO,’’ ‘‘sign 6: Over-

confidence,’’ ‘‘sign 7: Social responsibility is the only

measure of goodness’’).
27 Money shifted from Parmalat’s coffers to loss-mak-

ing travel businesses controlled by the founder’s family.
28 Overestimation of oil reserves.
29 Underestimation of the accrual for gift certificates.
30 Definition of the Institute of Forensic Auditors:

‘‘Forensic audit is the activity that consists of gathering,

verifying, processing, analyzing of and reporting on data

in order to obtain facts and/or evidence – in a prede-

fined context – in the area of legal/financial disputes

and or irregularities (including fraud) and giving pre-

ventative advice’’ (http://www.ifa-iaf.be/v1/frontEnd/

presentation/introduction.html).
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Appendix A: Press articles and SEC

documents used for the case studies:

statistics and references

A.1

Company When

scandal

went

public

Number

Press

articles

SEC

documents

Total

Adelphia
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2002 5 1 6

Ahold 2003 3 1 4

AIG 2005 4 1 5

AOL 2002 3 1 4

Bristol-Myers
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2002 6 1 7

Cendant 1998 4 1 5

Computer

Associates

2002 4 1 5

CMS Energy 2002 2 1 3

Datek Online 1998 3 1 4

Delphi 2004 4 1 5

Dollar General 2002 3 0 3

Duke Energy 2002 3 1 4

Dynegy 2002 3 1 4

El Paso Corporation 2002 4 1 5

Enron 2001 3 1 4

Freddie Mac 2003 6 1 7

Global crossing 2002 3 1 4

Halliburton 2002 4 2 6

Harken Energy 2002 4 0 4

HealthSouth 2002 5 1 6

Homestore.com 2002 3 2 5

HPL Technologies 2002 3 1 4

ImClone Systems 2002 4 1 5

K-Mart 2002 3 1 4

Lucent 2004 3 1 4

Merck 2002 3 0 3

MicroStrategy 2000 6 2 8

Network Associates 2000 2 1 3

Peregrine Systems 2002 4 1 5

Phar-Mor 1992 6 2 8
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APPENDIX A

continued

Company When

scandal

went

public

Number

Press

articles

SEC

documents

Total

Qwest 2002 4 2 6

Reliant Energy 2002 2 2 4

Rite Aid

Corporation

2002 4 1 5

Sunbeam 1998 5 1 6

Tyco 2002 3 2 5

Ullico 2002 4 0 4

Waste management 1999 2 2 4

WorldCom 2002 6 4 10

Xerox 2000 3 4 7

Total 146 49 195

Average 3.7 1.3 5.0

Standard deviation 1.2 0.8 1.5

Minimum 2 0 3

Maximum 6 4 10

SEC documents listed in this Appendix were not directly

used to fill Table I but only to understand the technical

and accounting aspects of the corporate fraud.
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Appendix B: Case studies of corporate

scandals

This appendix presents a detailed analysis of the

behavioral motivations of 39 corporate scandals.

The components are classified according to the

combined theory (FT/TPB): Incentives-pressures

(col. 1), opportunities (col. 2), attitudes/rationaliza-

tions (this latter component being subdivided into

four separate components taken from the TPB:

attitude (col. 3), subjective norms (col. 4), perceived

behavioral control (col. 5) and moral obligation (col.

6)). A numbering system is used after each compo-

nent to refer to SAS 99 and ISA 240: 1 = covered by

both SAS 99 and ISA 240, 2 = covered by SAS 99

but not ISA 240, 3 = covered by ISA 240 but not

SAS 99 and 4 = covered by neither SAS 99 and ISA

240. FFR stands for ‘‘Fraudulent Financial Report-

ing’’ while ‘‘MA’’ represents a ‘‘Misappropriation of

Assets.’’ We mention the type of fraud after the

company name. FFR is present in all the cases under

study: N
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Department of Accounting and Management Control,

HEC Paris,

1, rue de la Libération, 78351 Jouy-en-Josas, France

E-mail: lesage@hec.fr
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Player and Referee Roles Held Jointly:

The Effect of State Ownership on China’s

Regulatory Enforcement Against Fraud
Wenxuan Hou

Geoff Moore

ABSTRACT. This article examines the impact of the

prevailing state ownership in the Chinese stock market on

corporate governance and the financial regulatory system,

respectively, as the internal and external monitoring

mechanisms to deter corporate fraud and protect inves-

tors. In line with the literature that state ownership

exaggerates the agency problem, we find that the retained

state ownership in privatised firms increases the incidence

of regulatory enforcements against fraud. For the state-

owned enterprises (SOEs), however, larger state owner-

ship is associated with a lower incidence of enforcement

actions. This is attributed to the mutual political affiliation

of the fraudulent SOEs and the regulatory commission.

A new regulation ‘‘Solutions for Listed Firm Checks’’ pro-

mulgated in March 2001 has mitigated this effect by

empowering the regulatory commission to increase the

severity of regulatory conditions. Our evidence confirms

the improvement in the regulatory environment and

investor protection in the Chinese stock market brought

about by the regulatory reform and development.

KEY WORDS: China, corporate governance, regula-

tory enforcement, fraud, fraud inspection, investor pro-

tection, political connection, regulatory commission,

regulatory condition, state ownership

Introduction

Although China has experienced dramatic devel-

opment in its capital markets, the influence of the

state remains dominant in many respects. The state

controls nearly 80% of the listed firms in the Chinese

stock market (Chen et al., 2009) and retains own-

ership in nearly half of the privatised listed firms

(Chen et al., 2008). Meanwhile, the state remains

influential in the legal and financial regulatory sys-

tem, undermining judicial and regulatory indepen-

dence (Allen et al., 2005; Chen, 2003; Chen et al.,

2005). Such institutional features have been found to

affect the effectiveness of monitoring listed firms and

investor protection, but its impact on regulatory

inspection and enforcement against fraud is as yet

under-researched. This article intends to shed light

on this issue.

The determinants of fraud have been widely

discussed in the literature of finance, economics, law

and business ethics. International evidence (Beasley,

1996; Beasley et al., 2000; Chen et al., 2006;

Dechow et al., 1996; Uzun et al. 2004) suggests that

board independence measured by the proportion of

independent or outside directors, and the presence

of an audit committee help to enhance the internal

monitoring mechanisms and consequently reduce

the incidence of fraud. In addition to the board of

directors, a supervisory board also plays a monitoring

role for Chinese listed firms. Ding et al. (2007, 2011)

and Jia et al. (2009), however, show that this is not

effective in deterring fraudulent activities, but pas-

sively reacts to enforcement actions. Firth (2005)

show that the China’s Securities Regulatory Com-

mission (CSRC) (regulatory commission hereafter)

is concerned about fraud because auditors are sanc-

tioned for failing to detect and report certain mate-

rial misstatement frauds. Chen et al. (2005) show

that the regulatory commission is not a toothless

tiger as its enforcement actions decrease the stock

price of the fraudulent firms.

These studies have weaknesses in that they fail to

consider the impact of state ownership of the listed

firms on the effectiveness of external monitoring

mechanisms, although Allen et al. (2005), Anderson

(2000), Chen (2003) and Chow (1997) acknowledge

that political connections play an important role in

Journal of Business Ethics (2010) 95:317–335 � Springer 2011
DOI 10.1007/s10551-011-0858-1
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the Chinese legal and financial regulatory systems,

and the laws and regulations are not effectively

enforced when the politically powerful defendants

are involved. We therefore expect that fraud

inspection differs across firms with various strengths

of political connections. In addition, the impact of

exogenous regulatory changes has not been consid-

ered in the literature; in particular, the consequence

of the new regulation ‘‘Solutions for Listed Firm

Checks’’, promulgated in 2001, has not been inves-

tigated. Finally, the data used in some of the studies

were collected from newspapers and could miss

some enforcement actions. This article aims to

remedy these shortcomings by arguing that state

ownership plays an important role in the effective-

ness of both corporate governance and legal/regu-

latory systems, as internal and external monitoring

mechanisms, respectively, and that regulatory chan-

ges also influence the regulatory environment.

To carry out our analysis, we include all regula-

tory enforcements of fraud from 1999 to 2008 in the

Chinese stock market and, respectively, construct a

firm-year sample and a matching-firm sample as

robustness checks of each other. We classify the

listed firms into state-owned enterprise (SOEs) and

non-state-owned enterprises (non-SOEs). Our main

findings are as follows. For non-SOEs, the ratio of

state ownership is positively related to the incidence

of regulatory enforcements against fraud. This con-

firms our prediction that state ownership weakens

the internal monitoring mechanism of the listed

firms leaving opportunities for management to

commit fraud. This is in line with the literature (see

Cheung et al., 2010; Clarke, 2003; Gul et al., 2010;

Shleifer and Vishny, 1986) that state ownership

aggravates agency problems. Meanwhile, the fraud-

ulent activities in non-SOEs are likely to be

uncovered by the regulatory commission in that they

lack political resources which could otherwise pro-

vide favourable regulatory conditions (Allen et al.,

2005; Anderson, 2000).

For SOEs, however, we find that the ratio of state

ownership is negatively related to the incidence of

regulatory enforcements against fraud. Although the

literature suggests that SOEs with concentrated state

ownerships are associated with even weaker corpo-

rate governance, they tend to affiliate with the

central government which has the supreme power.

The politically powerful affiliations of these fraud-

ulent SOEs could bring certain privileges in the

regulatory environment and help them to avoid

the non-transparent selective inspections from the

regulatory commission. Such privileges of politi-

cal connection, however, have been substantially

weakened by the new regulation ‘‘Solutions for Listed

Firm Checks’’ promulgated in March 2001 to replace

the old regulation ‘‘Solutions to Carry Out Listed Firm

Checks System’’. This new regulation mandates reg-

ular and detailed fraud inspections on all listed

firms to substitute for the practice of selective inspec-

tions, empowering the regulatory commission and

increasing inspection severity (Chen et al., 2005).

We document an increase in the incidence of reg-

ulatory enforcements on SOEs with larger state

ownerships and richer in political resources follow-

ing the promulgation of the new regulations; whilst

the sanction incidence on non-SOEs is not signifi-

cantly affected. This suggests that the fraud inspec-

tion and enforcement actions are subject to less

political intervention under the new regulation.

These findings exist in both the firm-year sample

and the matching-firm sample, and are robust to the

controls of firm characteristics (i.e. size, growth),

operating performance, corporate governance (i.e.

ownership concentration, CEO duality, board size

and board independence) as well as industry and

region fixed effects.

Our findings contribute to the literature in

several ways. This is the first study, to our

knowledge, to compare the effects of state own-

ership on the incidence of regulatory enforcements

against fraud between SOEs and non-SOEs. For

the corporate governance literature, we empirically

confirm the argument that state ownership damages

the effectiveness of internal monitoring mecha-

nisms. For the literature on legal and regulatory

systems, we provide new evidence that state affili-

ation of both the listed firms and the regulatory

commission harms regulatory independence and

regulation enforcement. In addition, this is also the

first study, to our knowledge, to examine the

exogenous regulatory changes on the severity of

fraud inspection. For the literature on economic

reform, we show that the new regulation of

‘‘Solutions for Listed Firm Checks’’ yields a beneficial

impact to this emerging stock market of China.
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Evidence of an increase in the incidence of regu-

latory enforcements in SOEs with rich political

resources suggests a decline in the privilege of

political connections, which in turn enhances reg-

ulatory enforcement, and improves shareholder

protection and the investment environment. It adds

to the literature on fraud by showing that not only

internal monitoring mechanisms, but also external

monitoring mechanisms contribute to regulatory

enforcements.

The remainder of this article is organised as fol-

lows. Second section reviews the literature and

develops the testable hypotheses. Third section

presents the research design and sample characteris-

tics. Fourth section interprets the empirical results

and last section concludes.

Literature and hypothesis

Internal governance and fraud

Board characteristics

The board of directors is one of the most crucial

vehicles in corporate governance mechanisms to

provide internal monitoring. Poor oversight through

weak corporate governance can provide opportu-

nities for management to carry out fraud (Dechow

et al., 1996). John and Senbet (1998) find that board

characteristics, including board independence, CEO

turnover, board size and committee structure,

determine board effectiveness, which consequently

affects the incidence of fraud. Independent (outside)

directors are believed to be able to increase the

board’s ability to monitor management effectively

(Fama and Jensen, 1983) and enhance shareholder

wealth maximisation (Rosenstein and Wyatt, 1990).

Beasley (1996) and Dechow et al. (1996) identify the

important role of the independent (outside) directors

in reducing the likelihood of financial statement

fraud, respectively, from their samples of 75 firms

from 1980 to 1991 and 92 similar firms from 1982 to

1992. Beasley et al. (2000) perform analysis of fraud

within three volatile industries (technology, health

care, and financial services). They notice the varying

fraud techniques across industries and find a majority

of outside directors to be less common in fraudulent

firms compared with non-fraudulent industry

benchmarks. Uzun et al. (2004) also have the same

findings based on 133 fraudulent or criminal firms

from 1978 to 2001. Evidence of emerging stock

markets from Chen et al. (2006) and Firth et al.

(2011) shows that outside directors and directors

with an accounting or financial background help to

reduce the fraudulent practice of Chinese listed

firms.

In many listed firms, an audit committee is

appointed to examine information accuracy and

forms a part of the internal monitoring structure.

Information accuracy helps to enhance the moni-

toring quality of the board and ensures the board

remains vigilant. Although Beasley (1996) docu-

ments no evidence in his sample, Dechow et al.

(1996) find that the presence of an audit committee

helps to reduce fraud. Beasley et al. (2000) and Uzun

et al. (2004) further indicate the importance of the

composition of the audit committee: audit com-

mittees in fraudulent firms tend to have smaller

percentages of outside and independent directors,

and have lower meeting frequency. Chen et al.

(2006) show that auditors with better quality, mea-

sured by the audit firm size, are more capable of

deterring and correcting fraud.

In addition to the board of directors, a supervisory

board serves as an additional monitoring organ for

Chinese listed firms following the German corporate

governance model. Dahya et al. (2003) find that

investors care about the supervisory board report,

but the supervisory board in most of the firms acts as

a censored watchdog rather than an independent

supervisor. This evidence does not justify the use-

fulness of the supervisory board in China. Ding et al.

(2007, 2011) and Jia et al. (2009) show that the

supervisory board only passively reacts to the regu-

latory enforcement and increased meeting frequency

is not helpful in deterring fraud or recurrence of

fraud.

Finally, although the characteristics of the man-

agement, such as the duality of CEO and Chairman

roles and CEO tenure, influence corporate gover-

nance (John and Senbet, 1998), their effects on the

likelihood of fraud have mixed results. There is no

significant impact documented in Beasley (1996),

Beasley et al. (2000), Chen et al. (2006), and Uzun

et al. (2004), but there is in Dechow et al. (1996).

Denis et al. (2006) show that option-based com-

pensation could serve as an incentive for the man-

agement to engage in fraudulent activities.
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Ownership characteristics

Besides board characteristics, the ownership structure

has also been found to play an important role in

corporate governance. In China, 80% of the listed

firms are state-owned-enterprises (SOEs) with the

state as the dominant shareholder (Chen et al., 2009).

State ownership is also prevalent in the privatised

non-SOEs: although control has been transferred

from the state to private investors as a result of pri-

vatization, the state often retains a proportion of

ownership as a non-dominant or minority share-

holder (Chen et al., 2008). State ownership and

especially concentrated state ownership could aggra-

vate the agency problem (Shleifer and Vishny, 1986)

in that state shareholders tend to operate firms for

political purposes such as controlling sensitive

industries (Clarke, 2003) and reducing local unem-

ployment rate (Fan et al., 2007), instead of share-

holder wealth maximization. Cheung et al. (2010)

empirically verify that state ownership in both SOEs

and non-SOEs is negatively associated with the cor-

porate governance quality index (CGI) constructed

in their study. In addition, state ownership is found to

weaken the information environment of listed firms

(Gul et al., 2010), and this further holds back the

monitoring functions of the board and outside

investors. These results suggest that state ownership

directly and indirectly undermines the effectiveness

of the internal monitoring mechanisms, thereby

increasing the chances of fraudulent activities.

External governance and fraud

Outside investors

In addition to internal governance, listed firms are

subject to other sources of oversight or supervision.

From the culture perspective, Lu (1997, 2008)

argues that Chinese traditional Confucian ethics may

help to develop business ethics. More importantly,

outside investors, through the wealth implication of

stock price, form an important part of the external

monitoring mechanism: disclosed fraud leads to a

depression of the stock price, and consequently

decreases in shareholders’ wealth and executives’

equity-based compensation. In the Chinese stock

market, however, state shareholders and executives

in SOEs are much less concerned with the stock

price because the state shares are subject to imposed

trading constraints and are restricted from free

trading1 (Chen et al., 2008; Hou and Howell, 2011),

and because the executives’ compensations in SOEs

are found to be not significantly related to the stock

return (Firth et al., 2006). Hence, the wealth

implication of stock price tends to be inadequate to

urge state shareholders and executives in SOEs to

deter fraudulent activities.

Financial institutions

Disclosed fraud can jeopardize reputation and cred-

ibility of the fraudulent firm and consequently affect

its ability to raise capital and its cost of capital. When

the share price drops, the firms need to issue more

shares to raise the same amount of capital from the

equity market. Institutional investors, such as fund

companies, may refuse to purchase the issued shares

due to the decreased liquidity and information

quality following the announcement of fraud as

documented in Chen et al. (2005), Dechow et al.

(1996) and Firth et al. (2010). Likewise, the damaged

credibility could also prevent fraudulent firms from

getting loans from banks, which are concerned about

the accuracy of their accounting statements. How-

ever, firms with state ownership are less affected.

Although the Chinese banking sector has been

experiencing considerable reforms in various aspects,

the state still controls virtually all of the sizable banks

in China, and political connections continue to play

an important role in gaining access to bank finance.

Firth et al. (2009) note that the state shareholder, no

matter whether it is in a dominant position or not, is

able to help either state-owned or private firm to

obtain bank loans. Khwaja and Mian (2005) show

that politically connected firms are able to borrow

45% more from government banks than non-con-

nected firms. In like manner, almost all securities

companies are controlled by the government (Firth

et al., 2010), and politically connected issuing firms

enjoy significant benefits of their preference (Francis

et al., 2009). Given these institutional features, firms

with state ownership in the Chinese stock market

tend to be less affected by the damaged credibility

and thus have less strong incentives to ensure that

fraud does not occur.

Chinese legal and regulatory systems

Allen et al. (2005) indicate the underdevelop-

ment of the legal system in China by pointing out
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government interference in the legal system and the

lack of legal enforcement. The legal system provides

few options for minority investors to take private

enforcement action against the misconduct of

blockholders (Jiang et al., 2010). Chinese courts are

believed to be not politically powerful and conse-

quently are reluctant to take cases involving

(politically) powerful defendants (Clarke, 2003); and

this is even more true for the main securities reg-

ulator CSRC (see Anderson, 2000; Chen et al.,

2005, 2006). Among others, the duties for this

regulatory commission include formulating regula-

tions for the securities markets, examining and

supervising listed firms. The regulatory commission

is not independent of the government, but financed

and answerable to the State Council (Chen et al.,

2005), which also appoints its senior directors.

Meanwhile, many of its supervisees, i.e. listed firms,

are also affiliated with the government. Chen et al.

(2009) show that around 14% of listed firms are

affiliated to central government, and around 66% of

the listed firms are affiliated to the provincial, local

governments or their agencies known as the state

asset management bureaus. Fan et al. (2007) further

show that 27% of the CEOs of the newly partially

privatised firms in China are former or current

government bureaucrats. Li et al. (2006) observe

that, due to the excessive government regulation

and the weak legal system, private entrepreneurs

also try to participate in politics in order to acquire

certain privileges or resources brought about by

their political connections. This is backed up by the

argument in Chow (1997) that China has the

appearance of a semi-legal system with the other

half being supplied by the informal (political) net-

work. Because politics and adjudication are often

mixed and there is no effective judicial indepen-

dence, to what extent the laws and regulations are

enforced depends partially on the political resources

of the involved parties (Chen, 2003). The SOEs

with larger state ownerships are believed to be

endowed with richer political resources as they are

more commonly affiliated to the central govern-

ment (Chen et al., 2009), and the state has a

stronger intention to maintain its influence in these

firms, and helps to secure favourable legal and

regulatory conditions (Allen et al., 2005).

