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INTRODUCTION

Motivation for the research

The issues of ownership' have always been fundamental to economic activity in
the free market economy. Since Adam Smith wrote his book “The Wealth of
Nations” (1776), political economists have argued that operations of a free
market with private property would keep businesses and the individuals who
control them from abusing their power and would promote the most efficient
use of the productive resources they control (Blair 1995, p. 18). At that time it
was common that those who owned property also managed and had control over
it according to the size of their personal wealth. This situation changed
dramatically by the beginning of 20" century, when a revolutionary work by
two scholars, Berle and Means (1932), shed light on the remarkable changes in
the functioning of American corporations. They noted that the dispersion of
ownership of large corporations was so great that an identifiable individual or
compact group of individuals held a majority of the equity in only 11 percent of
the 200 largest industrial corporations. Their work is a starting point for owner-
ship issues in corporate governance literature.

Until the end of the 1980’s, most of the research in corporate governance
concentrated on analysing the governance issues in developed economies. An
extensive research of corporate governance issues in Central and East European
(CEE) countries started at the beginning of the 1990’s with the breakdown of
socialist economies in Eastern Europe and the former Soviet Union. The priva-
tisation of state-owned socialist enterprises and diversity of applied privatisation
policies across countries gave rise to the emergence of new types of owners and
resulted in an abundance of different ownership structures®. In some countries,
for example the voucher privatisation in Czech Republic, totally new approaches
for privatisation were exerted that had not even been used before in western
economies. In general, there was a lack of knowledge about the effects of
privatisation and whether the newly emerged ownership structures would incur
necessary restructuring and efficiency improvements needed for the successful
transition’. Moreover, as privatisation was often led by bearing in mind the

' In this dissertation the terms ‘ownership’ and ‘shareholders’ are used interchan-

geably. Shareholder is defined as “an individual, institution, firm, or other entity that
owns shares in a company” (Mallin 2004, p. 43).

> In this dissertation ownership structure is defined along two dimensions: “the
concentration of ownership and the identity of shareholders” (Weimer and Pape 1999, p.
156). The concentration of ownership refers to the percentage of shares owned by
majority shareholder(s). The identity of shareholders refers to the type of ownership.
For example, state ownership, private ownership, managerial ownership, employee
ownership, foreign ownership, institutional ownership, family ownership, etc.

3 Transition is defined as “a process leading from plan to market” (Lavigne 1999, p. 276)
economy. In this dissertation transition refers to the departure from a socialist economy
towards a free market economy, from 1991 till 2004 when Estonia joined with EU.
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political interest, the imposed ownership structures were not always desirable
from an economic point of view. The latter raise the expectations for the
occurrence of post-privatisation ownership changes®, which will bring the
ownership structures back to a ‘normal’ equilibrium (see Jones and Mygind
2005). These specific circumstances that accompanied the development of
corporate governance systems in transition countries created the basis for, as it
is known today, a new corporate governance research. The experience of
transition countries provides a rather unique opportunity to understand these
relationships.

Since the beginning of the 1990’s it is possible to find from transition
literature many studies about the privatisation and initial ownership effects on
enterprise restructuring and performance (for the literature review of these
studies, see Djankov and Murrell 2002, Wright and Suhomlinova 2003). There
is also growing empirical evidence on the dynamics of ownership structures in
the post-privatisation period (see, for example, Blaszczyk et al. 2001; Estrin and
Wright 1999; Filatotchev et al. 1999; Grosfeld and Hashi 2003; Jones et al.
2005; Jones and Mygind 1999, 2005; Kalmi 2003; Kocenda and Valachy 2001;
Kozarzewski and Woodward 2001; Mygind et al. 2006; Simoneti et al. 2001).
In turn, there are only a few exceptions that focus exclusively on the topic of
determinants of ownership changes (see, for example, Jones et al. 2005, Jones
and Mygind 1999). In addition, the area of economic effects of post-
privatisation ownership changes is rather under-researched and the empirical
evidence covering these issues quite limited (see, for example, Blaszczyk et al.
2001, Hanousek et al. 2007, Jones 1998, Simoneti et al. 2001). Therefore,
several authors have pointed out the need for a further research in this field (see,
for example, Blaszczyk et al. 2003, Jones 2004).

The main motivation behind the present research is to fill the gap in
research on the relationships between post-privatisation ownership changes and
enterprise restructuring. More specifically, it should focus on the changes in
ownership structures in different time periods throughout the transition period
and how these changes have influenced the restructuring and performance of
enterprises. The interest also lies in identifying the specificity of ownership
changes and determining the reasons behind these changes. In the recent
research these developments have neither been captured in the frame of a longer
time period, nor moreover through different time periods. This is purely because
of the lack of data. Enterprise restructuring is presently treated in terms of the
financial, technological and organisational changes. Performance is handled as
the outcome of the restructuring. Overall, the area integrating the specific
ownership changes and different types of restructuring is found to be relatively
under-researched.