The regulatory commission used to carry out

fraud inspection in accordance with the previous

regulation of ‘‘Solutions to Carry Out Listed Firm

Checks System’’ promulgated in December 1996,

which was believed to be far too generous in that the

regulatory commission adopted a practice of selec-

tive inspection on the listed firms (Chen et al.,

2005). The non-transparent timing and sampling

method to inspect listed firms were solely and pri-

vately decided by the regulatory commission. Due to

the aforementioned institutional features, which

gives rise to a conflict of interest between the ‘‘fair

play’’ in practicing regulation and the monopoly

power of the state (Allen et al., 2005), the regulatory

commission may choose not to inspect the firms

with rich political resources. Fraudulent activities are

thus less likely to be uncovered or incur enforce-

ment actions.

The situation could be mitigated by the new and

more severe regulation ‘‘Solutions for Listed Firm

Checks’’ promulgated to replace the ‘‘Solutions to

Carry Out Listed Firm Checks System’’ in March 2001.

The new regulation abolished selective inspection

and induced regular checks and special checks,

which are more comprehensive and detailed (Chen

et al., 2005). The regulatory checks mandates the

inspection of all listed firms including these with rich

political resources, and the special checks assigns

specialised inspection items. The new regulation is

therefore expected to increase the authority of the

regulatory commission and inspection severity by

putting the firms with rich political resources under

increased scrutiny. Although the new regulation

does not make the regulatory commission indepen-

dent, or guarantee that every fraud in these firms is

uncovered and incurs effective enforcement, it is

expected to increase the incidence of disclosed frauds

and subsequent regulatory enforcements in these

firms.

Hypotheses development

The detection of fraud

Regulatory enforcement can be taken only against

disclosed fraud, which is a subset of total fraud.

There may be some fraudulent activities uncovered

in the inspections. We hereby express regulatory

enforcement against disclosed fraud (Fraud) as a

function of total fraud and inspection severity as

follows:
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Fraud ¼ f Total Fraud; Inspection Severityð Þ ð1Þ

Both Total Fraud and Inspection Severity are expected

to positively influence Fraud in that firms with more

fraudulent activities are more likely to be found out,

and fraudulent activities are more likely to be

identified under closer scrutiny. As Total Fraud is

unobservable, Fraud is used as its proxy in the lit-

erature, the impact of the Inspection Severity, how-

ever, tends to be ignored. Given the discussed

institutional features of the Chinese stock market,

we argue that inspection severity differs across listed

firms with different entity. In particular, non-SOEs

are treated impartially in fraud inspections because

regulatory commission is independent of them;

whereas SOEs are treated favourably because of the

mutual political affiliation between them and the

regulatory commission.

Non-SOEs

Given the institutional features that the state still

retains some ownership in many privatised firms, i.e.

non-SOEs (Chen et al., 2008), and the evidence that

state ownership holds back the information envi-

ronment (Gul et al., 2010), corporate governance

(Cheung et al., 2010), and consequently internal

monitoring mechanisms, fraudulent activities are

expected to be more frequent in non-SOEs with

large state ownerships than non-SOEs with low or

nil state ownership. Despite having some retained

state ownership, non-SOEs are not affiliated with

the government, and therefore, lack the political

resources to avoid fraud inspection to conceal mis-

conducts. Hence, fraudulent activities in non-SOEs

are likely to be uncovered and to incur enforcement

actions. We thereby hypothesize that:

H1: In non-SOEs, state ownership increases the

incidence of regulatory enforcements against

fraud.

SOEs

Although state ownership of SOEs hampers the

internal monitoring mechanism to deter fraudulent

activities, SOEs have government affiliation which

plays an important role in the semi-legal system

(Chow, 1997) and which could influence the

inspection severity of the regulatory commission to

bring about favourable regulatory conditions. This is

expected to be more pronounced in the SOEs with

larger state ownership, because their political con-

nection tends to stronger and they tend to affiliate

with the ultimate authority, i.e. the central gov-

ernment (Chen et al., 2009). Controlled by the

government, the regulatory commission is reluctant

to enforce regulation effectively when government’s

affiliates of this kind are involved, and may even

choose not to put these firms under scrutiny. This is

possible when inspections take place in selected lis-

ted firms only under the regulation of ‘‘Solutions to

Carry Out Listed Firm Checks System’’ promulgated in

1996. We hereby hypothesize that:

H2: In SOEs, state ownership decreases the inci-

dence of regulatory enforcements against fraud.

New regulation

The new regulation ‘‘Solutions for Listed Firm Checks’’

promulgated in 2001 endows the regulatory com-

mission with greater authority and enhances the

inspection severity by mandating ‘‘regular checks’’

on all listed firms and ‘‘special checks’’ on specialised

items to replace the non-transparent ‘‘selective

checks’’ required in the previous regulation ‘‘Solu-

tions to Carry Out Listed Firm Checks System’’ pro-

mulgated in 1996 (Chen et al., 2005). The SOEs

with large state ownership, which have poor cor-

porate governance but rich political resources, can

no longer avoid inspection, and their fraudulent

activities become more likely to be uncovered and

incur regulatory enforcements than previously. We

thereby hypothesize that:

H3: The promulgation of the new regulation

‘‘Solutions for Listed Firm Checks’’ in 2001 is

associated with an increase in the incidence of

regulatory enforcements against fraud in the

SOEs with larger state ownership.

Research design

Model specifications

To empirically test the predictions in hypotheses

H1 and H2, we apply a probit regression model as

follows:
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Fraud ¼ a0 þ a1SOE þ a2SOR þ a3SOE:SOR

þ
Xk

k¼1

akþ3Controlk þ e ð3Þ

where Fraud is a dummy variable assigned to 1 if

the firm is subject to a regulatory enforcement

against fraud, and 0 otherwise; SOE is a dummy

variable assigned to 1 for state-owned enterprises,

and 0 otherwise. SOR is the state ownership ratio

which is measured by the percentage of shares held

by the state. Note that the state retains minority

ownership in some privatised listed firms. SOE and

SOR are thereby interacted. A set of 1-year lagged

control variables are incorporated to control the

firm characteristics, firm operating performance,

and corporate governance, including the natural

logarithm of market capitalisation (LnMC), price-

to-book ratio (PB), industry-median adjusted return

on assets (IROA), dummy variable of ownership con-

centration (OwnCon is equal to 1 if the Herfindahl

index based on the top 10 largest blockholders of

the firm is above the median of the yearly observa-

tions, and 0 otherwise), dummy variable of foreign

control (Foreign is equal to 1 if the dominant share-

holder of the firm is a foreign investor, and 0

otherwise), dummy variable of duality (Duality is

equal to 1 if CEO holds the position of the board

chair, and 0 otherwise), dummy variable of board

meetings (DBmeeting is equal to 1 if the number of

board meetings is above the median value of the

yearly observations, and 0 otherwise), dummy vari-

able of board size (DBsize is equal to 1 if the num-

ber of board members is above the median value

of the yearly observations, and 0 otherwise), the

dummy variable of the ratio of the independent

directors in the board (DInd is equal to 1 if the

ratio is above the median value of the yearly

observations, and 0 otherwise), and the dummy

variable of the supervisory board size (DSsize is

equal to 1 if the number of supervisory board

members is above the median value of the yearly

observations, and 0 otherwise). The control vari-

ables are lagged for 1-year to deal with the causal-

ity issue. Industry and region dummies are also

included to control for the impact of industry and

regional effects. The industry dummies are con-

structed based on the first two digits of the GICS

(Global Industry Classification Standard) codes.

The region dummies are constructed by following

Firth et al. (2006), in which the firms are grouped

into four different regions based on the levels of

economic development: (1) Shanghai and Shenz-

hen; (2) The more developed areas including the

open cities and provinces along the coast; (3) The

inland provinces; and (4) the least developed area

in the north-western part of the country. In Eq. 2,

coefficients a2 and a3, respectively, capture the im-

pacts of state ownership on the incidence of regu-

latory enforcement against fraud in non-SOEs and

in SOEs. If a2>0 a3<0ð Þ, then state ownership is asso-

ciated with higher (lower) incidences of enforce-

ment actions in non-SOEs (SOEs), supporting our

prediction in hypothesis H1 (H2).

To test hypothesis H3, we apply the following

probit regression model in the samples of SOEs and

non-SOEs, respectively:

Fraud ¼ a0 þ a1PostNR þ a2SOR

þ a3PostNR:SOR þ
Xk

k¼1

akþ3Controlk þ e

ð3Þ
where Fraud remains the dummy variable assigned

to 1 if the firm is subject to regulatory enforce-

ment against fraud, and 0 otherwise; PostNR is a

dummy variable assigned to 1 for the years after

the promulgation of the new regulation ‘‘Solutions

for Listed Firm Checks’’, i.e. 2001 onwards, and

0 otherwise; SOR is the state ownership ratio

measured by the percentage of shares held by the

state. SOR and PostNR are interacted to capture

the impact of the new regulation on the incidence

of regulatory actions among firms with larger state

ownership. The same set of control variables are

incorporated to control the firm characteristics,

firm operating performance, and corporate gover-

nance. These control variables remain subject to a

1-year lag to cope with the causality problem. If

a3 SOEj > 0 (i.e. the coefficient of the interaction

term, PostNR:SOR, in the sample of SOEs is sig-

nificantly positive) the hypothesis H3 is supported

in the sense that the new regulation improves the

regulatory enforcement among the firms with rich

political resources. In fact, this also reinforces our

hypothesis H2 because if the smaller incidence of

the regulatory enforcements on these SOEs were
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not due to the favourable regulatory condition

brought by their political connections as we

argued, but other underlying reasons such as the

argument of their good corporate governance as a

result of the alignment effect of the ownership

concentration in Ding et al. (2007), the new regu-

lation with increased inspection severity would

not give rise to higher incidence of the regula-

tory enforcement actions on them. We predict

that the a3 non� SOEj (i.e. the interaction term,

PostNR:SOR, in the sample of non-SOEs) is not

significant in that the regulatory commission is

independent of the non-SOEs, and treats them

impartially in fraud inspection at all times.

Sample description and characteristics

The data of regulatory enforcement against fraud,

firm identity (i.e. SOE or non-SOE); firm charac-

teristics, operating performance and the corporate

governance indicators are taken from the CCER/

Sinofin (China Centre for Economic Research).

The state ownership ratio and the corporate gover-

nance variables are from GTA/CSMAR (China

Stock Market and Accounting Research). The

sample period covers a decade from 1999 to 2008.

We take 1999 as the starting year because the 1-year

lagged corporate governance variables used in this

study are only available since 1998 in the database

and also because there were overlapping supervision

responsibilities of the regulatory commission with

other agency bodies until 1998 (Chen et al., 2005).

To perform empirical analysis, we construct two sets

of sample, namely a firm-year sample and a match-

ing-firm sample as robustness checks of each other.

The matching-firm sample is constructed in the

same way as Jia et al. (2009) that each fraudulent firm

is matched with a non-fraudulent firm within 20% of

its size, measured by the book value of total assets,

from the same industry.

The yearly and industry distributions of disclosed

fraudulent activities and the fraudulent firms are

presented in Table I. In panel A, the numbers of

disclosed fraudulent activities (NFraud), fraudulent

firms (FFirm) and firms with multiple fraudulent

activities (MFFirm) soared in 2001. The number of

fraudulent SOEs, the ratio of fraudulent firms rela-

tive to total firms (FFirm/Total), and the ratio of

fraudulent SOEs relative to the total SOEs (FSOE/

SOE) also peak in the year of 2001, in which the

new regulation ‘‘Solutions for Listed Firm Checks’’ was

promulgated to increase the inspection severity. This

is in support of our prediction about the effects of

the new regulation in H3. Note that our observa-

tions are larger than that documented in Chen et al.

(2006) because their data was manually collected

from newspaper and perhaps with some omissions.

Panel B shows the numbers of fraudulent activities

and fraudulent firms in various industries. The ratio

of disclosed fraudulent firms (FFirm/Total) is larger

than the ratio of disclosed fraudulent SOEs (FSOE/

SOE) across all industries. Given the worse corpo-

rate governance of SOEs noted in the literature, this

may imply their favourable regulatory conditions.

The telecommunication services industry, which

includes only 25 firm-year observations, is associated

with the highest ratios of fraudulent firms and

fraudulent SOEs. In addition, the ratios are also

relatively high among consumer staples, information

technology, and financial industries. This coincides

with the argument of low-integrity in banks and

investment banks in Jensen (2010). Beasley et al.

(2000) also point out that the industry traits could

affect the commission of fraud. We therefore apply

the industry fixed effects in our empirical analysis to

make sure the results are not driven by a few

industries.

Empirical findings

Descriptive statistics

Panel A and B of Table II, respectively, presents

descriptive statistics of the variables in the firm-year

sample and the matching-firm sample used in our

analysis. In panel A, about 4% of firms are subject to

regulatory enforcement against fraud. State-owned

enterprises (SOEs) account for 73.09% of the total

number of Chinese listed firms, and the overall mean

(median) state ownership ratio is as large as 32.07%

(34.63%), indicating the prevailing influence of the

state. The ratio of firms with a foreign dominant

shareholder is as small as 0.88%. Panel B compares

the firm characteristics and corporate governance of

the fraudulent firms and non-fraudulent firms in the

matching-firm sample. For each fraudulent firm,
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a non-fraudulent firm of similar size (within 20%

difference in the book value of total assets) from the

same industry is matched to construct the matching-

firm sample by following Jia et al. (2009). The

fraudulent firms with missing control variables or

matching firms are dropped, and the final sample

includes 409 pairs of firms. It shows that the fraud-

ulent firms are associated with larger size, worse past

operating performance, CEO duality, and lower

board meeting frequency. This preliminary result

suggests the importance of corporate governance to

deter fraud.

Table III presents the correlation matrix between

the main variables. The regulatory enforcement

against fraud (Fraud) is negatively related to both the

state entity (SOE) and state ownership ratio (SOR),

TABLE I

This table presents a yearly and industry breakdown of our sample. The sample period covers 1999–2008 and includes

stocks in both Shanghai and Shenzhen exchanges. In panel A, FraudN indicates the number of disclosed fraudulent

activities. FFirm is the number of fraudulent firms. MFFirm is the number of firms with multiple fraudulent activities.

FSOE is the number of fraudulent SOEs (State-owned Enterprises). Total and SOE, respectively, indicates the number

of listed firms and SOEs in the Chinese stock market. In panel B, the industries are classified based on the first two

digits of the GICS (Global Industry Classification Standard) codes

Year FraudN FFirm MFFirm FSOE Total SOE SOE/

Total (%)

FSOE/

FFirm (%)

FFirm/

Total (%)

FSOE/

SOE (%)

Panel A

1999 13 13 0 7 911 768 84.30 53.85 1.43 0.91

2000 17 17 0 11 1048 869 82.92 64.71 1.62 1.27

2001 73 67 5 49 1125 925 82.22 73.13 5.96 5.30

2002 60 50 8 40 1193 929 77.87 80.00 4.19 4.31

2003 56 45 10 31 1257 923 73.43 68.89 3.58 3.36

2004 70 60 10 33 1352 934 69.08 55.00 4.44 3.53

2005 100 69 26 34 1351 934 69.13 49.28 5.11 3.64

2006 97 71 21 32 1410 916 64.96 45.07 5.04 3.49

2007 79 61 15 27 1526 921 60.35 44.26 4.00 2.93

2008 39 35 2 18 1599 954 59.66 51.43 2.19 1.89

FraudN FFirm MFFirm FSOE Total SOE SOE/

Total (%)

FSOE/

FFirm (%)

FFirm/

Total (%)

FSOE/

SOE (%)

Panel B

Energy 17 14 1 7 339 283 83.48 50.00 4.13 2.47

Materials 100 81 17 52 2500 1962 78.48 64.20 3.24 2.65

Industrials 88 72 14 41 2580 1872 72.56 56.94 2.79 2.19

Consumer

discretionary

113 94 16 65 2677 1866 69.70 69.15 3.51 3.48

Consumer staples 76 61 10 39 951 697 73.29 63.93 6.41 5.60

Health care 41 32 8 13 884 526 59.50 40.63 3.62 2.47

Financials 45 38 6 21 1009 576 57.09 55.26 3.77 3.65

Information

technology

87 66 20 30 1207 750 62.14 45.45 5.47 4.00

Telecommunication

services

7 4 1 2 25 18 72.00 50.00 16.00 11.11

Utilities 20 16 4 12 556 501 90.11 75.00 2.88 2.40

Unclassified 10 10 0 0 44 22 50.00 0.00 51.82 0.00
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but positively related to the promulgation of the new

regulation (PostNR). This is in support of our

hypotheses. In addition, value firms, large firms, and

firms with sound corporate governance are associ-

ated with lower incidence of enforcements actions.

The negative correlation between past operating

performance and enforcement implies that the

motivation of the firms to commit fraud is to prevent

being delisted by the exchange. Chinese listed firms

with 2-year consecutive losses will be ‘‘Specially

Treated’’ and those with 3-year consecutive losses

will be delisted (see Liu and Lu, 2007). On the

contrary, the major motivations for earnings

manipulation in the US have been identified as the

desire to attract external financing at low cost

(Dechow et al., 1996) and to obtain an increase in

share price (Kellogg and Kellogg, 1991).

Test of hypothesis 1 and 2

Table IV presents the results for the test of

hypotheses H1 and H2. We examine and compare

the impact of state ownership (SOR) on the inci-

dence of regulatory enforcements against fraud in

SOEs and non-SOEs by regressing the dependent

dummy variable (Fraud) on the state entity (SOE),

the state ownership ratio (SOR) and their interaction

term (SOE.SOR) as shown in Eq. 2. The regressions

I and II in Table IV are based on firm-year sample

while regressions III and IV are based on matching-

firm sample. To construct the matching-firm sam-

ple, each fraudulent firm is matched with a

non-fraudulent firm within 20% difference of size in

terms of book value from same industry (See Jia

et al., 2009). The regressions I and III include only

TABLE IV

This table presents the empirical results of the following regression model from the firm-year sample and the

matching-firm sample

Fraud ¼ a0 þ a1SOE þ a2SOR þ a3SOE:SOR þ
Pk
k¼1

akþ3Controlk þ e;

where dependent dummy variable Fraud is assigned to 1 if the firm is subject to a regulatory enforcement against dis-

closed fraud, and 0 otherwise; SOE is a dummy variable assigned to 1 for state-owned enterprises, and 0 otherwise;

SOR is the state ownership ratio which is measured by the percentage of shares held by the state. The 1-year lagged

control variables are defined in the Appendix. The sample period covers 1999–2008. All t statistics are reported and

adjusted for heteroskedasticity. *, **, and *** denotes 10, 5 and 1% levels of significance

Firm-year sample Matching-firm sample

Regression I Regression II Regression III Regression IV

SOE 0.0099 0.13 -0.0166 -0.22 0.0694 0.47 0.1425 0.85

SOR 0.5916 2.61*** 0.7179 2.84*** 0.8640 1.82* 0.9565 1.86*

SOE.SOR -0.9797 -3.83*** -0.7693 -2.7*** -1.2047 -2.22** -1.1662 -1.94*

LnMC -0.2117 -7.76*** -0.0751 -2.46** 0.1204 2.28** 0.2074 3.31***

PB 0.0209 4.61*** 0.0151 3.17*** 0.0044 0.47 0.0065 0.54

IROA -16.3393 -17.2*** -11.5812 -6.04***

OwnCon -0.1748 -3.18*** 0.0323 -0.28

Foreign -0.6859 -1.55 -0.5791 -0.82

Duality -0.2996 -1.38 -0.1106 -0.29

DBmeeting -0.2230 -4.73*** -0.3175 -3.16***

DBsize -0.0525 -1.03 -0.0936 -0.86

DInd -0.0244 -0.49 0.0733 0.65

DSsize -0.0658 -0.84 0.1713 1.04

Intercept 2.5400 4.6*** 0.4576 -0.54 -2.4327 -2.32** -4.6127 -3.16***

Industry N Y N Y

Region N Y N Y

Pseudo R2 0.0362 0.1499 0.0103 0.0938

Obs. 11,460 11,460 818 818
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the key variables and 1-year lagged firm character-

istics while the regression II and IV also incorporate

1-year lagged control variables of firm performance,

corporate governance, as well as industry and region

dummies.

Capturing the impact of state ownership in non-

SOEs, the coefficients of state ownership (SOR) in

regression I (0.5916) and III (0.8640) are signifi-

cantly positive. This shows that the non-SOEs with

a larger state ownership ratio, are more likely to be

subject to regulatory enforcements against fraud, and

therefore supports our hypothesis H1. On the one

hand, non-SOEs with larger state ownership have

less effective internal monitoring mechanisms be-

cause of their worse corporate governance and

information environment documented in the liter-

ature, giving increased opportunities for fraudulent

activities; on the other hand, non-SOEs are not

officially affiliated with the government and there-

fore lack political affiliation to help them to avoid

fraud inspection and/or enforcement actions. With 1

standard deviation increase (i.e. 0.2527 in the firm-

year sample, and 0.2469 in the matching-firm sam-

ple as shown in Table II) in the state ownership, the

results from regression I and III, respectively, suggest

14.95 and 21.33% rise in the incidence of regulatory

actions in non-SOEs, implying the economic sig-

nificance of the results.

TABLE V

This table presents the empirical results of the following regression model from the firm-year sample and the match-

ing-firm sample. Each sample is further split into SOEs (State-owned enterprises) and Non-SOEs

Fraud ¼ a0 þ a1PostNR þ a2SOR þ a3PostNR:SOR þ
Pk
k¼1

akþ3Controlk þ e;

where dependent dummy variable Fraud is assigned to 1 if the firm is subject to a regulatory enforcement against dis-

closed fraud, and 0 otherwise. SOR is the state ownership ratio which is measured by the percentage of shares held by

the state. PostNR is a dummy variable assigned to 1 for the years after the promulgation of the new regulation ‘‘Solu-

tions for Listed Firm Checks’’, i.e. 2001 onwards, and 0 otherwise. The 1-year lagged control variables are defined in

the Appendix. The sample period covers 1999–2008. All t statistics are reported and adjusted for heteroskedasticity.

*, **, and *** denotes 10, 5 and 1% levels of significance

Firm-year sample Matching-firm sample

SOE Non-SOE SOE Non-SOE

Regression I Regression II Regression III Regression IV

SOR -1.2399 -2.92*** -0.1630 -0.13 -3.8181 -2.15** 0.3953 0.09

PostNR 0.2208 1.32 0.1664 0.84 -1.6238 -2.31** 0.2043 0.39

SOR.PostNR 1.2629 2.84*** 0.9063 0.73 3.9804 2.23** 1.4895 0.32

LnMC -0.1103 -2.83*** -0.1048 -1.86* 0.2202 2.7*** 0.2287 1.86*

PB 0.0186 3.05*** 0.0078 1.09 0.0062 -0.4 -0.0047 -0.19

IROA -17.6626 -12.95*** -14.1147 -10.03*** -16.6383 -5*** -5.8114 -1.95*

OwnCon -0.1629 -2.37** -0.2075 -2.15** -0.2227 -1.4 0.1300 0.62

Foreign Dropped -0.6940 -1.68* Dropped -0.6497 -0.96

Duality -0.4306 -1.32 -0.1256 -0.39 -0.5657 -1 0.0380 0.06

DBmeeting -0.1962 -3.26*** -0.3118 -3.72*** -0.2298 -1.73* -0.3855 -1.94**

DBsize -0.0533 -0.85 -0.2026 -2.02** -0.1319 -0.91 -0.2975 -1.47

DInd -0.1552 -2.48** -0.1438 -1.4 0.0146 0.09 0.1475 0.63

DSsize -0.0981 -0.94 -0.0792 -0.67 -0.0578 -0.24 0.5699 2.15**

Intercept 1.4356 1.4 1.4890 1.26 -3.1972 -1.66* -4.7771 -1.78*

Industry Y Y Y Y

Region Y Y Y Y

Pseudo R2 0.1635 0.1849 0.1370 0.1604

Obs. 8397 3083 506 312

Wenxuan Hou and Geoff Moore

123 214 Reprinted from the journal



The impact of the state ownership in SOEs is

captured by the coefficients of the interaction term

SOE.SOR, which are, as predicted in hypothesis

H2, significantly negative in regression I (-0.9797)

and III (-1.2047). Although state ownership has

been found to exaggerate the agency problem in

the literature, it also reflects the interests and

intention of the government to maintain its influ-

ence and strengthens the political connection of

SOEs. Chen et al. (2009) show that SOEs with

higher state ownership tend to affiliate with the

central government, i.e. the supreme authority.

The political affiliations of higher ranks are more

likely to bring about privileges for the SOEs in the

regulatory system, and therefore decrease the inci-

dence of regulatory enforcement actions on them.

With 1 standard deviation increase (i.e. 0.2527 in

the firm-year sample, and 0.2469 in the matching-

firm sample as shown in Table II) in the state

ownership, the results of regression (I) and (III),

respectively, suggest 24.76 and 29.74% reduction

in the incidence of enforcement actions in

SOEs, showing the economic significance of the

impact.

Hypotheses H1 and H2 are, again, empirically

verified in regressions II and IV with all control

variables incorporated and with industry/region

fixed effects applied. The coefficients of SOR

(SOE.SOR) remain significantly positive (negative)

as 0.7179 and 0.9565 (-0.7693 and -1.1662) in

regression II and IV, respectively; and the economic

significance remains strong in the presence of con-

trol variables. Among the control variables, the

operating performance (IROA) and the dummy

variable of meeting frequency are significantly

negative in both samples. This confirms the argu-

ment in Liu and Lu (2007) that firms with poor

operating performance have incentives to manage

earnings to prevent being de-listed. Moreover, in an

untabulated analysis, we replace the industry-med-

ian adjusted performance measure (IROA) with the

raw measure (ROA, i.e. Return-on-asset) and a

dummy variable of the imminent de-listing risk (ST

is equal to 1 if the firm is labelled as ‘‘special trea-

ted’’ by the exchange for its consecutive losses, and

0 otherwise), and the results are consistent. In par-

ticular, firms with 1 standard deviation decrease in

IROA and firms being labeled as ‘‘special treated’’

are associated with about one-third increase in the

incidence of regulatory actions. This has important

policy implication for the regulatory commission and

practical implication for the board that firms with

poor performance and delisting risk deserve severe

inspection and monitoring in order to better protect

the investors. In addition, the firms with meeting

frequency above the median is associated with

22.30% (31.75%) lower possibility of receiving

sanctions from the regulatory commission as sug-

gested in regression II (IV). This is in line with the

argument in Uzun et al. (2004) that meeting fre-

quency could make boards better perform their du-

ties and enhance corporate governance. In an

untabulated robustness check, we incorporate 1-year

lagged key variables (i.e. SOE, SOR and their in-

teraction term) to address the potential problem of

endogeneity, adjust the clustering standard errors in

the firm-year sample, and perform the analysis in a

sub-sample of 446 cases of ‘‘fraudulent statement

and/or withholding disclosure’’. The results remain

consistent with the findings in Table IV.

Test of hypothesis 3

Table V presents the results for the test of hypothesis

H3. We separately examine the impact of an exog-

enous change in the inspection severity brought

about by the new regulation of ‘‘Solutions for Listed

Firm Checks’’ promulgated in 2001 on the regulatory

enforcement against fraud in SOEs and non-SOEs.

We regress the regulatory enforcement against the

state ownership ratio (SOR), the new regulation

dummy (PostNR), and their interaction term

(SOR.PostNR) as shown in Eq. 3. Again, regressions

I and II (III and IV) are applied on the firm-year

sample (matching-firm sample). Regression I and III

(II and IV) are tested in the sample of SOEs (non-

SOEs).

Capturing the impact of the regulatory change in

the SOEs with larger state ownership ratio (SOR),

the coefficients of the interaction term (SOR.Post-

NR) are significantly positive in regression I (1.2629)

and III (3.9804). This supports our hypothesis H3 by

demonstrating that, albeit their rich political

resources, the SOEs with high state ownership and

consequently poor corporate governance become

Player and Referee Roles Held Jointly
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more likely to be sanctioned by the regulatory

commission under the new severe regulatory con-

ditions. When the inspection of more detailed items

on all listed firms is mandated by the regulation,

these SOEs can no longer avoid inspections, and the

fraudulent activities are more likely to be uncovered.

Specifically, for listed firms with the median level of

state ownership in the firm-year sample (i.e. 34.63%

as shown in Table II), the new regulation raises their

incidence of regulatory enforcement actions by

43.76%, showing the economic significance of the

impact. This result in fact reinforces our hypothesis

H2 in that the documented lower incidence of

sanction among the SOEs with higher state owner-

ship in Table IV is not due to better corporate

governance, but favourable regulatory conditions. If

the result were due to better corporate governance

and lower occurrence of fraudulent activities, this

regulatory change would not affect them. In addi-

tion, it is worth noting that the sum of the coeffi-

cients of SOR and SOR.PostNR is close to 0,

suggesting that the privilege of SOEs with rich

political resources are roughly eliminated in the new

regulatory condition.

As we predicted, the impact of the new regu-

lation is not significant among the SOEs with

inferior political resources and non-SOEs inde-

pendent of the regulatory commission. Because

they are not politically powerful enough to influ-

ence the ministry-level ranked regulatory commis-

sion to enjoy privilege in the regulatory system,

they are treated more or less impartially anyway,

and the regulatory change does not affect their

regulatory condition. The results in Table V are

robust with the control of firm characteristics,

operating performance, corporate governance, and

industry/region fixed effects. Consistent with the

finding in Table IV, industry-adjusted performance

(IROA) and dummy variable of meeting frequency

(DBmeeting) remain significantly negative. As the

sample period prior to and after the regulatory

change is asymmetric in our sample, the docu-

mented impact may be driven by the recent years

rather than the few years following the reform. We

therefore perform the analysis based on a smaller

sample of 2 years before and after the regulatory

change (i.e. 1999–2002) as robustness check, and

find that the untabulated results remain consistent

with the findings in Table V.

Conclusion

China has been experiencing dramatic development

in its capital market, but the financial regulatory sys-

tem and investor protection remain weak. The main

institutional feature, which holds back regulatory

environment, is the dual roles played by the state. On

the one hand, it controls more than 70% of the listed

firms (known as SOEs, state-owned enterprises), and

retains state ownership in half of privatised non-

SOEs; on the other hand, it controls the regulatory

commission known as CSRC (China’s Securities

Regulatory Commission). This article documents the

different effects of state ownership on the regulatory

enforcement actions across firms with different enti-

ties. In non-SOEs, the retained state ownership in-

creases the incidence of regulatory enforcement

against fraud in that the state ownership exaggerates

the agency problem leaving chances for fraudulent

activities. These misconducts are likely to be uncov-

ered because the regulatory commission is indepen-

dent of the non-SOEs and treats them impartially in

the fraud inspection. In SOEs, however, the state

ownership decreases the incidence of regulatory

enforcement against fraud. Although the corporate

governance in SOEs with large state ownership tends

to be worse, their strong political connection could

help to secure favourable regulatory conditions and

extricate them from fraud inspections. Such privilege

has been found to be mitigated by the new regulation

‘‘Solutions for Listed Firm Checks’’ promulgated in

March 2001, which increases the inspection severity

by mandating more comprehensive and detailed

inspection on all listed firms.

Our results contribute original evidence of the

impacts of state ownership on the regulatory condi-

tions and investor protection. Our results also have

some practical and policy implications. The results

suggest enhancing auditing and fraud inspections on

the listed firms with poor past operating performance

and the risk of de-listing as they are more likely to

commit fraud. The results also show that the gov-

ernment’s reluctance to relinquish influence in the

privatised non-SOEs through retained state owner-

ship hinder corporate governance. Finally, the results

confirm the improvement of the Chinese regulatory

environment following the regulatory change. The

finding implies that although the state will maintain its

influence in the capital market in the foreseeable

Wenxuan Hou and Geoff Moore
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future, the improvement of investor protection is still

feasible through regulatory reform and development.

Note

1
The imposed trading constraints in the Chinese stock mar-

ket have been gradually relaxed in the Split Share Structure
Reform which was launched in 2005 (See Firth et al., 2010;
Hou, 2010).
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Appendix: Variable definitions

Fraud A dummy variable assigned to 1 if the firm is subject to a regulatory

enforcement against disclosed fraud, and 0 otherwise

SOE A dummy variable assigned to 1 for state-owned enterprises, and 0 otherwise

SOR The state ownership ratio which is measured by the percentage of shares held by the state

PostNR A dummy variable assigned to 1 for the years after the promulgation of the new

regulation ‘‘Solutions for Listed Firm Checks’’, i.e. 2001 onwards, and 0 otherwise

The following control variables are lagged for 1 year to solve the causality problem:

LnMC The natural logarithm of market capitalisation

PB Price-to-book ratio

IROA Industry-median adjusted return on assets

OwnCon A dummy variable equal to 1 if the the Herfindahl index based on the top 10 largest

blockholders of the firm is above the median value of the yearly observations, and 0 otherwise

Foreign A dummy variable equal to 1 if the dominant shareholder of the firm is a foreign

investor, and 0 otherwise

Duality A dummy variable equal to 1 if CEO holds the position of the board chair, and 0 otherwise

DBmeeting A dummy variable equal to 1 if the number of board meetings is above the median value

of the yearly observations, and 0 otherwise

DBsize A dummy variable equal to 1 if the number of board members is above the median value

of the yearly observations, and 0 otherwise

DInd A dummy variable equal to 1 if the ratio of independent directors is above the median

value of the yearly observations, and 0 otherwise

DSsize A dummy variable equal to 1 if the number of supervisory board members is above

the median value of the yearly observations, and 0 otherwise

The following industry and region dummies are

also incorporated in our empirical analyses:

The industry dummies are constructed based on

the first two digits of the GICS (Global Industry

Classification Standard) codes.

The region dummies are constructed by following

Firth et al. (2006), in which the firms are grouped

into four different regions by the levels of economic

development: (1) Shanghai and Shenzhen; (2) The

more developed areas including the open cities and

provinces along the coast; (3) The inland provinces;

and (4) The least developed area in the north-wes-

tern part of the country.
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Reactivity and Passivity After Enforcement

Actions: Better Late Than Never

Shujun Ding
Chunxin Jia
Yuanshun Li
Zhenyu Wu

ABSTRACT. We examine the dynamics between

enforcement actions and the responses from both the

board of directors and supervisory boards amid China’s

governance reform. Rather than examining determinants

of fraudulent activities, we investigate, after enforcement

actions are imposed, whether the board of directors and

supervisory boards react differently, and whether their

different reactions play a role in preventing future

occurrences of frauds. We find that both boards react to

enforcement actions, but only the responses from the

board of directors help us curb future enforcements under

certain circumstances. The supervisory board fails to play

any role in preventing future enforcements, even though

it is one of the two monitoring mechanisms in the listed

companies. Policy implications are discussed.

KEY WORDS: corporate governance, enforcement

actions, fraud, dual-board structure

Introduction

Fraudulent activities by publicly listed firms normally

involve the violations of either capital market reg-

ulations or accounting principles. Examples of these

fraudulent activities include, but are not limited to,

share price manipulations by means of a ‘‘pump-and-

dump’’ approach, the delay of accounting reports,

inaccurate revenues and expenses figures through

fictitious transactions, and the expropriation of

minority shareholder interests. These fraudulent

activities not only damage individual investors’

interests but also undermine the integrity of the

entire capital market mechanism. Siebert (2007), for

instance, claims that fraudulent activities in the U.S.

capital market resulted in a loss of over USD 7

trillion in the first 3 years of the twenty-first century.

Emerging markets are not immune to fraudulent

activities; rather, a widespread fraud could be found

in emerging markets, possibly due to a less-devel-

oped macro governance environment (Li et al.,

2006). For instance, between 2001 and 2006, 362

enforcement actions on the Chinese stock markets

were imposed by capital market regulators, the

Chinese Securities Regulatory Commission

(CSRC), and/or by the stock exchanges because of

fraudulent activities (Jia et al., 2009). Furthermore, it

is indicated that some firms engage in fraudulent

activities repeatedly. To safeguard investor’s interests

by mitigating the impairment arising from fraudulent

activities, listed companies are expected to take

actions to respond to the enforcements efficiently

and effectively, and prevent future frauds. However,

observations of repeated frauds in China seem to

suggest the contrary. Our study is intended to

examine how corporate governance mechanisms

react to enforcement actions, and whether their

responses, if any, are able to eliminate frauds in the

periods thereafter. Since it is very hard to discover all

the frauds committed by the listed companies due to

the informational asymmetry between their investors

and management teams, we follow previous studies

(e.g., Chen et al., 2006; Dechow et al., 1996; Jia

et al., 2009) to utilize enforcement actions as proxies

for fraudulent activities.

In the corporate governance literature, few studies

have examined the dynamic relationship between

fraudulent activities and the subsequent reactions of

corporate governance mechanisms. Beasley (1996)

and Dechow et al. (1996) find that the involvement

of independent board members and the separation of

CEO and board chair duties can reduce the inci-

dence of fraud. Chen et al. (2006) find that the

Journal of Business Ethics (2010) 95:337–359 � Springer 2011
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proportion of outside directors, the number of board

meetings, and the tenure of the chairman are factors

associated with fraud. In a recent study, Jia et al.

(2009) find that supervisory boards play an active

role in the extent to which a fraudulent firm is

punished. However, none of these studies addresses

the possible endogeneity issue among the corporate

governance, the enforcement actions, and the frauds.

For example, it could be fraud or enforcement ac-

tion that causes executive turnover, CEO/Chair

separation, or (more frequent) board meetings. It is

also possible that executive turnover and (less fre-

quent) board meetings may facilitate the fraud.

Persons’ (2006) recent study helps in shedding light

on this issue by showing that fraudulent firms tend to

have frequent executive turnovers.

This article is expected to enrich the existing

literature by identifying the dynamic relationship

between enforcement actions and the reactions of

the dual boards in the Chinese corporate governance

mechanisms: the board of directors and the super-

visory board. We employ two structural models to

investigate the responses of the dual boards facing

enforcement actions, and find that the board of

directors and supervisory boards react quite differ-

ently. More specifically, we show the passivity of

both boards and the reactivity of the board of

directors only, when listed companies face the

enforcement actions by the CSRC. In this study, the

passivity refers to the fact that boards meet more

frequently after being punished, and the reactivity

refers to the fact that the enforcement-driven board

meetings help reduce the likelihood of being pun-

ished again due to fraudulent activities. These find-

ings support the different roles of two boards in

the dual-board mechanism as documented in prior

literature.

Analyzing the dynamics between corporate gov-

ernance and enforcement actions contributes to the

corporate governance research. For firms that have

been punished for frauds and for those that do not

commit fraudulent activities, it is critical to under-

stand which type(s) of corporate governance struc-

ture is(are) better when monitoring/preventing

fraud, which elements of the corporate governance

systems may react to enforcement, and whether

these reactions are effective for preventing future

fraudulent activities. Doing so also provides great

implications for the regulators of the capital markets,

since they would like to identify an efficient fraud-

detection-and-monitoring system. With this system,

regulators are able to tell whether firms are

responding to punitive measures, and whether a firm

being punished is likely to commit fraud again.

What’s more, this system can also help determine the

circumstances under which reactions to enforcement

do or do not prevent firms from committing

fraudulent activities again. In short, findings of this

study not only add to the corporate governance

literature, but also shed light on the implications for

both shareholders and the regulators of the capital

markets.

Corruption and frauds are worldwide phenom-

ena, and could be even worse in developing coun-

tries. The findings from this study may be well

extended to other emerging markets in which a

similar institutional environment exists and fighting

frauds concerns stakeholders. China’s experience or

lessons of borrowing and learning best corporate

governance practices, as evidenced by its imple-

mentation of both American and German styles of

corporate governance, may benefit other emerging

markets as well. Furthermore, given China’s

increasingly important role in today’s global econ-

omy and its status as the biggest emerging market, a

better understanding of this future powerhouse,

amid its unfolding corporate governance reform,

seems needed. North (2005) considers the economic

development of China to be one of the most suc-

cessful stories, but points out that ‘‘none of the

standard models of economic and political theory

can explain China.’’ Our study may shed light on

one important aspect of China’s capital market

characterized by its distinct ownership structure and

institutional arrangements.

The remainder of the article is organized as fol-

lows: ‘‘Institutional background, literature review,

and hypothesis development’’ section addresses the

institutional background, literature review, and

hypothesis development. ‘‘Research methodology’’

section describes the research methodology and

empirical models used, followed by ‘‘Empirical

analysis’’ section which presents and discusses the

results from the empirical analysis. Conclusions and

future research section concludes and proposes

avenues for future research.
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Institutional background, literature review,

and hypothesis development

Corporate governance in China

A general review

China’s two stock exchanges were established at

the beginning of the 1990s as a step toward a socialist

market-oriented economy. As the majority of Chinese

listed companies were converted from state-

owned enterprises (SOEs), domination by control-

ling shareholders is one of the typical characteristics

of Chinese capital markets. Chen et al. (2006), for

instance, show that the central and local govern-

ments own about 30% of the shares of listed com-

panies directly and another 30% indirectly through

legal entity ownership. Legal entities in China’s

stock markets are usually SOEs, which are ultimately

controlled by the government. The existence of

dominant shareholders presents a challenge to the

corporate governance mechanism, which is sup-

posed to help mitigate agency conflicts (Shleifer and

Vishny, 1997). Dominant ownership makes the

conflict between controlling and minority share-

holders one of the major agency problems in the

Chinese market; the short history of China’s stock

markets witnesses this concern (Hou and Moore,

2010; Lin et al., 1998). The CSRC has repeatedly

claimed that its top priority is to protect the benefits

of minority shareholders. The governance reform in

Chinese stock markets, through promulgating and

amending a series of laws and CSRC regulations,

reflects the intention of the Chinese authorities to

mitigate agency problems arising from the conflict of

interest between majority and minority shareholders.

The existence of dominant shareholders, espe-

cially the large stakes held by the government, may

lead some to doubt whether the board of directors

and top management have the discretion over their

behavior and decision making. SOEs before the

economic reform are generally required to finish

production plans, with little or no say in decision

making, but this is not the case since the openness

and reform. First, managers of SOEs are sufficiently

empowered to make their own managerial decisions,

since one of the major objectives of the reform is to

help establish modern management style in SOEs.

For instance, managers of SOEs have replaced the

secretary of enterprise Chinese Communist Party

(CCP) committee to become the ‘‘sole representa-

tive’’ of the firm (Mengistae and Xu, 2004, p. 619),

and enjoyed the authority of decision making,

including production, investment, bonus scheme

design, and for the first time, personnel decisions

(Byrd, 1992). Second, the development of the

Chinese stock market has seen many non-state listed

companies. In Firth et al. (2007), the percentage of

non-state firms is 18.4%. In another study, Ding

et al. (2008) examine the performance of Chinese

family firms by covering a period (1999–2004) that is

similar to the sample period in Firth et al. (2007)

(1998–2003). According to Ding et al. (2008), family

firms, which constitute part of the non-state sample,

make up about 11% of total observations during that

period. Our sample extends to Year 2006, and

covers more non-state-owned firms; the authority of

the board of directors in such firms is second to

none.

As a typical emerging market, China has been

experimenting/importing different governance

mechanisms since the inception of its capital mar-

kets, with an intention to borrow the best practices

around the world. The 1993 Corporate Law requires

all the listed companies to have a board of directors,

a supervisory board, and annual shareholder meet-

ings. While the board of directors is directly in-

volved in strategic and daily operations and the

board chair is considered to be the chief executive in

listed companies, the supervisory board’s main

function is to monitor (e.g., Chen et al., 2006; Jia

et al., 2009). This two-tier board structure, con-

sisting of both board of directors and supervisory

boards, resembles its counterparts in Germany and

Japan, but presents different features (Jia et al., 2009;

Xi, 2006).

The independent directorship was then imported

to enhance the monitoring bodies. Chinese listed

companies started experimenting with independent

directorships in 1998, but the mandatory require-

ment on independent directorship began in 2001.

Listed companies were first required to start with at

least two independent directors and to maintain a

minimum of one third of the board directors as

independent ones later. The implementation of

independent directorships was codified into the

Corporate Law in 2005 and came into effect on Jan 1,

2006. Commentators and media reports often paint

independent directors as ‘‘vase directors’’ who only

Reactivity and Passivity After Enforcement Actions
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serve as decorations in the boardroom (Xi, 2006),

but positive effects of independent directors in the

Chinese listed companies have also been reported;

for instance, independent directors are found to play

a positive role in corporate disclosure (Firth et al.,

2007; Xiao et al., 2004).

The regulation promulgated by the CSRC in

2001 indicated that to ensure independence, certain

individuals are not allowed to serve as independent

directors in listed companies, including (1)

employees who work in the listed company or its

affiliated ones, (2) individuals who own, either

directly or indirectly, at least 1% of the shares of the

company or are among the top ten shareholders of

the company, (3) individuals who are employed by

the shareholders with at least 5% of the shares, and

(4) professionals who provide financial, legal, or

consulting service to the company. For the afore-

mentioned individuals, their parents, dependents,

and relatives are prohibited from working as inde-

pendent directors as well. The recent China Cor-

porate Governance Survey, conducted by the CFA

Hong Kong (2007), reveals that respondents view

independent directors’ expertise and independence

as somewhat important to decision making, and both

are believed to have improved over the years.

The development of institutional investors could

be seen as another attempt by Chinese authorities to

enhance corporate governance. Chinese authorities

are known to support the idea that institutional

investors should be given priority, as they will en-

hance corporate governance and stabilize the capital

markets (Chen, 2000; Shen, 2000). However, the

effectiveness of institutional shareholders in China’s

corporate governance system is not clear.

In China, the General Principles of Corporate Gov-

ernance for Listed Companies was issued by the CSRC

in 2002. It suggests that the listed firms form oper-

ating committees under the board of directors, such

as an audit committee, a strategy committee, and a

compensation committee. These committees mainly

consist of independent directors and are expected to

play a positive role in enhancing corporate gover-

nance. For instance, the board of directors may

delegate ‘‘responsibility for the oversight of man-

agement’s financial reporting’’ (p. 548) to audit

committees, which in turn may monitor the internal

and external audit functions to improve the credi-

bility of financial reporting (Beasley and Salterio,

2001). The CSRC’s intention to improve corporate

governance is clear, but the establishment of com-

mittees is not mandatory; as a result, many firms

have not yet formed operating committees.

The role of board of directors

The role of boards of directors has been extensively

examined. Prior studies examine a variety of char-

acteristics of a board of directors, such as size,

knowledge base, composition/independence, and

degree of diligence (e.g., Jensen, 1993; Vafeas,

1999). A recent study even examined the political

connections of CEOs and board members in China

(Fan et al., 2007). Extensive studies notwithstanding,

results on the effect of boards of directors are quite

mixed. The effect of board composition on firm

performance, for instance, is mixed; some studies

document a positive role of board independence on

firm-level performance (e.g., Rosenstein and Wyatt,

1990), while others fail to find such an effect. The

effect of board size is controversial as well. Larger

boards may positively influence the knowledge base

about earnings forecasts (Karamanou and Vafeas,

2005), while Jensen (1993) points out that a larger

board size may not necessarily play a positive role

because of the lack of flexibility and the increase in

monitoring costs. Empirical evidence on the effec-

tiveness of smaller boards is increasingly available,

and prior research (e.g., Cheng et al., 2008; Yermack,

1996) shows that firms with smaller boards tend to

outperform those with larger boards. Del Guercio

et al. (2003) find that funds with smaller boards have

a lower expense ratio, which is used in their study as

a proxy of board effectiveness, and Cheng et al.

(2008) show that smaller boards improve firm per-

formance, especially before the passage of antitake-

over laws.

Prior studies have also examined the role of

boards of directors in fighting fraud. Beasley (1996),

for example, finds that the board independence may

help reduce the likelihood of fraudulent activities.

This study is intended to offer insight on the role/

activism of board of directors, along with the

supervisory board under China’s two-tier structure,

after a fraud is revealed.

The role of supervisory boards

As previously mentioned, the role of supervisory

boards in Chinese listed companies is different from

Shujun Ding et al.
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their counterparts in Japan and Germany (Jia et al.,

2009). Supervisory boards in China do not appoint

or evaluate managers; instead, they are supposed to

monitor directors, the top management team, and

financial affairs (Xi, 2006). It serves as one of the two

monitoring organs in the Chinese governance

mechanism, although its role is more like a trade

union1 in many companies in the early years (Xiao

et al., 2004); independent directors are the second,

and possibly the major, monitoring organ.

The 1993 Corporate Law clearly establishes the role

of supervisory boards as a monitor, but unfortunately,

their monitoring role has been controversial and some

survey results even suggest that it is negligible (Xi,

2006; Xiao et al., 2004). Limited access to informa-

tion and the lack of expertise and legal supports are

often cited as the possible reasons why supervisory

boards fail to monitor effectively (Jia et al., 2009; Xi,

2006). To change this situation, the most recent

amendment of China’s Corporate Law clearly specifies

the monitoring scopes and functions of supervisory

boards and their legal power, which became effective

in 2006 (Jia et al., 2009; Xi, 2006). Therefore, it is

reasonable to believe that supervisory boards’ activism

in monitoring and their reactions to revealed frauds,

together with those of the board of directors, may play

an important role in preventing firms from commit-

ting fraudulent activities repeatedly.

Studies examining corporate governance in China

usually ignore the role of supervisory boards (e.g.,

Chen et al., 2006), but recent evidence on the two-

tier board structure in China seems to suggest that

supervisory boards have been improving their role.

The first study that sheds light on this issue is an

event study in which investors seem to value

supervisory boards and their reports, which are

required to be disclosed in annual reports (Dahya

et al., 2003). Firth et al. (2007), Cho and Rui (2008),

and Jia et al. (2009) provide further evidence that the

size and meeting frequency of supervisory boards

plays a significant role in influencing earnings

informativeness, firm-level performance, and enforce-

ment actions when a fraud is revealed, respectively.

Fraudulent activities of Chinese publicly listed companies

The Chinese stock market developed fairly fast but,

unfortunately, the institutional environment is still

believed to be very weak. During our sample period

from 2001 to 2006, a total of 362 enforcement ac-

tions were imposed by the Chinese government

(mainly by CSRC) and/or by the stock exchanges

(Jia et al., 2009). Reasons include delay in the dis-

closure of annual/quarterly reports (Jia et al., 2009),

‘‘the inflation of profits, creating fictitious transac-

tions, false disclosures, and expropriating assets from

minority shareholders’’ (Chen et al., 2005, p. 456).

There are multiple motivations for firms to

commit fraudulent activities. First, the legal envi-

ronment is relatively weak in China. After estab-

lishing the two stock exchanges, laws and rules

related to capital markets were crafted and passed,

but details regarding fraud were not specified until

recently. For instance, the Securities Law was first put

forward in 1999 but not amended until 2005, and

the Rules of Information Disclosure for Listed Firms was

not issued to delineate detailed requirements until

2007. Furthermore, the punishment for firms

engaging in fraudulent activities was not particularly

severe. For example, according to the Securities Law,

if a firm makes a false disclosure, the punishment

consists of a formal warning and a small monetary

fine between 300,000 and 600,000 CNY. Civic

lawsuits are still rare due to the lack of relevant laws

and a weak investor protection system (Jia et al.,

2009).

Second, equity financing in China must meet

financial requirements. More importantly, if a firm

plans to do an initial public offering (IPO) or sea-

soned equity offering (SEO), the permission from

the Public Offering Review Committee is manda-

tory, and it is based on a voting procedure. To get

the permission, there are concrete requirements

besides information disclosure. For instance, a firm

must have positive profits in three consecutive fiscal

years to be qualified for an IPO. To have an SEO,

including both cash offering and rights offering, a

firm must have a return on net assets higher than

10% for three consecutive fiscal years. To success-

fully raise capital in the two stock exchanges in

China, some firms inflate their profits (Jia et al.,

2009). On the other hand, the delisting process starts

with a special treatment (ST) stage. If the return on

net assets of a listed firm has been negative for two

consecutive fiscal years, or if its net assets per share

are negative in the most recent fiscal year, then the

ticker symbol of this company will be prefixed ‘‘ST’’

Reactivity and Passivity After Enforcement Actions
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to declare its higher risk. If the status does not get

better within a year, then this company will be

delisted, and therefore some firms choose to

manipulate their financial figures to avoid being

delisted (Jia et al., 2009).

Third, most Chinese listed firms have concen-

trated ownership, and therefore the conflict of

interest between controlling and minority share-

holders is a significant issue (Chen et al., 2006; Firth

et al., 2005, 2007; Hou and Moore, 2010). To divert

resources from listing companies to their parent

companies, some firms may engage in fraud by

violating disclosure rules (Jia et al., 2009). In addi-

tion, another possible reason of fraud is that the top

management team of listed firms may manipulate

stock prices using the pump-and-dump strategy, i.e.,

purchasing stocks while announcing false, bad news,

and then selling these stocks while announcing a

series of false, good news. These are typical examples

of the principal–principal agency problems addressed

in the literature (Claessens et al., 2000; Ward and

Filatotchev, 2010), and in the Chinese context, the

principal–principal agency issues mainly refer to the

conflict of interest between majority and minority

shareholders (La Porta et al., 2000; Lang and Young,

2002; Li et al., 2010).

Owing to the weak legal environment, fraud

firms, whose fraudulent activities have been caught,

in China are mainly punished by the CSRC and/or

by the two stock exchanges, rather than by the

courts (Jia et al., 2009). The CSRC’s enforcement

actions may include ‘‘an official warning, a monetary

fine, the return of illegally raised proceeds, the

confiscation of illegal income, the termination of

share issuance, and/or the suspension or termination

of securities trading qualifications’’ (Jia et al., 2009,

p. 565). The two stock exchanges punish listed firms

that violate their listing rules, and the punishments

from the stock exchanges include warnings and

condemnations, with the latter more serious since

they are made public (Jia et al., 2009). Firms may be

punished by both the stock exchanges and the

CSRC for a fraudulent activity if the fraud is suffi-

ciently severe. In the Chinese markets, some firms

were caught for having engaged in more than one

fraudulent activity and one of the main reasons for

repeated fraudulent activities is the negligibility of

the corresponding punishments. So far, no law has

stressed more severe punishment for repeatedly

fraudulent behaviors. Based on past experience,

firms may anticipate that even if a fraud is detected,

the punishment will not be serious.

Hypotheses

Prior research has significantly improved our

understandings on how corporate governance plays a

role in curbing fraudulent activities. Board inde-

pendence and the separation of the positions of CEO

and board chairs, for instance, are shown to be

effective elements to reduce the likelihood of frauds

(Beasley, 1996; Chen et al., 2006; Dechow et al.,

1996). Extant studies primarily focus on the proac-

tive role played by corporate governance, which is

important, but the role of corporate governance,

after an enforcement action is imposed, in prevent-

ing future frauds seems rarely covered. In other

words, the dynamics between corporate governance

and enforcement actions may be important as well,

and may merit a careful examination. Persons (2006)

sheds important light on the consequences of frauds

by examining firms facing enforcement actions; for

instance, CEOs of firms receiving enforcement

actions are more likely to leave. Chen et al. (2006)

find a positive association between board meeting

frequency (BMF) and the likelihood of frauds; the

association is contrary to what they predicted, but

they suggest that it is likely that firms with

enforcement actions may have to meet more fre-

quently so as to respond to the sanction. It is plau-

sible, but no empirical evidence is provided in terms

of the role of these meetings in preventing future

fraudulent activities, or the enforcement actions

caused by them.

Our review of the corporate governance mecha-

nism in Chinese publicly listed companies and the

institutional environment leads us to believe that

both boards may react to enforcement actions, but

their responses could be different due to the different

status and functions they have in the system. Fur-

thermore, and probably more importantly, the

effectiveness of their responses could be very dif-

ferent, in terms of preventing future frauds and/or

enforcement actions.

Two reasons will be able to explain this. First, the

board of directors is more powerful than supervisory

boards (Jia et al., 2009; Xi, 2006; Xiao et al., 2004).
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According to China’s Corporate Law, the board of

directors is in charge of making firm’s strategic

decisions, managing its daily operation, choosing the

management team including the CEO, and setting

up company management and compensation sys-

tems. Supervisory boards mainly monitor the

behaviors of the management team, and if they

detect any wrongdoing, they make suggestions to

the shareholder meetings. Therefore, if the board of

directors intends to take efforts to prevent fraudulent

activities from happening again, they are sufficiently

powerful to do so. Unfortunately, even though the

role of supervisory boards is enhanced in the revised

Corporate Law, it is still weak, and not powerful

enough to take such effort. Second, since the board

of directors is managing daily operations of its

company, their members are more likely, than the

supervisory board members, to be personally

involved in the fraudulent activities causing enforce-

ment actions. According to China’s Securities Law,

when fraudulent activities are caught and enforce-

ment actions are imposed, both the companies and

their related personnel may be punished. Consider-

ing their own risk, members on an active board of

directors have much stronger incentive to reduce

future fraudulent activities.

Hence, we predict that the board of directors may

respond more actively, and their active responses

may help reduce the likelihood of being punished

due to fraudulent activities again. Supervisory

boards, on the other hand, may react as well, since

they are supposed to be a monitoring organ in this

dual-board structure. Unfortunately, however, their

reactions may not help prevent firms from being

punished in the following periods. Our hypotheses

are developed as follows:

H1: Hypothesis of Passivity

• H1a: Members on the board of directors

meet more often after an enforcement action

is imposed.

• H1b: Members on the supervisory board

meet more often after an enforcement action

is imposed.

H2: Hypothesis of Reactivity

• H2a: The fraud-driven board meetings re-

duce the likelihood of firms being punished

due to frauds again.

• H2b: The fraud-driven supervisory board

meetings do not reduce the likelihood of

firms being punished due to frauds again.

A recent article, Jia et al. (2009), also examines the

role of supervisory boards in China, and finds that

among firms facing enforcement actions, the size of

supervisory boards makes the monitoring role of

supervisory boards even worse in the sense that firms

with larger supervisory boards are more likely to

receive more severe sanctions. They also find that

firms facing more severe sanctions are likely to have

more supervisory board meetings afterwards. This

study is significantly different from Jia et al. (2009).

First, while they focus on the type of fraud, cate-

gorized by the fraud sanctioned by the CSRC or

that sanctioned by the stock exchanges, we examine

the dynamic interactions between enforcement

actions and the dual-board corporate governance

mechanism. That is, we focus on the responses of the

dual boards after the enforcement, and whether their

responses are effective to curb future frauds. Second,

the focal point in Jia et al. (2009) is the supervisory

board, but we investigate both the board of directors

and supervisory boards. Last, both studies find that

supervisory boards have more meetings following

the enforcement actions. However, we investigate

further and document that when forced to react, the

increased meetings from supervisory boards fail to

prevent future frauds and enforcement actions

caused by them, while boards of directors may

play a positive role in curbing future fraudulent

activities.

Research methodology

To test the passivity and reactivity hypotheses, we

followed Jia et al. (2009) and formed a sample with

firms which were punished for fraudulent activities

from 2001 to 2006.2 These 362 observations were

collected from three major providers of Chinese

stock market and corporate governance information,

GuoTaiAn, SINOFIN, and WIND.

To highlight the passivity of the two boards in the

corporate governance system, we also followed Jia

et al. (2009) and built a matching sample consisting

of firms without being penalized for frauds. Using
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the same criteria adopted by Jia et al. (2009), we

included 327 observations in this matching sample.

Thus, the full sample has 689 observations. In

addition, the three data sources also provide detailed

accounting information and the information about

corporate governance. These sets of information

enable us to form a valid sample for testing the

hypotheses proposed in ‘‘Institutional background,

literature review, and hypothesis development’’

section.

We adopt two sets of dependent variables. The first

set consists of the meeting frequencies of two boards,

the BMF and the supervisory board meeting fre-

quency (SBMF). This set is used to test the hypothesis

of passivity, and taking into consideration the effi-

ciency of two boards’ reactions, we use variables in

both years, the year in which a firm was punished and

the year immediately after. To differentiate the vari-

ables in 1 year from the other, we use the subscript t to

represent the year in which a firm was punished, and

t + 1 to represent the year after. The second set of

dependent variables is punisht+1, a dummy indicating

whether a firm was punished in Year t + 1, and this is

used for testing the reactivity hypothesis.

As mentioned earlier, the fine resulting from an

enforcement action may be a small amount to large

corporations. However, its negative impacts on

stock prices are expected to motivate both the board

of directors and the supervisory board to respond

actively and meet more; prompt reactions after the

punishment would help firms minimize the negative

impacts. Therefore, two sets of independent vari-

ables are used for corresponding dependent variables,

respectively. While testing the hypothesis of passiv-

ity, we use two alternative measures of punishment:

a dummy indicating whether a firm was punished in

Year t (Punisht), and a continuous variable measur-

ing the number of punishments received by a firm in

Year t (PTimet). Fitted values of board and super-

visory board meeting frequencies in two consecutive

years, BMFt, BMFt+1, SBMFt, and SBMFt+1, are

estimated from the models for testing the passivity

hypotheses (H1a and H1b), respectively, and are

used as the independent variables in the models for

testing the reactivity hypotheses (H2a and H2b).

Four categories of control variables are adopted

for testing the passivity and reactivity hypotheses,

and all of them are in Year t, the year in which an

enforcement action was imposed. To simplify the

notation, we do not include the subscript t in these

variables’ names. The first category consists of a

board and a supervisory board’s characteristics, and

variables in this category include the size of the

board of directors (BSize) and that of the supervisory

board (SBSize), the tenure of board chair (BTenure)

and that of supervisory board chair (SBTenure),

dummy variables indicating the turnover of board

chair (BTurnover) and that of supervisory board

chair (SBTurnover), and the age of the board chair

(BAge) and that of the supervisory board chair

(SBAge). IBSize is the number of independent board

members, and CTurnover is a dummy indicating the

turnover of the CEO. The size of the board of

directors or supervisory boards (BSize and SBSize)

may have effects on their meeting frequencies since

larger boards tend to hold more meetings as they are

less efficient to reach an agreement (Jensen, 1993).

The tenure and the turnover of board/supervisory

board chair may also have effects on the meeting

frequency since chairs with shorter tenure or newly

appointed chairs tend to hold more meetings. The

age of board/supervisory board chair may affect

meeting frequencies probably because older chairs

are generally more bureaucratic than younger ones

who might be more efficient and decisive.

The second category consists of variables mea-

suring ownership characteristics, such as HHI3

which measures ownership concentration, TSP

which gives the ownership percentage of the largest

shareholder, and two dummy variables indicating

whether at least one of the ten largest shareholders

was a foreigner (Foreign) and a government/gov-

ernment agency (Government), respectively. Own-

ership variables may have effects on meeting

frequencies as well. In China, foreign owner-con-

trolled firms are believed to operate more efficiently

than government-controlled firms as they involve

less bureaucracy. The concentration of shareholders

(HHI and TSP) represents the diversion of share-

holders’ opinions. Firms with more concentrated

ownership would have less diverse opinions among

board/supervisory board members. Agreements are

more likely to be reached with fewer meetings in

these firms. In addition, the variable, Government,

also serves as a proxy for listed companies’ political

connections. One of the unique features of the listed

companies in the Chinese market is that most of

them were privatized from SOEs (Firth et al., 2007;
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Mengistae and Xu, 2004). During this privatization

process, the government kept a portion of the shares

so as to maintain the control on these listed com-

panies, and these shares held by the government are

non-tradable (Chen et al., 2006; Dahya et al., 2003).

As a result, instead of considering managers’ indi-

vidual political connections adopted in prior studies

(Fan et al., 2007; Francis et al., 2005; Li et al., 2008),

it is more appropriate to focus on the listed com-

panies’ political connections to the government in

general since enforcement actions are imposed by

authorities affiliated to the government (Sun and

Tong, 2003). Furthermore, both variables HHI and

Government help characterize the principal–princi-

pal agency issues between majority and minority

shareholders in the Chinese context.

Control variables in the third category are about a

firm’s financial status, which is normally managed or

monitored by the board or the supervisory board.

These variables include the accounting return mea-

sured by the return on assets (ROA), the annual

market return (MR), the volatility of market returns

measured by standard deviation (Sigma), and the

firm size measured by the logarithm value of the

book value of total assets (LnTA). The last category

consists of other control variables, such as a dummy

variable indicating whether the board chair also

served as the CEO (Dual), the percentage of shares

that are tradable in the secondary market (Tradable),

the size of the auditor (Asize, ranging from 0 to 8),

and a dummy indicating whether one of the Big

Four accounting firms served as the auditor (Big4).4

To test the hypotheses of passivity, we use the

following OLS regression models. Equations (1) and

(2) are designed to detect whether meeting fre-

quencies react to the punishment (measured by

Punisht or PTimest) in the current year.5

BMFt ¼ a1 þ b1 � Punisht or PTimest þ c1

� Control Variablest þ e1 ð1Þ

SBMFt ¼ A1 þ B1 � Punisht or PTimest

þC1 � Control Variablest þ u1 ð2Þ

The fitted values from the first equation are denoted

as BMFpred1 and BMFpred2, respectively, corre-

sponding to those two different independent vari-

ables, Punisht and PTimest. Similarly, the fitted

values from the second equations are denoted as

SBMFpred1 and SBMFpred2, respectively. It is also

possible that the meeting frequency variables in the

same year do not necessarily capture the two boards’

reactions to enforcement actions completely, we

consider the board and supervisory board meeting

frequencies in the following year (i.e., year t + 1)

and retest Eqs. (1) and (2). Equations (3) and (4) are

used to detect whether meeting frequencies in the

following year (t + 1) react to the punishment this

year (t).

BMFtþ1 ¼ a2 þ b2 � Punisht or PTimest

þ c2 � Control Variablestþ1 þ e2 ð3Þ

SBMFtþ1 ¼ A2 þ B2 � Punisht or PTimest

þ C2 � Control Variablestþ1 þ u2 ð4Þ

The fitted values from Eq. (3) are denoted as

BMFpred3 and BMFpred4, respectively, and those

from Eq. (4) are denoted as SBMFpred3 and

SBMFpred4, respectively.

To test the hypotheses of reactivity using the Logit

model, we estimate the following models using those

fitted values of meeting frequencies obtained from

Eq. (1)–(4). We also generate four interactive terms

BMFpred1 9 MR, SBMFpred1 9 MR, BMFpred1 9

Sigma, and SBMFpred1 9 Sigma, as the independent

variables to capture the potential interactive effects

between firm performance/risk and meeting fre-

quencies. Below are the models we have used to test

Hypotheses H2a and H2b:

Punishtþ1 ¼ a1 þ b1 BMFpred1

� �
t
þc1 SBMFpred1

� �
t

þ d1 Control Variablest

þ e1 MRþ t1 ð5Þ

Punishtþ1 ¼ a2 þ b2 BMFpred1

� �
t
þc2 SBMFpred1

� �
t

þ d2 Control Variablest þ e2 MR

þ f2 sigmaþ t2 ð6Þ

Punishtþ1 ¼ a3 þ b3 BMFpred1

� �
t
þc3 SBMFpred1

� �
t

þ d3 Control Variablest þ e3 MR

þ f3 sigmaþ g3 BMFpred1 �MR

þ h3 SBMFpred1 �MRþ t3 ð7Þ
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Punishtþ1 ¼ a4 þ b4 BMFpred1

� �
t
þc4 SBMFpred1

� �
t

þ d4 Control Variablest þ e4 MR

þ f4 sigmaþ g4 BMFpred1 �MR

þ h4 SBMFpred1 �MRþ j4 BMFpred1

� Sigmaþ k4 SBMFpred1 � Sigmaþ t4

ð8Þ

Note that the dependent variable Punisht+1 is a

dummy indicating whether a firm punished in Year

t was also punished in Year t + 1.

Empirical analysis

This section presents major empirical results from

the univariate and multivariate tests. We start with

the descriptive statistics, followed by the results of

univariate tests, and then discuss those results based

on Models (1)–(8). We then summarize results from

the robustness tests so as to further support our

empirical analysis.

The descriptive analysis and univariate tests

Panel A of Table I presents the summary statistics

based on the cases that have valid values for all the

variables of interest. Doing so gives us 412 obser-

vations in the full sample, 184 in the sub-sample

consisting of fraudulent firms, and 228 in the

matching sample. Considering the dummy variable,

Punish, we have 362 observations of fraudulent firms

being punished from year 2001 to year 2006. The

maximum number of punishments that a firm re-

ceived within a year was four. About one-fourth of

these punished firms were punished again in the

following year. For the comparison purpose, we also

generate 327 matching firms with comparable firm

characteristics that were not punished between year

2001 and year 2006.6 Panel B of Table I shows the

distribution of enforcement actions over this 6-year

sample period; 67 in 2001, 40 in 2002, 45 in 2003,

60 in 2004, 69 in 2005, and 71 in 2006.

When comparing the means of independent and

control variables using these two sub-samples con-

sisting of fraudulent and matching firms, respec-

tively, we find that boards of directors in fraudulent

(punished) firms tend to meet more than those of

matching firms. On average, fraudulent firms’ boards

meet 8.65 times a year whereas the matching firms’

boards meet only 7.25 times a year. The difference is

significant at the 1% significance level. Similarly,

supervisory boards of fraudulent firms tend to meet

more than those of non-fraudulent firms do. The

average tenure of board chairs in the fraudulent firms

(484 days) is significantly shorter than that of board

chairs in the matching firms (571 days), but the

average tenure of supervisory board chairs does not

differ significantly between these two subsamples.

The turnover of board chairs tends to happen more

often in fraudulent firms (34.8%) than in matching

firms (17.1%); so does the turnover of CEO between

two subsamples (39.1 vs. 19.3%). However, the

turnover of supervisory board chairs does not show

this pattern. In addition, an average fraudulent firm

also possesses some other characteristics such as

having a younger board chair (BAge), a smaller

percentage ownership by the largest shareholder

(TSP), a more negative stock market returns (MR), a

lower accounting returns (ROA), a larger total risk

(Sigma), less government ownership (Government),

and a larger percentage of tradable common shares.

As displayed in Table II, the univariate tests show

that the variable, Punish, is related to six variables

including the BMF, the tenure of supervisory board

chair, the turnover of CEOs, firms’ total risk, gov-

ernment ownership and return on assets. As an

alternative measure of punishment, the variable

PTimes is related to nine variables including the

BMF, the tenure of the supervisory board chair, the

turnover of the board chair, the turnover of

the supervisory board chair, the turnover of CEO,

the stock market return, return on assets, total risk

and government ownership. The results based on

multivariate models in the following sub-sections

will further explore and reveal these relationships.

Testing the hypotheses of passivity

Table III summarizes the results from testing the

hypotheses of passivity. To ensure the robustness, we

use the board and supervisory board meetings in the

year in which a firm is punished, as well as those in

the year immediately after, as the dependent vari-

ables. Panel A presents the results based on the board
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and supervisory board meetings which react to the

punishment in the same year, and Panel B presents

those based on the meetings in the year immediately

after the enforcement.

Empirical findings indicate the behaviors of two

boards after enforcement. It is intuitively under-

standable that firms punished for fraud hold more

board and supervisory board meetings in the year of

TABLE II

Univariate analysis

Punish PTimes

Correlation Significance Correlation Significance

BMF 0.1392 0.004 0.1517 0.002

SBMF -0.021 0.664 -0.0167 0.729

Dual 0.0526 0.276 0.0539 0.265

BSize 0.0196 0.686 -0.0155 0.749

IBSize -0.0734 0.128 -0.0485 0.316

SBSize 0.017 0.725 0.0207 0.668

BTenure 0.0484 0.317 0.0705 0.144

SBTenure -0.1108 0.021 -0.1338 0.005

BTurnover 0.0927 0.054 0.1049 0.029

SBTurnover -0.0864 0.073 -0.1047 0.030

CTurnover 0.1266 0.009 0.1121 0.020

BAge -0.0473 0.327 -0.0425 0.379

SBAge 0.0196 0.685 0.0549 0.255

HHI 0.043 0.373 0.0761 0.115

TSP -0.0269 0.578 0.0000 1.000

Foreign 0.0183 0.704 -0.0112 0.816

MR -0.0576 0.233 -0.1064 0.027

Sigma 0.0946 0.050 0.1134 0.019

LnTA 0.0842 0.081 0.0689 0.154

Government -0.0985 0.041 -0.103 0.033

ROA -0.1551 0.001 -0.2265 0.000

Tradable 0.0213 0.659 0.0552 0.253

ASize -0.0605 0.210 0.011 0.820

Big4 -0.0005 0.992 0.0068 0.888

BMF and SBMF represent the meeting frequencies of two boards, the board meeting frequency and the supervisory board

meeting frequency, respectively. Punish is a dummy indicating whether a firm was punished in 1 year. PTimes measures

how many times the firm was punished within a year. BSize is the size of the board of directors. SBSize is the size of the

supervisory board. BTenure is the tenure of board chair. SBTenure is the tenure of supervisory board chair. BTurnover

and SBTurnover are dummy variables indicating the turnover of board chair and that of supervisory board chair,

respectively. BAge is the age of the board chair. SBAge is the age of supervisory board chair. IBSize is the number of

independent board members. CTurnover is a dummy indicating the turnover of the CEO. HHI measures ownership

concentration, TSP is the ownership percentage of the largest shareholder. Foreign and Government are two dummy

variables indicating whether at least one of the ten largest shareholders was a foreigner or a government/government

agency. ROA is the accounting return measured by the return on assets, MR is the annual market return, Sigma is the

volatility of market return measured by standard deviation. LnTA is the firm size measured by the logarithm value of the

book value of total assets. Dual is the dummy variable indicating whether the board chair also served as the CEO. Tradable

is the percentage of shares that are tradable in the secondary market. ASize is the size of the firm’s auditor in that year. Big4

is a dummy indicating whether one of the Big Four accounting firms served as the auditor.
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being punished. Furthermore, a firm’s boards meet

even more if it is punished more than once in a year.

In the year after, however, meeting patterns are

changed; the board of directors of a firm which was

punished in the year before tends to hold more

meetings, but its supervisory board does not. These

results are consistent with the different natures of the

two boards; a board of directors has to deal with

daily operations actively, while a supervisory board

only does so passively. In other words, H1a is not

rejected, but H1b is partially rejected.

Some of the control variables also affect the

meeting frequencies significantly. For instance, the

tenures of board chairs and supervisory board chairs

tend to lower board meeting frequencies and

supervisory board frequencies, respectively, both in

the year a firm is punished and the year immediately

after. In addition, the existence of foreign investors

helps increase the supervisory board meeting fre-

quencies in the year of punishment, and this can

mainly be interpreted as the monitoring effects. Firm

size is positively related to the BMF in both years

since a larger firm tends to have more issues to deal

with in their daily operations. The government

ownership, which also serves as a proxy for political

connection, tends to reduce the BMF in the year

immediately after a firm was punished because of its

fraudulent activities, but not in the year in which it

was punished. In the meantime, we also find that

it does not affect the supervisory board meeting

frequencies.

To further investigate the impacts of enforcement

actions on two boards’ behaviors, we have also done

the following two sets of analysis.7 First, we con-

structed the Harmonization Index to further mea-

sure board activism based on the content of

meetings. The Harmonization Index is defined by

the percentage of directors who voted YES to the

decision items in the year in which enforcement

actions were imposed. Owing to the missing infor-

mation about details of the meetings, only 196

observations of the Harmonization Index were hand

collected over the sample period, 98 of which were

from fraudulent firms and the other 98 were from

matching firms. A firm in the full sample had 73.07%

of the board members who voted YES; a fraudulent

firm and a matching firm had 70.82 and 75.32% of

board members who voted YES, respectively. Fur-

thermore, the Harmonization Index and the dummy

variable Punish are negatively correlated; their cor-

relation is -0.2637, which is significant at the 10%

level. Since lower Harmonization Index means more

active board, these findings support our empirical

results about the reactions of board of directors to

the enforcement actions imposed, and consequently,

support the Hypothesis of Passivity. Second, we also

collected the information about the amount of fine

and construct a variable named Fine; the average

amount of fine was CNY99,009 over the sample

period. Using Fine to replace the independent

variables Punish and PTimes so as to re-run the tests

whose results are presented in Table III, we find that

the amount of fine does not impact the BMF or the

SBMF significantly. These findings support our

discussion about the minimal influences of the fine

itself, and what the companies really care about is the

impact of enforcement actions on their stock prices.

Testing the hypotheses of reactivity

Adopting Models (5)–(8), we test the reactivity

hypotheses proposed in ‘‘Institutional background,

literature review, and hypothesis development’’

section, and present the results in Table IV. Without

considering the interactive effects between enforce-

ment-driven meeting frequencies of the two boards

and firm’s profitability, we find that the reactivity of

the two boards does not lower the chance of pun-

ished firms to be punished again in the year imme-

diately after. The results are presented in the

columns based on Models (5) and (6). As addressed

in the literature (e.g., Vafeas, 1999), however, firms

with lower profitability tend to hold more board

meetings. Furthermore, our empirical tests show that

lower profitability may result in a higher chance of

committing fraud; this association is also tested by

prior studies (e.g., Beasley, 1996; Chen et al., 2006),

but they fail to find its significance. Thus, it is critical

to take into consideration the interactions between

meeting frequencies of the two boards driven by the

enforcements and the market returns.

Results based on Models (7) and (8) indicate that

while punishment-driven meetings do not affect the

likelihood of getting punished in the year after and

firms with low profitability tend to be punished, the

interaction between board meeting frequencies

and market returns (BMFpred1 9 MR) is positively

Shujun Ding et al.
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related to the chance of being punished. The result

shows that punishment-driven board meeting fre-

quencies help lower the probability of being pun-

ished again for firms having negative returns only.

To further show the robustness of these results, we

use alternative independent variables, BMFpred2,

SBMFpred2, BMFpred2 9 MR, and SBMFpred2 9

MR, respectively, to retest Model (7). No qualita-

tive change has been found, and results are also

presented in Table IV. In short, Hypothesis 2a is

partially rejected, and Hypothesis 2b is rejected.

To test the robustness of these empirical findings,

we have also conducted further tests as follows. First,

we use industry-adjusted return on assets (IND-

ROA) to replace ROA and repeat all the above tests.

Second, since the values of dependent variables BMF

and SBMF are bounded integers, we implement

ordered logit models, in addition to the OLS

regressions, and re-estimate Models (1)–(4). Third,

we have also adopted the propensity score matching

method with respect to both Punisht and Punisht+1

to confirm the empirical results we have obtained.

Fourth, we have also included additional corporate

governance variables, such as the existence of audit

committee, in the analysis. Constructing a variable

named AC, which is a dummy variable with a value

of one if a listed company has an audit committee

and zero if not, we find that 35.12% of the firms had

audit committees over the sample period. Among

the fraudulent firms, 34.81% of them had audit

committees, and 35.47% of the matching firms had;

they are insignificantly different from each other.

The correlation between AC and the dummy vari-

able, Punish, is 0.0823, which is insignificant. We

have also included the variable AC into the regres-

sions for robustness tests, and find that the existence

of audit committee does not impact the reactions of

listed companies to the enforcement actions. Our

findings support the conclusions made by Lin et al.

(2008) about the ineffectiveness of audit committees

in the listed companies in China. No qualitative

change from these robustness tests has been found,

and therefore, our empirical findings are robust.8

Some further discussion

The results from Models (1)–(8) for testing the

hypotheses of passivity and reactivity have shown that

the two boards in Chinese publicly listed companies

behave differently. First, after a punishment is en-

forced, the reactions of boards of directors last longer

than those of supervisory boards. Second, the effec-

tiveness of boards’ reactions is more significant than

that of supervisory boards’. Thus, do board chairs,

supervisory board chairs, and CEOs take the same

responsibilities? To answer this question, we examine

the effects of enforcements on their turnovers in the

year immediately after firms are punished. To do so,

we adopt Logit models, and use dummy variables

measuring their turnovers as dependent variables.

Furthermore, we use both the full sample and the

subsample of firms in which the variable Dual has a

value of zero, suggesting that the board chair and the

CEO are two individuals. Empirical results are pre-

sented in Table V, and indicate that punishments

increase the probabilities of the turnovers of board

chairs and CEOs, but do not increase that of the

turnovers of supervisory board chairs.

Conclusions and future research

This article highlights two aspects of the two boards’

behaviors, passivity and reactivity of board of

directors and those of supervisory boards, in Chinese

publicly listed companies after they are punished for

fraudulent activities enforced by CSRC or the

stock exchanges. We also dynamically test these two

aspects by considering board and supervisory board

meeting frequencies in the year of being pun-

ished and in the year immediately after that, while

controlling for other factors documented in the

literature on corporate governance and fraud.

In the tests of passivity, we find that both the

board of directors and the supervisory board tend to

meet more in the year of punishment, but in the

subsequent year, the board still meets more whereas

the supervisory board does not, meaning that the

supervisory board usually takes a passive strategy.

While testing the hypotheses of reactivity, we find

that in firms with negative market returns, if their

boards of directors meet more frequently after the

punishments, the likelihood of these firms being

punished again in the subsequent year is lower,

which means the board of directors tends to take

effective reactive strategies. However, we do not

find similar reactivity in the supervisory board.
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One of the prior studies in this stream of the lit-

erature on the relationship between corporate gov-

ernance mechanisms and fraudulent activities of

Chinese listed companies is Jia et al. (2009), but the

research focus of the current study is fundamentally

different from theirs. Jia et al. (2009) emphasize the

monitoring effects of supervisory boards, one of the

two boards in the dual-board system of Chinese

listed companies, on the severity of the enforcement

actions when frauds are revealed. However, this

study with the post-fraud analysis focuses on how

the dual-board corporate governance mechanism,

consisting of the board of directors and supervisory

boards, reacts to the enforcement actions, and also

on whether their reactions help to prevent Chinese

listed companies from committing future frauds.

Further studies may be developed to investigate the

relationship between fraudulent activities and chan-

ges in board composition, especially the specific

committees under the board of directors; this issue

has been rarely touched in extant studies examining

corporate governance and fraud. Alternatively,

future studies may also further explore the market

reactions to CEO turnovers, the board chair turn-

overs, and/or supervisory board chair turnovers

resulting from fraud-driven punishments.

Notes

1 Unlike their counterparts in developed economies

where trade unions represent and protect the interest of

employees, unions in most, if not all, Chinese compa-

nies function very differently. Union officials are usually

highly impotent, and many of them are or were officials

of the local Communist Party. It is rare that unions in

Chinese companies play a role in collective bargaining.
2 As pointed out by Chen et al. (2006), it is extremely

difficult to uncover all the actual fraudulent activities.

Following the approach adopted by previous studies,

such as Dechow et al. (1996), Firth et al. (2005), and Jia

et al. (2009), we use punishment imposed by authorities

as a proxy for fraudulent activities. Throughout the arti-

cle, we still use the term fraudulent activities to avoid

potential confusion.
3 HHI refers to the Herfindahl index based on the

ownership held by the second largest to the tenth larg-

est shareholders (Chen et al., 2006; Jia et al., 2009).
4 It is worth mentioning that the variables Asize and

Big4 are not overlapping. The variable Asize is to

capture the size effect of auditors, while the variable

Big4 refers to their international reputation. Both vari-

ables have been adopted by prior studies in the account-

ing literature. In China, the Big4 accounting firms are

not the largest auditors (DeFond et al., 1999). In addi-

tion, robustness tests were conducted using each of the

two variables, but no qualitative change was found.
5 We conducted the compare-mean t-tests among

board meeting frequencies, as well as supervisory board

meeting frequencies, in the year in which enforcement

actions were imposed (Year t), the year before it (Year

t - 1), and the year after it (Year t + 1). Results show

that the average board meeting frequency in Year t was

significantly higher than that in Year t - 1

(t value = 2.6996), and was also significantly higher than

that in Year t + 1 (t value = -2.9482). However, the

average board meeting frequencies between Year t - 1

and Year t + 1 was insignificantly different from each

other. In addition, the average supervisory board meet-

ing frequencies were not significantly different between

Year t - 1 and Year t, between Year t and Year t + 1,

or between Year t - 1 and Year t + 1. These findings

show the enforcement action-driven board meeting fre-

quencies in the short run, and this effect tends to disap-

pear once problems have been dealt with. The above

tests confirm the validity of using dependent variables,

such as board meeting frequencies and supervisory board

meeting frequencies, in the year in which enforcement

actions were imposed.
6 Instead of using firm size and industry effects as Jia

et al. (2009) do, we use the following seven matching

principles to find the closest matching firms to ensure

the robustness of the empirical results. In each year be-

tween 2001 and 2006 and in the same industry, for

each punished firm, we find firms (i) whose market

value of equity was within the range of ±5% of the

punished firm’s market value; (ii) whose book value of

total assets was within the range of ±5% of the pun-

ished firm’s book value of assets; (iii) that had a ROA

within the range of ±5% of that of the punished firm;

(iv) that had a ROE within the range of ±5% of that of

the punished firm; (v) that had a stock return within

the range of ±5% of that of the punished firm; and

(vi) that had a Tobin’s Q within the range of ±5% of

that of the punished firm. To make the findings of this

study comparable to those of Jia et al. (2009), we also

consider the information about the matching sample

used in their study.
7 The authors thank two anonymous referees and the

discussant, Professor Chris Mallin, for suggesting us to

consider these additional tests. To save space, the

empirical results are not presented here, but they are

available upon request.

Reactivity and Passivity After Enforcement Actions

123241Reprinted from the journal



8 The authors would like to thank two anonymous

referees and the discussant Professor Chris Mallin for

suggesting us to do these robustness tests.
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Chinese Management Buyouts and Board

Transformation

Yao Li
Mike Wright

Louise Scholes

ABSTRACT. We assess the extent to which Chinese

MBOs of listed corporations enable a balance to be

achieved between facilitating growth and supporting the

interests of minority shareholders other than the buyout

organization. Using novel, hand-collected data from 19

MBOs of listed corporations in China, a matched sample

of 19 non-MBOs and the population of listed corpora-

tions, we examine the extent to which boards of directors

are changed to bring in executive and outside directors

with the skills to grow as well as restructure a business.

We also examine the extent to which outside directors

become involved in actions to develop the business rather

than actions related to fostering the interests of all

shareholders. We find in fact little evidence that outside

board members have the skills to add value to the MBO

firms. Boards appear to focus mainly on related-party

transactions with some more limited attention to growth

strategies. Outside directors do not seem to openly dis-

agree with incumbent managers on the disclosure of their

actions but may express their views and exert pressure

behind the scenes.

KEY WORDS: management buyouts, China, board,

governance, listed companies

Introduction

Management buyouts (MBOs) involving the acqui-

sition of firms by incumbent managers who take on

financial leverage, often with the involvement of

private equity firms (Gilligan and Wright, 2010),

have become an international phenomenon. Over

three decades they have diffused from the US, to

Europe and to Asia (Strömberg, 2008; Wright et al.,

2007). From OECD countries they have also played

an important role in the transformation of Central

and Eastern Europe (Wright et al., 1994) and more

recently have emerged in China (Sun et al., 2010).

This international development has been accom-

panied by considerable debate about their impact.

Evidence from developed Western economies gen-

erally indicates that they have a positive economic

and social impact, particularly in the first wave of the

1980s although the evidence from the second wave

is more mixed (Cumming, et al., 2007; Kaplan and

Stromberg, 2009; Wood and Wright, 2010). Yet,

MBOs may be undertaken to advantage particular

groups of stakeholders, notably managers and private

equity backers, at the expense of others (Bruner and

Paine, 1988; Houston and Howe, 1987; Harris and

Brown, 1990; Jones and Hunt, 1991; Lee, 1992;

Lowenstein, 1985; TSC, 2007).

For emerging economies, and especially those

transitioning from central planning, MBOs raise

serious and controversial issues, especially in contexts

where the legal and regulatory framework is often

weak. The latter enables management to benefit

from short-term income redistribution by acquiring

undervalued assets (Filatotchev et al., 1994). In

contrast to MBOs in Western, developed economies

that involve mechanisms to control agency costs

(Jensen, 1993), MBOs of listed corporations in

transition economies rarely involve the pressure to

service debt or the role of active private equity

investors. Rather they raise distinctive principal–

principal-agency problems that arise where domi-

nant shareholders may act against the interests of

minority shareholders (Young et al., 2008). In par-

ticular, related-party transactions concerning man-

agers as shareholders may involve tunneling, that is

the transfer of assets and profits out of firms for the

benefit of their controlling shareholders (Djankov

et al., 2008).

Indeed, MBOs became a very controversial issue

in China in 2004 when Hong Kong-based professor

Journal of Business Ethics (2010) 95:361–380 � Springer 2011
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of corporate governance Larry Lang condemned the

MBI (management buy-in) of Kelon, a township

and village enterprise, i.e., an enterprise owned at

the local government level, listed both in Hong

Kong and Shenzhen. As a result, ‘‘MBO’’ became a

derogatory term in China. In 2004 the Ministry of

Finance (MOF) also stopped approving state-owned

enterprise (SOE) share transfers to buyout manage-

ment. Finally, in 2005, the State-owned Assets

Supervision and Administration Committee (SASAC),

the new established authority and the ultimate owner

of state-owned assets, prohibited MBOs of listed SOEs.

There are, however, major countervailing argu-

ments to these claims. First, MBOs may be necessary

to ensure that restructuring occurs in order to avoid

firm failure. Indeed, studies of listed corporations in

China have identified the importance of ‘‘propping

up’’ as an alternative to tunneling (Cheung et al.,

2006). Second, specifically in the context of transi-

tion economies, the challenge is to enhance enter-

prise efficiency and performance in areas of the

economy that have experienced a persistent dearth

of entrepreneurship. Buyouts undertaken by entre-

preneurial managers may in these circumstances lead

to longer term personal and systemic benefits.

Hence, the problem for transition economies is to

balance the economic gains of a move to a more

free-market system with the agency risks associ-

ated with the behavior of agents in those markets

(Filatotchev et al., 1994).

In the absence of the pressure of debt and the role

of private equity firms, boards assume an important

place in MBOs in China in achieving this balance.

Yet the role of boards in this context has been ne-

glected. There is therefore a need to assess the extent

to which boards in MBOs enable a balance to be

achieved between facilitating development of the

business while maintaining the interests of other

(minority) shareholders. Examining the role of

boards in MBOs in China also provides potentially

interesting insights into the general role of this

important governance mechanism in a context re-

moved from the developed Western markets where

buyouts emerged that help in understanding the

applicability of this concept. Specifically, we exam-

ine the following research questions:

Q1: What are the general characteristics of

boards after the buyout?

Q2: To what extent are boards of directors in

Chinese MBOs changed to bring in outside

directors with the skills to grow and restructure

a business as well as monitoring management?

Q3: What changes occur in the functioning of

boards after an MBO in terms of meeting fre-

quency, the issues addressed by outside directors

and the extent to which they challenge execu-

tives?

We examine these research questions through a

detailed analysis of the nature and behavior of boards

in 19 MBOs of listed Chinese corporations com-

pared with a matched sample of 19 non-MBOs and

with the population of listed corporations.

This article unfolds as follows. The following

section provides a brief overview of the context in

which Chinese MBOs occur. We then review the

literature on the role and place of boards in MBOs.

‘‘Data and sample’’ section explains our data sources,

while ‘‘Results: evidence on the role of boards in

Chinese MBOs’’ section presents our findings under

headings corresponding to the three research ques-

tions outlined above. The final section discussions

our findings.

Context of Chinese MBOs

The Chinese government, has adopted a gradualist

reform strategy (Liu and Sun, 2005), part of which

involves retreating from state control of small and

medium-sized enterprises that operate in highly

competitive markets.1 In the early stages of market

reforms, the entrepreneurs founding emerging

enterprises invested their own money (or borrowed

money from the local government)2 and typically

possessed the key managerial or technical capabili-

ties,3 but they were not the legal owners. When

these firms were listed on the stock market, their

largest shareholder was local (town-village or urban-

street) or even the central government. These firms

were said to be ‘‘wearing the red hat’’, which pro-

vided both protection from political harassment and

favorable access to scarce resources including natural

monopoly resources, land, ‘‘soft’’ loans from state-

owned banks, independent export–import rights and

foreign exchange quotas (Sun et al., 2010). Some

large SOEs were floated on the stock market with

Yao Li et al.
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the state typically maintaining controlling shares, the

majority of shares, including management’s shares,

not being freely tradable (Walter and Howie, 2003).4

Incumbent management with good market-ori-

ented capabilities played a key role in saving some

non-strategic SOEs from bankruptcy, turning them

around and making them relatively competitive.

However, management did not receive shares as

compensation, and their salaries and bonuses were

only at moderate levels.5

By the end of the 1990s, these companies were

frustrated by a lack of incentives, organizational

inefficiency, declines in profit margins, technical

upgrading and interference by bureaucratic govern-

ment decision makings in daily operations.6 With

the progress of market reforms, these organizations

had typically reached a critical point where they had

to decide between innovation versus non-adaptation

and eventual dissolution. Windows of opportunity

can emerge where a firm finds new growth and

renewal opportunities facilitated by a new ownership

structure, such as a buyout (Wright et al., 2000).

Because of the relationships with government, at

various levels,7 the success or failure of buyout at-

tempts is heavily influenced by a bargaining or alli-

ance process between entrepreneurs and politicians

(Sun et al., 2010). MBO targets were typically pur-

chased at a price based on net assets per share or even

at a discount to this, and far below the price of

tradable shares. Typically management did not take

the companies private as in Western buyouts but

bought less than 30%8 of the total equity through a

newly established holding company wholly owned

by management or with employees. Management

typically paid only around 10% of the total price on

deal completion, with the remainder paid in install-

ments. Management obtained finance mainly from

personal networks. Banks were strictly forbidden

from providing loans for buyouts until November

2008. However, in some township and village

enterprise buyouts, management obtained finance

from local credit unions or other undisclosed sources.

The role of the board in buyouts

In the Western LBO literature, private equity firms

are acknowledged to align the interests of managers

and investors by applying three sets of changes to the

firms in which they invest, categorized by scholars as

financial, governance, and operational engineering

changes (Cumming et al., 2007; Kaplan and

Stromberg 2009).

The first of these, financial leverage, creates

pressure on managers not to waste money on

unprofitable projects. The pressure of meeting debt

payments reduces the ‘‘free cash flow’’ problems

(Jensen, 1986) in which management teams in ma-

ture industries with weak corporate governance

could dissipate cash flows rather than returning them

to investors.

Governance engineering refers to two elements.

First, private equity firms typically give the man-

agement of portfolio companies a large equity upside

through stock and options. Also they require man-

agement to make a meaningful investment in the

company. Second, the private equity investors

control the boards of their portfolios companies and

are more actively involved in monitoring than

public company boards. Financial and governance

engineering have traditionally been viewed as the

two main value sources brought by PE firms in

buyouts (Kaplan and Stromberg 2009). But success

in private equity transactions is also associated with

operational improvements including the introduc-

tion of new products and other routine innovations

(Gottschalg, 2007; Meuleman et al., 2009; Wright

et al., 1992; Zahra, 1995).

Therefore, the board in a Western PE-backed

buyout assumes an important and distinctive role.

According to corporate governance life-cycle the-

ory, at different stages of their development, firms

require different board structures and processes

(Lynall et al., 2003). Changes in board composition

therefore reflect the strategic challenges and con-

tingencies firms face at different phases in their life-

cycle (Zahra et al., 2010). The balance of the

monitoring and wealth creation roles of the board

may change over this life-cycle. There may be

important differences between the structure and

functioning of a board designed to minimize agency

costs through greater monitoring, and a board de-

signed to maximize a firm’s rent generating potential

through bringing in skills and capabilities that are

absent from the internal management team (Barney

et al., 2001). In the West, the shift from a listed

Chinese Management Buyouts and Board Transformation
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corporation to an MBO represents an important

threshold in a firm’s life-cycle that typically involves

either restructuring to improve efficiencies and/or

the introduction of new growth strategies.

Studies of the role of boards in Western private

equity backed buyouts are limited but have exam-

ined three broad areas: the size and composition of

the board; the role of independent directors; and the

functioning of the board. We follow this approach

here.

The boards of private equity backed buyouts that

were formerly listed corporations in the UK become

smaller with fewer outside directors (Cornelli and

Karakas, 2008). Representatives from the private

equity backers are introduced and non-executive

chairs are likely, even though evidence suggests

greater duality prior to buyout (Weir and Wright,

2006).

Investors in Western buyouts tend to be more

active than in listed corporations, one manifestation

of which is more frequent board meetings (Acharya

and Kehoe, 2008). The composition and function-

ing of boards of public-to-private buyout transac-

tions may not be homogeneous but vary according

to whether the buyout was aimed at improving

efficiencies or exploiting growth opportunities

(Wright et al., 2000, 2001). In addition to hiring

executives with financial engineering and monitor-

ing skills, private equity firms in Western countries

now often hire professionals with operating back-

grounds and an industry focus who can adopt a

hands-on role in the strategic planning and super-

vision of portfolio companies. Often operating as

board members, they apply their industry knowledge

and analytical skills to the most important issues

facing a company from a high-level strategic per-

spective. Acharya et al. (2009) provide evidence

from the UK that boards in private equity backed

buy-outs play an active role in leading strategy for-

mulation to create value, involving both assisting and

challenging management, while boards in publicly

listed companies play more of a scrutinizing, fol-

lower role. Directors from private equity firms also

do not hesitate to replace poorly performing man-

agement.

In the MBOs of China’s listed companies there is

no direct pressure of financial leverage, or gover-

nance engineering by PE firms since these factors

play little part in these deals.9 Thus, the board of

directors assumes a key role in these companies. This

role, however, faces distinctive challenges in the

context of the problems arising from the creation of

a dominant group of shareholders whose interests

may not be closely aligned with other minority

shareholders. As a result, we would expect board size

to fall following MBO in China and for there to be

less pressure to avoid duality of the roles of CEO and

Chair compared to listed corporations. As a result of

this insider dominance, we also expect less pressure

to remove executives.

However, there is also a simultaneous need for

added value contributions in an environment of

entrepreneurial deficits. Thus, we also anticipate an

increase in the number of independent directors. We

anticipate that boards will become more active in

assisting management as the entrepreneurial execu-

tives noted in the previous section perceive a need

to recruit independent directors with expertise in

developing businesses. Correspondingly, we would

expect there to be an increase in the frequency of

board meetings and a high incidence of boards dis-

cussing issues relating to business development fol-

lowing MBO. However, insider dominated buyouts

may involve potential for tunneling activities, that is

appropriating assets by dominant shareholders at the

expense of minority shareholders, as well as prop-

ping or supporting corporations (Cheung et al.,

2006). We may expect that executives in buyouts

may be in a stronger position to engage in both

tunneling and propping activities than in listed

corporations generally. In the absence of outside

investors such as private equity firms and the pres-

ence of independent directors owing their appoint-

ment to the executives, we expect to find little

incidence of executives being challenged formally by

independent directors. We summarize our variables

and expectations in relation to our research questions

in Table I.

Data and sample

Sample selection

To examine the nature and role of boards in Chinese

MBOs of listed corporations, we focus on a sample

of 19 firms. We identify the sample of companies as

follows:

Yao Li et al.
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1. We define an MBO as an arrangement involv-

ing the incumbent management of listed

companies acquiring control rights in, and

becoming the largest shareholder of, the com-

pany through equity transfer.

2. An MBO should be completed before 31

December 2003. By taking end 2003 as our

cut-off point we observe at least 4 years of

subsequent changes in corporate governance

after MBO. Following the controversy of

2004, MBOs completed after 2003 could not

obtain approval from the Ministry of Finance

(MOF) and later the SASAC.10 Management

has also taken a variety of other initiatives

than MBO to gain control of listed compa-

nies.11 We do not include such companies in

our sample.

3. The listed companies published their announce-

ment of completion of the MBO before 2003.

Some companies released an intention to

implement MBO in 2003, but they have not

been approved by the government. We ex-

clude those companies where management

was the largest shareholder since inception of

the company.

4. We include EMBOs (employee and manage-

ment buyouts). For some companies, the

incumbents control the company through an

ESOP (employee stock-ownership plan). But

the largest shareholder of the ESOP and the

TABLE I

Summary of research questions, variables, expectations and findings

Research questions Variables Western MBO

expectations

Chinese MBO

expectations

Findings

Q1: General board

characteristics

Size Size declines to smaller

than listed corporations

Size declines Size declines but not

significantly different

from listed corporations

No. Executives Relatively more

important

Relatively more

important

Relatively more

important

Duality Less duality following

Western buyouts

More duality No significant differ-

ences from other

companies

Q2: Independent

director

characteristics

No. & proportion Decline with increase

of PE directors

Expected increase due

to regulatory change

Increases more than in

matched companies

Characteristics Increase in directors

with monitoring and

growth expertise

Increase in IDs with

growth expertise

Expertise in interna-

tionalization and

industrial companies

most important and

more important than in

other companies

Q3: The functioning

of the board

Meeting

frequency

Increases due to more

active investors

Modest change Evidence of increase

(matched companies

only)

Issues addressed In Western buyouts

expected to focus on

supporting investors –

both monitoring and

business development

issues

Expected increase in

issues relating to related

transactions and

minority shareholders

as well to business

development issues

Related transactions

significantly more

important than in other

companies

Challenging

executives

PE directors in Wes-

tern buyouts expected

to challenge executives

Few challenges to

executives

Few challenges to

executives [in line with

listed corporations]
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company’s actual controller belong to the

enterprise’s internal management. So an EMBO

results in a management buyout.

5. We exclude de facto government-controlled

MBO companies. Some cases fit the above

categories, but the annual report specifically

states that de facto control belongs to the

state or the state-owned holding companies.

In all cases the management appear to be the

indirect controllers of the listed companies

from the ownership structure, but in their

2005 or 2006 annual report these companies

disclose that ‘‘the local government/SASAC

is the de facto controller through an equity

trust or as custodian, etc.’’, or claim that

‘‘the management shareholding is just equity

incentive behavior (management is not the

ultimate controller)’’ and so on. So these

companies cannot be counted as MBO com-

panies.

6. Finally, we exclude a large number of private

capital acquisitions of listed companies.

The 19 companies belong to traditional industries

such as manufacturing, public transport, aquaculture,

etc.12 For consistency, we use the total equity

market capitalization whether shares are freely

tradable or not. Market capitalization 1 in Table II is

at 31 December 2003. Market capitalization 2 is at

December 31, 2008. After adjusting for appreciation

in the RMB exchange rate, the median compound

annual growth rate over this period is 9.33%, with a

mean of 18.6%. However, in four companies, cap-

italization dropped. The highest growth rate is 12

times for TBEA, followed by Midea’s 6.7 times.

Following Claessens et al. (2000) and Faccio and

Lang (2002), we conducted a manual search of

annual reports to trace the pyramid ownership

structure of the sample companies. In six companies,

the ultimate controller was one person (Midea,

Fangda, Xiamen Prosolar, Dongting Aquaculture,

Wuchangyu, Hongdou). The ultimate controllers of

three companies (TBEA, Yongding, Humanwell)

are 3–5 core management members. In the other 10

companies, the ultimate controllers belong to the

management teams or ESOP owned companies.

The mean ownership of the controlling group in

the year of the MBO in the sample companies is

26.7%, while the mean control right is 35.1%. The

mean control/ownership separation index (C/O) is

1.57. These figures are substantially higher than

those found for 9 East Asia countries by Claessens

et al. (2000), where the ultimate controller had an

average (mean) C/O of 1.25, and for 13 Western

European countries of 1.11 by Faccio and Lang

(2002).

Board information

As these companies remain publicly quoted, infor-

mation on their boards is publicly available.13 We

obtained data on the following measures:

Directors

It is difficult to define the executive directors in

Chinese listed companies clearly. Many companies

are called ‘‘carve-out’’ listing (Liu and Sun, 2005),

that is the creation of a separate listing of a minority

of the equity in a subsidiary company, so many

directors are affiliated to the holding companies. The

group (parent company) and the listed company are

not actually separated. We define strictly an execu-

tive director as someone acting as an executive in the

listed company (not the group/holding company).

Where the director also acts as an executive or

director of a subsidiary, if the subsidiary is consoli-

dated with the listed company, we consider the

person as an executive director of the listed company

too. Chinese listed companies’ annual reports dis-

close their directors’ affiliation with holding com-

panies from 2001 and their directors’ biographies

from 2004. Background information on directors

was collected from IPO prospectuses, annual reports,

press releases and other news media.

Frequency of meetings

We obtained data on the frequency of meetings from

the CSMAR (china stock market accounting re-

search) database which was developed specially by

GTA IT Co. in 1999.

Issues discussed by directors

We also collected information on the issues discussed

by the independent directors from the CSMAR

Yao Li et al.

123 250 Reprinted from the journal



T
A

B
L
E

II

T
h
e

m
ai

n
fe

at
u
re

s
o
f

1
9

C
h
in

es
e

M
B

O
co

m
p
an

ie
s

C
o
m

p
an

y
N

am
e

In
d
u
st

ry
O

C
C

/O
M

rk
t

ca
.1

(i
n

m
il
li
o
n
s,

U
S
$)

M
rk

t
ca

.2

(i
n

m
il
li
o
n
s,

U
S
$)

M
rk

t
ca

.2
/

M
rk

t
ca

.1

S
h
en

zh
en

U
n
iv

er
se

G
ro

u
p

C
o
.,

L
td

C
o
n
st

ru
ct

an
d

b
u
il
d
in

g
m

at
er

ia
l

2
9
.6

8
4
0

1
.3

5
1
0
6

7
7

0
.7

3

C
h
in

a
F
an

g
d
a

G
ro

u
p

C
o
.,

L
td

C
o
n
g
lo

m
er

at
e

2
4
.3

2
2
7
.3

6
1
.1

2
1
2
9

1
2
8

0
.9

9

S
h
en

zh
en

H
u
aq

ia
n
g

In
d
u
st

ry
C

o
.,

L
td

A
u
d
io

-v
is
u
al

m
at

er
ia

l
1
5
.0

1
4
5

3
2
6
0

1
8
7

0
.7

2

S
h
an

d
o
n
g

S
h
en

g
li

C
o
.,

L
td

.

C
h
em

ic
al

in
d
u
st

ry

(p
la

st
ic

m
at

er
ia

l)

1
8
.1

2
1
8
.1

2
1

1
5
3

2
9
0

1
.9

0

G
u
an

g
d
o
n
g

M
id

ea

E
le

ct
ri

c
A

p
p
li
an

ce
s

C
o
.,

L
td

.

H
o
u
se

h
o
ld

el
ec

tr
ic

ap
p
li
an

ce
(w

h
it
e

g
o
o
d
s)

1
5
.8

2
3
0
.6

8
1
.9

4
3
4
0

2
2
9
1

6
.7

4

Z
h
en

g
zh

o
u

Y
u
to

n
g

B
u
s

C
o
.,

L
td

.

B
u
s

an
d

co
ac

h

m
an

u
fa

ct
u
ri

n
g

1
7
.1

9
1
7
.1

9
1

2
2
5

6
8
5

3
.0

4

W
u
h
an

H
u
m

an
w

el
l

H
i-

te
ch

In
d
u
st

ry

C
o
m

p
an

y
L
im

it
ed

M
ed

ic
al

ap
p
ar

at
u
s

an
d

in
st

ru
m

en
ts

2
2
.0

8
2
9
.7

6
1
.3

5
1
1
6

2
3
9

2
.0

6

T
eB

ia
n

E
le

ct
ri

c

A
p
p
ar

at
u
s

S
to

ck
C

o
.,

L
td

(T
B

E
A

)

E
le

ct
ri

c
tr

an
sm

is
si
o
n

an
d

tr
an

sf
o
rm

at
io

n

eq
u
ip

m
en

t

2
1
.1

1
2
1
.1

1
1

3
3
9

4
1
8
7

1
2
.3

5

Ji
an

g
S
u

Y
o
n
g
D

in
g

C
o
m

p
an

y
L
im

it
ed

M
an

u
fa

ct
u
re

o
f

co
m

-

m
u
n
ic

at
io

n
eq

u
ip

m
en

t

4
7
.8

4
7
.8

1
2
1
5

1
3
9

0
.6

5

X
ia

m
en

P
ro

so
la

r

T
ec

h
n
o
lo

g
y

C
o
.,

L
td

C
o
n
g
lo

m
er

at
e

2
6
.5

8
4
9
.5

9
1
.8

7
1
0
8

1
7
3

1
.6

0

H
u
n
an

D
o
n
g
ti
n
g

A
q
u
ac

u
lt
u
re

C
o
.,

L
td

A
q
u
ac

u
lt
u
re

2
3
.5

7
2
9
.9

1
.2

7
8
7

1
9
9

2
.2

9

H
u
b
ei

W
u
ch

an
g
y
u

C
O

.,
L
td

A
q
u
ac

u
lt
u
re

6
8
.6

9
6
8
.6

9
1

2
0
7

1
3
5

0
.6

5

In
n
er

M
o
n
g
li
a

E
er

d
u
o
si

C
as

h
m

er
e

P
ro

d
u
ct

s

C
o
.,

L
td

.

C
lo

th
in

g
4
3
.3

6
4
3
.8

1
.0

1
3
8
6

7
2
4

1
.8

8

Ji
an

g
su

H
o
n
g
d
o
u

In
d
u
st

ry
C

o
.,

L
td

C
lo

th
in

g
1
9
.3

1
2
7
.4

8
1
.4

2
1
6
3

2
0
2

1
.2

4

Chinese Management Buyouts and Board Transformation

123251Reprinted from the journal



T
A

B
L
E

II

co
n
ti
n
u
ed

C
o
m

p
an

y
N

am
e

In
d
u
st

ry
O

C
C

/O
M

rk
t

ca
.1

(i
n

m
il
li
o
n
s,

U
S
$)

M
rk

t
ca

.2

(i
n

m
il
li
o
n
s,

U
S
$)

M
rk

t
ca

.2
/

M
rk

t
ca

.1

S
h
an

g
h
ai

D
az

h
o
n
g

T
ra

n
sp

o
rt

at
io

n
(G

ro
u
p
)

C
o
.,

L
td

P
u
b
li
c

tr
an

sp
o
rt

at
io

n
5
.3

5
2
1
.6

1
4
.0

4
3
8
8

8
5
7

2
.2

1

S
h
an

g
h
ai

Q
ia

n
g
sh

en
g

H
o
ld

in
g

C
o
.,

L
td

P
u
b
li
c

tr
an

sp
o
rt

at
io

n
1
9
.3

6
2
1
.5

1
1
.1

1
4
3
9

1
2
6
7

2
.8

9

S
h
an

g
h
ai

P
u
d
o
n
g

D
az

h
o
n
g

T
ax

i
C

o
.,

L
td

P
u
b
li
c

tr
an

sp
o
rt

at
io

n
1
1
.5

3
2
.8

7
2
.8

6
2
7
1

4
3
1

1
.5

9

S
ic

h
u
an

Q
u
an

x
in

g
C

o
.,

L
td

.

F
o
o
d
s

an
d

b
ev

er
ag

e
3
2
.7

9
4
8
.4

4
1
.4

8
2
6
1

8
0
1

3
.0

7

N
in

g
b
o

S
h
an

sh
an

C
o
.,

L
td

C
lo

th
in

g
4
5
.7

7
4
5
.7

7
1

2
3
3

1
.2

8

2
2
.0

8
3
0
.6

8
1
.2

7
2
2
5

2
9
0

1
.8

8

2
6
.7

1
3
5
.0

9
1
.5

7
2
3
3

7
0
1

2
.5

2

N
ot

e:
W

e
ex

cl
u
d
e

th
e

y
ea

r
o
f
th

e
M

B
O

fo
r

co
n
si
st

en
cy

an
d

co
m

p
ar

ab
il
it
y

re
as

o
n
s.

E
x
ch

an
g
e

ra
te

s
u
se

d
ar

e
1

U
S

d
o
ll
ar

=
8
.2

7
6
7

R
M

B
(a

t
3
1

D
ec

em
b
er

2
0
0
3
)

an
d

1
U

S
d
o
ll
ar

=
6
.8

3
4
6

R
M

B
(a

t
3
1

D
ec

em
b
er

2
0
0
8
).

R
M

B
ap

p
re

ci
at

ed
1
7
.4

%
ag

ai
n
st

U
S

d
o
ll
ar

d
u
ri

n
g

th
e

5
y
ea

rs
,

b
u
t

th
e

m
ar

k
et

ca
p
it
al

iz
at

io
n

o
f

th
e

1
9
M

B
O

co
m

p
an

ie
s

g
re

w
8
8
%

(m
ed

ia
n
),

o
r

1
.5

2
ti
m

es
(m

ea
n
).

O
re

p
re

se
n
ts

o
w

n
er

sh
ip

(c
as

h
fl
o
w

ri
g
h
t)

,
C

fo
r

co
n
tr

o
l

(v
o
ti
n
g
)

ri
g
h
t.

A
n
d

C
/O

in
d
ic

at
es

th
e

se
p
ar

at
io

n
o
f

ca
sh

fl
o
w

ri
g
h
t

an
d

co
n
tr

o
l

ri
g
h
t.

T
h
e

g
re

at
er

th
e

C
/O

v
al

u
e,

th
e

g
re

at
er

th
e

d
eg

re
e

o
f

se
p
ar

at
io

n
o
f

tw
o

ri
g
h
ts

.

Yao Li et al.

123 252 Reprinted from the journal



database. Disclosures of the issues discussed by the

independent directors are categorized as follows:

(1) personnel changes (directors, executives);

(2) remuneration and stock incentives of se-

nior management and directors;

(3) annual report proceedings (financial reports,

profit distribution, report supplements and

modifications, specific account adjustment,

etc.);

(4) related-party transactions (including pur-

chases of raw materials, sales, financing, trade

mark renting, and a large number of assets

acquisition or assets sales with the group/

holding company;

(5) guarantee items;

(6) acquisitions (including acquisition of a

company’s equity, asset acquisition, joint

venture, the capital increase of a invested

company);

(7) audit items;

(8) divestment;

(9) equity financing (right offering, seasoned

offering, and the allocation of financing);

(10) other (such as corporate governance self-

examination, and so on);

(11) the non-tradable share reform plan14 and

its adjustment.

Data on the matching pairs and the population

of Chinese listed firms

We chose 19 matching pair companies for com-

parison with the 19 MBO sample. The selection

principle is firstly based on the industry code of the

China Securities Regulatory Commission (similar to

US the 4-digit SIC code), then secondly according

to the closest total assets size.

In terms of the population, we chose all the

Chinese listed A-share companies on Shanghai and

Shenzhen Stock Exchange. The board data are from

CSMAR. We obtained the characteristics of inde-

pendent directors of the population of listed com-

panies from the Shanghai Stock Exchange, 2004

Annual Report on Corporate Governance: Board

independence and effectiveness. The report contains

data for 2319 independent directors of all 768 listed

companies on the Shanghai stock market.

Results: evidence on the role of boards

in Chinese MBOs

General board characteristics (Q1)

Characteristics of senior management

We identified 26 key people from the 19 buyouts,

according to whether they were chairman of the

board or general manager at the time of MBO and

had been present in the enterprise for at least 5 years

from 2 years before MBO. From analysis of their

biographies and the annual reports of these compa-

nies, these people are the most important leaders in

developing their enterprises.

The 26 leaders had a mean age of 45.04 years

(median 44 years) at the year of MBO. These indi-

viduals are very young given that they have led the

enterprises for a long time before MBO. All these

enterprises were floated on the stock market in the

1990s. Thus, these individuals had developed these

enterprises from the beginning of China’s reform

program rather than being traditional SOEs man-

agement who are mostly officials assigned by the

government.

Board size

The size of the board in MBOs decreases from an

average of 10.75 members 2 years before MBO, to

10.1 at MBO year, to 8.33 individuals by year eight.

This decline at time of buyout is consistent with

evidence from Western MBOs (where buyouts

lose between one and two directors on buyout),

although evidence suggests that boards in MBOs in

the West are smaller than in China at around five

members (Cornelli and Karakas, 2008).

Compared with the matched pairs and the pop-

ulation of listed corporations, the size of the boards

of directors in MBOs is not statistically significantly

different. But the average size of MBO boards de-

clines faster over time than in non-MBO companies

(Table III).

The number and proportion of executive directors

The average number of executive directors drops

from 3.44 people 2 years before MBO to 2.33

people 8 years after MBO, in other words a fall of

just over one person on average. However, the

proportion of the executive directors in the board as

a whole is almost unchanged. Excluding the period 2
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years before MBO, executive directors accounted on

average for 28–30% of board members over the

period to 8 years post-MBO. This compares with

Western MBOs where the number of executives

similarly falls by around one person on average but

where they account for 47–61% of the board after

the buyout (Cornelli and Karakas, 2008).

Duality

Separation of the roles of Chairman and the CEO

(usually called ‘‘general manager’’ in China), re-

garded as a feature of good governance in the West,

was common in companies before and after MBO.

Among the 19 companies examined, only two

maintained duality, that is lack of separation,

throughout the period. Duality existed in only five

companies before MBO. There are four cases of

duality at MBO year with three cases at year five

after MBO. Two of these three companies had

duality throughout the period, while one company

initially had separation but subsequently restored

duality.

The MBO sample, matching companies and the

population generally adopt separation of the two

functions and we do not find significant differences

between the three groups (Table IV). In compari-

son, public to private buyouts in the UK show a

higher incidence of duality before the buyout than

listed corporations generally (Weir and Wright,

2006).

Independent director characteristics (Q2)

The number and proportion of independent directors

Good corporate governance in the West requires

that a significant proportion of Directors should be

independent, in other words not affiliated to

incumbent management (e.g., Combined Code,

2003). While the definition of independence of

non-executive directors continues to be the subject

of debate, it is a relatively clear issue in Chinese

listed companies. The China Securities Regulatory

Commission (CSRC) issued a decree in June 2001

that recommended that the board of a listed company

should include at least two independent directors

before June 2002 and the independent directors

should comprise not less than a third of the board

from June 2003.15 This approach imitates the 1998

Combined Code in the UK. As most Chinese MBOs

TABLE III

Comparisons of the mean numbers of directors

Year The number

of directors (MBO)

The number of directors

(non-MBO)

The number of directors

(population)

1999 10.57 9.43 9.60

2000 10.65 9.18 9.42

2001 9.68 9.63 9.37

2002 10.11 10.16 9.86

2003 9.84 10.58 9.86

2004 9.63 9.95 9.70

2005 9.16 10.11 9.57

2006 9.05 9.39 9.42

2007 8.79 9.16 9.36

2008 8.53 9.11 9.26

Mean 9.60 9.68 9.54

MBO–non-MBO Matched pairs: Mann–Whitney test, z = -0.387(n.s.)

MBO-Population: Mann–Whitney test, z = -0.782(n.s.)

Note: To enable comparisons we present data for the three groups of companies as reported in each calendar year. We

compare the sample means over the period. Testing MBO–non-MBO matched pairs for each year we find no

significant differences. Testing MBO-Population for each year we find a weakly significant difference in year 2000

(P < 0.10).
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happened in 2001 or 2002, they were completed

before this legislation came into force.

The number of independent directors increased

dramatically from 0.05 on average 2 years before

MBO to an average of 2.37 in the MBO year. The

average then slowly rose to 3.33 eight years after

buyout. Also notable is the increase in the propor-

tion of the board accounted for by independent

directors from 0.5% 2 years before the MBO to

24.6% in the MBO year. The proportion of the

board accounted for by independent directors rose

further to 30% 1 year after the MBO and continued

to rise to 40.2% by year nine. Interestingly, the

average proportion of independent directors is

above the recommended one-third prescribed by

the China Securities Regulatory Commission

(CSRC).

The proportion of independent directors on the

board of the MBO sample is significantly (at 10%

significance level) higher than that of the matched

companies but is overall not significantly different

from that in the population of listed companies

(Table V). The significantly different years in the

matched sample were 2002, 2003, and 2005.

The characteristics of the independent directors

Over the period 1999–2008 we identified a total of

120 people who served as independent directors of

the 19 MBO companies examined, amounting to

211 person-terms. A term is usually 3 years. Among

the 120 people, 2 (1.7%) served 4 terms, 18 (15%)

served 3 terms, 49 (41%) served 2 terms, and 51

(42.5%) served 1 term. According to the CSRC

decree of 2001, independent directors can be

re-elected for another term, but not exceeding

continuous 6 years. In the UK, directors submit

themselves for re-election at least every 3 years.

The characteristics and background of the inde-

pendent directors can be divided into the following

categories: (a) incumbent management of industrial

companies; (b) incumbent management of financial

institutions; (c) incumbent government officials; (d)

retired management of industrial companies and

financial institutions, and retired government offi-

cials; (e) scholars; (f) accountants, lawyers, and asset

valuers; (g) experts with industrial or international

backgrounds.

The composition of the board seems to be con-

structed according to the skills and experience of the

TABLE IV

Comparison of duality

Year The duality

of chairman and CEO (MBO)

The duality

of chairman and CEO

(non-MBO)

The duality of chairman

and CEO (the population)

1999 1.64 2.00 1.78

2000 1.75 1.94 1.84

2001 1.79 1.95 1.88

2002 1.84 1.89 1.89

2003 1.89 1.74 1.89

2004 1.89 1.79 1.88

2005 1.89 1.84 1.88

2006 1.79 1.79 1.87

2007 1.79 1.95 1.84

2008 1.84 1.89 1.84

Mean 1.81 1.88 1.86

1 = duality, 2 = non-duality

MBO–non-MBO Matched pairs: Mann–Whitney test, z = -1.473(n.s.)

MBO-Population: Mann–Whitney test, z = -1.381(n.s.)

Note: To enable comparisons we present data for the three groups of companies as reported in each calendar year. We

compare the sample means over the period. Testing MBO–non-MBO matched pairs for each year we find a significant

difference for the year 1999 (P < 0.05). Testing MBO-Population for each year we find no significant differences.
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individuals concerned. Incumbent management in

other companies or government officials can bring

management experience or provide resources relat-

ing to network contacts with government. Scholars

are affiliated with scientific research institutions and

universities. Lawyers, accountants and valuers, with

their professional qualifications, are employed in law

firms, accounting firms, and asset valuation compa-

nies/partnerships. Industry experts work for some

research institutions with industrial relations or

supported by industrial association.16

Scholars provide the most common background of

independent directors at 37.5% of the 120 individuals

(Table VI). The second most frequent category

(19.2%) is individuals who are incumbent manage-

ment of industrial companies. Of the four indepen-

dent directors from financial institutions, one is from

a securities company, one from a bank, one from a

mutual fund management company, and one from a

VC/PE firm.17 All four are their respective firms’

chairman or general manager. The third group is

professionals, notably those with an industrial or

international background who each account for the

10.8% of independent directors. Lawyers and

accountants account for 12.5 and 10%, respectively.

The fourth group is retired persons, with retired

management accounting for 2.5%, while the retired

government officials account for 5%.

There are significant differences in the backgrounds

of the independent directors between MBOs and the

matching pairs (at 10% significance level, the Pearson

Chi-Square test, P = 0.078), and between MBO and

the population of listed companies (at 5% significance

level, Pearson Chi-Square test, P = 0.034). Specifi-

cally, the MBO sample includes more independent

directors with an international background and who

are incumbent managers in other companies than the

matching companies and the overall population.

However, MBOs have fewer independent directors

who are scholars than the matching companies and the

overall population of companies.

The functioning of the board (Q3)

We examine three aspects of the functioning of the

boards in MBOs: the frequency of board meetings,

the nature of the issues addressed by independent

directors and the extent to which independent

directors challenge management.

TABLE V

Proportions of independent directors (IDs)

Year The proportion of

IDs (MBO) (%)

The proportion

of IDs (non-MBO) (%)

The proportion

of IDs (population) (%)

1999 0.65 0.00 0.81

2000 1.44 0.65 1.74

2001 8.51 5.33 6.29

2002 27.08 21.86 24.14

2003 34.75 32.50 32.77

2004 35.69 36.10 34.20

2005 36.47 34.16 34.81

2006 36.54 35.52 35.23

2007 37.86 36.54 35.82

2008 37.80 37.26 36.20

Mean 25.68 23.99 24.20

MBO–non-MBO Matched pairs: Mann–Whitney test, z = -1.659 (P = 0.097)

MBO-Population: Mann–Whitney test, z = -0.379 (n.s.)

Note: To enable comparisons we present data for the three groups of companies as reported in each calendar year. We

compare the sample means over the period. Testing MBO–non-MBO matched pairs for each year we find significant

differences for 2002, 2003 and 2005 (P < 0.05 or better). Testing MBO-Population for each year we find significant

differences in 2003, 2004 and 2005 (P < 0.05 or better).
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The frequency of board meetings

The number of board meetings increases annually

from 5.3 times in the year before the buyout, to 7.5

times in the year of the MBO. It then fell slightly up

to year 3 after the buyout before rising again to 10.2

times 6 years after buyout. The increase in the year

of the MBO may reflect the preparations for the

MBO.

We find evidence of a significant difference in the

frequency of board meetings between the MBOs

and matching pairs (at 5% significance level)

(Table VII). The MBOs’ boards on average held

0.74 more meetings than the matching company

each year. There is no significant difference between

the board meeting frequency of MBO companies

and the population. The frequency of board

meetings in Chinese MBOs appears to be less than

in Western buyouts which hold an average of 12

formal meetings per year (Acharya and Kehoe,

2008).

TABLE VI

The characteristics and categories of independent directors of 19 MBO companies post-MBO (1999–2008)

Characteristics No. Proportion (%)

Expert: Industrial background 13 10.8

(6) (9.84)

[310] [13.37]

Expert: International background 13 10.8

(2) (3.28)

[35] [1.51]

Accountant (incl. asset valuer) 14 11.67

(10) (16.39)

[172] [7.42]

Lawyer 15 12.5

(7) (11.48)

[181] [7.81]

Retired management of industrial companies 4 3.33

(3) (4.92)

[132] [5.69]

Retired government official 6 5.0

(9) (14.75)

[23] [0.99]

Incumbent management of financial institutions 4 3.3

(2) (3.28)

[181] [7.81]

Incumbent management of industrial companies 23 19.2

(6) (9.84)

[282] [12.16]

Scholar 45 37.5

(31) (50.82)

[894] [38.55]

Other 18 15.0

(8) (13.11)

[109] [4.70]

Note: For MBO companies the proportion is the number of directors with each characteristic divided by 120. Since a

director may have multiple backgrounds and so can be ascribed into different categories, the total number of affiliations is

155 and the total percentages exceed 100%. The figures in parentheses are for the 19 matching paired samples in the 2004

annual report. The figures in squared brackets are for 768 listed Chinese firms on Shanghai Stock Exchange in 2004, from:

Shanghai Stock Exchange, 2004 Annual Report on Corporate Governance: Board independence and effectiveness.
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Nature of issues addressed by independent directors

In total, there are 151 disclosure statements relating

to the issues discussed by the independent directors

of the 19 MBO companies from 2002 to 2008

(Table VIII). The 151 disclosures involved a total

of 157 distinct items, among which most are

related transactions (45%), followed by personnel

change (15%). The non-tradable share reform

items accounted for 13%. Divestiture accounts

for 8%.

TABLE VIII

Comparison of disclosure statements (by number)

Firm

categories

Type of disclosure statement Total no.

1 2 3 4 5 6 7 8 9 10 11

A 24 1 4 71 10 1 0 13 3 9 21 157

B 34 6 7 72 29 1 1 14 2 3 19 188

C 3288 378 751 6003 2712 350 355 967 797 1028 1160 17,789

Pearson Chi-Square test (Asymp. Sig., 2-sided), A–B, P = 0.073; A–C, P = 0.000

Note: Firm categories: A: MBO sample, B: the matched companies; C: the population (all listed companies on Shanghai

and Shenzhen stock exchange). The type of disclosure statement is as follows: 1 = personnel changes (directors, exec-

utives); 2 = remuneration and stock incentives of senior management and directors; 3 = annual report proceedings

(financial reports, profit distribution, report supplements and modifications, specific account adjustment, etc.); 4 = re-

lated-party transactions (including purchases of raw materials, sales, financing, trade mark renting, and a large number of

assets acquisition or assets sales with the group/holding company; 5 = guarantee items; 6 = acquisitions (including

acquisition of a company’s equity, asset acquisition, joint venture, the capital increase of a invested company); 7 = audit

items; 8 = divestment; 9 = equity financing (right offering, seasoned offering, and the allocation of financing);

10 = other (such as corporate governance self-examination, and so on); 11 = the non-tradable share reform plan and its

adjustment. The data related to the period 2002–2008 and are from CSMAR.

TABLE VII

Comparison of frequency of board meetings

Year The frequency

of board meeting (MBO)

The frequency

of board meeting (non-MBO)

The frequency

of board meeting (population)

2001 6.28 6.05 6.23

2002 8.26 7.50 8.42

2003 6.79 6.42 7.53

2004 6.89 6.84 7.33

2005 7.47 6.53 7.50

2006 8.32 7.42 8.04

2007 9.79 8.58 9.59

2008 10.89 7.84 9.60

Mean 8.09 7.15 8.03

MBO–non-MBO Matched pairs: Mann–Whitney test, z = -2.199 (P = 0.028)

MBO-Population: Mann–Whitney test, z = -0.323(n.s.)

Note: To enable comparisons we present data for the three groups of companies as reported in each calendar year.

CSMAR database only provides the number of meetings of the board of directors since 2001. We compare the sample

means over the period. Testing MBO–non-MBO matched pairs for each year we find a significant difference for 2008

(P < 0.01). Testing MBO-Population for each year we find no significant differences.
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The disclosure items of independent directors in

MBOs are significantly different from those of the

matching companies (at 10% significance level), and

the overall company population (at 1% significance

level) (Table VIII). Compared with the matched pairs

and the population companies, we find that inde-

pendent directors of MBO companies express more

views on related-party transactions, divestment, and

non-tradable share reform where the independent

directors in MBOs appear more concerned about the

interests of small/tradable shareholders.

It is unclear whether the related transactions be-

tween the holding company and listed company

involve expropriation (tunneling) or interest support

(propping up), i.e., whether these transactions

damage or benefit the company’s minority stock-

holders.

Case study evidence from among the 19 MBO

companies is not consistent. Zhu et al. (2006)

studied the Yutong buses case and found that after

the MBO the related-party transactions, most of

which relate to purchasing and sales, frequently took

place between the Yutong group (holding company)

and the listed company. The listed company’s

resources were transferred to the parent company or

other companies in which the management had

significant equity. The related-party transaction is a

means to tunnel the private benefit of control for

management. But Li (2008) studying the Midea case

found that the parent group which is wholly owned

by management pays the listed company a charge for

use of its trademark, and supports the listed company

on brand investments. In this case, the parent

company props up the listed company. The ‘‘tun-

neling or propping up’’ effects of related-party

transactions in MBOs is in need of further fine-

grained analysis.18

Challenging executives

Independent directors do not appear overtly to

challenge the actions of managers. While their pos-

sible opinion choices are categorized as ‘‘agree, dis-

agree, reservations, unable to express views’’ by

CSRC, we found that the only category selected was

‘‘agree’’. In these companies which are effectively

controlled by the owner-managers, there appears to

be no publicly recorded opposition. However, this is

not unique to MBO companies, but is a general

phenomenon in all China’s listed companies.

However, anecdotal evidence suggests that inde-

pendent directors may challenge executives behind

the scenes. For example, Mr. GU who is a well-

known law professor and vice-chancellor of a lead-

ing university in Shanghai is reported as stating that

independent directors will challenge executives and

request further information before a proposal gets to

the voting stage, so that few proposals that reach this

stage will be controversial.19

It appears that if an independent director disagrees

with executives on items such as an acquisition or a

related-party transaction and the conflict cannot be

settled, the independent director will choose to re-

sign rather than express an overt opinion in the

public disclosure. Thus, it appears that independent

directors are not able to dismiss executives but may

effectively be dismissed by them.20

For convenience, we summarize the findings of

the study, in comparison with our expectations, in

Table I.

Discussion and conclusion

Using novel, hand-collected data from 19 MBOs of

listed corporations in China, a matched sample of 19

non-MBOs and the population of listed corpora-

tions, this article has analyzed the characteristics and

behavior of boards of directors in MBOs of Chinese

listed corporations and compared these as far as

possible with their Chinese non-buyout and Wes-

tern counterparts.

The major differences between Chinese MBOs

and other Chinese listed corporations appear to be a

greater proportion of independent directors, more

independent directors with internationalization and

industry expertise, greater frequency of board meet-

ings and greater focus on discussing related-party

transactions, tradable share reforms and divestment.

However, there are important similarities between

Chinese buyouts and other listed Chinese compa-

nies. Some of the changes over time and the lack of

differences with other non-MBO firms may reflect

the introduction of corporate governance regula-

tions for all listed corporations.

By examining MBOs in China our analysis helps

identify limits to applying the private equity backed,

highly leveraged Western buyout model in a tran-

sition economy where important features are absent.
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We find in line with Western experience (Acharya

et al., 2009) that the board post-MBO shrinks, but,

in contrast, boards in China remain larger and have

greater duality. Executives in Chinese MBOs gen-

erally have a long association with the firm. The

frequency of Board meetings increases in compari-

son with matched non-MBO companies but not to

the level seen in Western MBOs. While there is

evidence of greater management replacement in PE-

backed Western buyouts than in Western listed

corporations, the dominance of insiders means that

this difference is absent in Chinese MBOs.

Our findings resonate with and extend other

studies of board structures and processes in China.

For example, Firth et al. (2007) find that a greater

proportion of outsiders on the boards of Chinese

listed corporations is associated with greater earnings

informativeness. Chen et al. (2006) show that a

greater proportion of outside directors are linked to

reduced fraud while an increased number of board

meetings is associated with more fraud, probably

because of the need for greater debate about con-

tentious issues. Our analysis emphasizes the need to

recognize that listed corporations in China are het-

erogeneous as there are important differences be-

tween MBOs and other listed corporations. We

extend the analysis of Chen et al. (2006) by showing

that there are significant differences between MBOs

and listed corporations with respect to the role of the

board in discussing related-party transactions.

Our first two research questions focused on the

nature of boards and the extent to which boards of

directors are changed to bring in executive and

outside directors with the skills to restructure and

grow the business. The results were disappointing.

Scholars are the most common group of indepen-

dent directors. Although they may have important

social networks, they are likely to know little about

the actual operation of the enterprise and with typ-

ically heavy teaching, research, and administration

commitments are likely to have little time to play a

full role as an independent director. The effective-

ness of independent directors, who are incumbent

managers in other companies have business exper-

tise, may also be reduced due to limitations on time

and energy. Independent directors from financial

institutions also seem under-represented which is

surprising, since China has numerous emerging

securities companies and fund management compa-

nies. Given that China’s MBOs are likely to need

considerable transformation, we would argue that

there is a requirement for more independent direc-

tors from financial institutions especially from

VC/PE firms. This is consistent with the need for

further stimulus to the development of the VC/PE

industry in China (Bruton and Ahlstrom, 2003;

Wright, 2007). Moves in this direction could con-

tribute to an increase in the frequency of board

meetings and more specialist involvement towards

levels seen in Western buyouts.

Our third question focused on the functioning of

the board and the issues addressed by outside

directors. Our evidence shows that post-MBO, the

attention and time of the independent directors are

mostly taken up with related transaction issues be-

tween the parent (holding) company and the MBO,

significantly more so than in other listed corpora-

tions. This is interesting in the context of recent

research which indicates that related transactions

represent a negative aspect of corporate governance

quality (Djankov et al., 2008; Nikoskelainen and

Wright, 2007). There also appears to be little overt

challenging of management.

Although there appears to be compliance with

recently introduced corporate governance regula-

tions on independent directors, they are generally

nominated and elected by the majority shareholder.

As such the independence of so-called independent

directors is undermined, especially from the per-

spective of minority shareholders. Therefore, we

suggest that the China Securities Regulatory Com-

mission (CSRC) establish an independent director

bank that provides the independent directors who

are responsible directly to minority shareholders.

There would be a requirement for the CSRC to

select the directors from the bank and recommend

them to the listed companies. The companies would

then pay the cost to CSRC who in turn would

remunerate the independent directors. This separa-

tion could provide a means to cut the umbilical cord

between independent directors and the majority

shareholder or controller.

Further efforts can also be introduced to promote

and disseminate good board practice. An example of

this approach is the awards for best boards organized

by the influential journal ‘‘The BOARD’’. Indeed,
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in 2010 one of our sample MBO companies Midea

Electrical was the receipt of one of the 10 best boards

awards. The citation for the award noted that the

Board of Directors is proactive and positive in

helping Midea make important acquisitions, con-

tinuously optimizing the ownership structure, build-

ing a professional team of directors, and giving full

play to the role of independent directors. Further,

Midea promotes equity incentives and has been

pursuing a high cash dividend policy to protect the

interest of small shareholders.

While we have identified differences in the rela-

tive importance on boards of independent directors

with different backgrounds based on publicly avail-

able data, we have not been able to provide more

fine-grained analysis of the activities of these indi-

viduals in the process of board activities. Further

work is needed on this topic. This would likely

involve the need to undertake more longitudinal in-

depth analysis of the processes taking place post-

MBO, although gaining access to board meetings is

notoriously problematical.

Overall, this article has sought to extend exami-

nation of MBOs to the context of MBOs of listed

corporations in China. Our evidence indicates that

while there has been some development of boards,

they do not adequately possess the expertise needed

to address both business development and the

monitoring of management.

Notes

1 There seems, unfortunately, to be no precise defi-

nition of medium and small enterprises, or of highly

competitive industries.
2 There were no private property rights under Mao’s

China and concepts of corporation, share, shareholders,

etc. did not exist either. Property rights remained

ambiguous even after they went public in the early

years of 1990s.
3 In several MBOs the company founders owned

critical technical patents and know-how to run the

companies.
4 This government-controlled regulatory framework

contrasts markedly with the administratively indepen-

dent regulatory bodies in the US and UK. The state in

China monopolizes access to equity finance since this

allows it the final say as to which firms are qualified to

raise equity funds through initial public offerings (IPO).

Since 2005 reforms have helped ease the non-tradability

problem subject to lock-up conditions.
5 In 1994 the Ministry of Labor issued a policy that

the bonus and salary level of CEO and chairman of

SOEs could not exceed 8 times the average employee’s

income. These policies were canceled at the end of

1990s.
6 For example in an interview with a reporter during

the buyout process, Xiangjian He, the founder and

chairman of Midea, admitted that incentives were the

most crucial problem he was confronted with before

the MBO (CAIJING, 2000, 4).
7 In a township-village enterprise case, the managers

of Midea, the largest air-conditioner and other white

goods manufacturer in China, had to say that the rela-

tionship between Midea and the town government has

always been one of ‘‘mutual respect, mutual help’’,

‘‘Each step in the development of Midea depends on

the town government’s support’’. CAIJING, 2000, 4.

In another SOE case, Yutong, China’s largest bus and

coach manufacturer, the MBO process was full of frus-

tration. The municipal government, the agent of the

state owner, strongly and firmly supported the MBO

while the ultimate owner, central government disap-

proved. Under a local legal decision the management,

implicitly supported by the local government, acquired

the original state-owned majority shares and completed

the MBO without central government approval.
8 In our sample the holding companies of the 19 lis-

ted companies held an average 28.9% of the equity at

the end of 2008. At this level the holding companies

can virtually control the listed companies without trig-

gering the 30% threshold of a mandatory tender offer.
9 Some institutions (like consultant companies, trust

companies for financing MBO, investment banks as

underwriters and financial consultants for these listed

companies) play a similar role in some aspects to PE

firms in Chinese MBO. However, they are not PE in

essence.
10 In practice, there were several cases of MBOs

involving state-owned companies after 2004 because of

delays in government approval. However, 2003 is our

cut-off.
11 These can be referred to as ‘‘hidden MBO’’ or

‘‘curved MBO’’. The management became the control-

ling shareholder through the restructuring of the state-

owned or collective-owned parent company. Or the

management controlled enterprise acquired the shares

through an auction (not through equity transfer) and

became the largest shareholder.
12 One company, Shanghai Pudong Dazhong Taxi

Co., completely changed its main line of business

from the taxi industry to public utility (gas). Another
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company, Wuchangyu, changed from aquaculture farm-

ing to two major lines of business, aquaculture and real

estate.
13 The Supervisory Boards of Chinese listed compa-

nies are very weak and vulnerable. The supervisory

board is dominated by insiders (Union members, finan-

cial staff). Supervisory board members’ pay, job, etc. are

de facto decided by the management. So the supervi-

sory board cannot monitor management. At present,

Chinese regulators realize that the role of the supervi-

sory board and the role of independent directors over-

lap. As a result, the supervisory board is gradually being

marginalized. We therefore focus upon executive

boards.
14 A distinct feature of Chinese public corporations

was the significant constraint on the tradability of cor-

porate stocks, most of which were in government

hands. Shares could be transferred among various insti-

tutions subject to government approval but after transfer

these shares still remain non-tradable on the market.

Beginning in September 2005 the CSRC formally star-

ted ‘‘the non-tradable share reform’’, which was accom-

plished by the end of 2006. As a result of the reforms,

the non-tradable shareholders were required to pay a

compensation package to those holding tradable shares

after active communication with them. On average, the

tradable shareholders receive approximately 3 for every

10 shares they hold from the non-tradable shareholders

as compensation. The lockup period is 12 months for

small non-tradable shareholders. But the large non-trad-

able shareholders (holding greater than 5% of total

shares) must hold their shares for at least 36 months

once they become tradable.
15 Before the 2001 decree of CSRC, most Chinese

listed companies had no independent director at all.
16 If the expert works at a university research institu-

tion with a strong industrial link, we identify them as

having industrial expertise. An expert with an interna-

tional background is identified as working or having

worked in overseas organizations or having graduated

from an overseas university, or works for Chinese-for-

eign cooperation agencies. Each director may have mul-

tiple backgrounds and so can be ascribed to different

categories simultaneously.
17 The VC firm is Shenzhen Capital Group Co,

which was founded in 1999.
18 Friedman (2003) developed a model in which con-

trolling shareholders may choose either tunneling or

propping depending on the magnitude of an adverse

shock and the magnitude of the private benefits of con-

trol. Peng et al. (2011) employ connected transaction

data from China and show that when listed companies

are financially healthy (in financial distress), their con-

trolling shareholders are more likely to conduct con-

nected transactions to tunnel (prop up) their listed

companies.
19 Interview in BOARD, October 2010.
20 In China listed companies rarely dismiss indepen-

dent directors. According to Zhi and Tong (2005),

independent directors were changed for a total of 427

person/time. Among them only two cases were public

dismissals (0.47%). The other reasons for a change of

independent directors were: (1) change personnel upon

completion of a term (36.3%); (2) resignation (51.5%);

(3) undisclosed (11.7%). As the disclosure of the resig-

nation of an independent director will have a negative

impact on the capital markets, some directors will be

asked to submit their resignation when their term ex-

pires or will not disclose at all.
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