* Post-privatisation ownership changes refer to ownership changes that have taken

place in enterprises after their privatisation. Some authors refer to these changes as
“secondary privatisation” (see, for example, Blaszczyk er al. 2001, Kocenda and
Valachy 2001, Kozarzewski and Woodward 2001, Simoneti et al. 2001).
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The specific context of the following research is related to the post-privati-
sation ownership structure developments in Estonia. Estonia is a small country
with rather limited natural resources, whose success in international competiti-
veness is often determined by a stable and sustainable internal economic en-
vironment. In comparison to several other transition countries, Estonia is unique
because of its quick and radical economic reforms at the beginning of the
transition, and very open and fast-growing economic development in the later
stage of transition, up to 2007. The privatisation in Estonia differed in many
terms from other transition countries, though its main concept was similar to
Hungary. Estonian privatisation was oriented to finding a core investor and no
particular ownership type was favoured, apart from during the very early period,
which consequently created rather varied ownership structures. Therefore,
Estonia is a good case in with to explore the economic effects of different
ownership structures. Moreover, as the privatisation concentrated on finding the
core investors who usually aimed at also taking a strong control function, it is
rather likely that ownership has a big impact on enterprise developments in
Estonia. In addition, since re-independence the Estonian economy has gone
through one economic recession in 1999 and has now entered into a second
recession in 2008. Thus, more in-depth understanding of how ownership
structures behave during different economic development periods is needed to
predict the further developments and to implement supportive policy measures.

The aim and research tasks of the dissertation

The aim of the present dissertation is to identify the patterns of post-privati-
sation changes in ownership structures, their determinants and role in the re-
structuring of enterprises in Estonia. In terms of enterprise restructuring,
particular interest will be given to financial, technological and organizational
restructuring. To achieve the aim, the following research tasks are set up:

1) in order to understand the role of ownership in the firm from the theoretical
perspective, the main corporate governance theories with a particular inte-
rest in ownership issues will be reviewed;

2) in order to learn more about the developments of ownership structures and
their specificity in transition countries, the differences between national
corporate governance systems such as Anglo-American, Continental Europe
and new emerging transition economies corporate governance systems will
be explored;

3) as the analysis of ownership changes and their role in the restructuring of
firms will be carried out within Estonian enterprises the theoretical perspec-
tives on the emerging ownership types, their determinants and dynamics as
well as the restructuring of firms and the role of ownership in it in the
context of transition economies will be discussed;

13



4) a framework for analysing the changes in ownership structures, their deter-
minants and role in the restructuring of firms in transition economies will be
developed both on the basis of theoretical perspectives and on discussions
presented in the earlier parts of the dissertation and the results of previous
empirical research about these topics;

5) for identifying the peculiarities of Estonia associated with the developments
of ownership structures, the Estonian privatisation process and main
corporate governance developments will be introduced;

6) formulation of the research propositions about the dynamics, determinants
and effects of ownership changes on the restructuring of firms and
description of the research methodology will be presented in the next part of
the dissertation,

7) an analysis of the changes in ownership structures in terms of concentration
and ownership identity and the determinants of ownership changes during
transition in Estonian enterprises will be undertaken;

8) an analysis of ownership effects and the effects of post-privatisation
ownership changes on the restructuring and performance of Estonian firms
will follow;

9) finally, the research results about the changes in ownership structures, their
determinants and the effects of post-privatisation ownership changes on the
restructuring of Estonian firms will be synthesised, and in addition implica-
tions will be drawn.

The structure of the dissertation

The present dissertation consists of two major parts. In the first part, the theo-
retical basis for the analysis of ownership changes and restructuring of firms in
transition economies is developed. First, the theories which explain the role of
ownership and development of ownership structures within different national
corporate governance systems are introduced. Then, a review of literature on
ownership structure changes and enterprise restructuring in transition is
provided. Finally, a framework for analysing the relationships between changes
in ownership structures and enterprise restructuring is proposed. The second
part of the dissertation consists of the identification of the peculiarities of
Estonian privatisation and corporate governance processes, the development of
the research propositions, introduction of the data and research methodology,
and an analysis of ownership changes and the effects of post-privatisation
ownership changes on the restructuring and performance of Estonian firms. The
structure of the above-mentioned parts of this dissertation is illustrated by
Figure 1.

14



Theories that
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ownership and
development of

Theoretial literature
review on the
ownership changes
and restructuring in

Empirical evidence
on the ownership
changes and their role
in the enterprise

ownership structures — transition restructuring in
Subchapters Subchapters transition countries
1.1.1-1.1.2 1.2.1-1.2.2 Subchapter 1.3.1

~ |

The conceptual framework for analyzing the relationship between
ownership structure changes and enterprise restructuring
Subchapter 1.3.2

v

Empirical research on the changes in ownership structures and their
role in the restructuring of firms in Estonia
Subchapters 2.1.1, 2.1.2,2.2.1,2.2.2,2.3.1.and 2.3.2

v

Synthesis of the research results and implications
Subchapter 2.3.3

Figure 1. The structure of the dissertation.

The theoretical part of dissertation starts with a brief introduction to the essence
of corporate governance, a description of main corporate governance theories
and illustrating the role of ownership in a firm from the perspective of these
theories (subchapter 1.1.1). As the development of corporate governance has
been influenced by many disciplines, the theories that describe it are also rather
varied. However, as this dissertation focuses on ownership issues only four
theoretical perspectives of corporate governance will be introduced.

The first of them is agency theory, which explores the nature of interest of
conflicts between owners (principals) and managers (agents) related to
manager’s opportunistic behaviour and describes the governance mechanisms
that limit the manager’s self-serving behaviour. The developers of this theory
are Jensen and Meckling (1976), Fama (1980), and Fama and Jensen (1983).
The second perspective is transaction cost economics which has been
expounded by the work of Coase (1937) and Williamson (1975, 1984, 1985).
This approach describes the firm as a governance structure. Whilst the agency
theory and transaction cost economics can be used to explain what the role of
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ownership in a firm is, they can not be used to explain why some governance
structures are more efficient than others. Therefore, the ideas developed by the
proponents of the resource-based view of the firm (see, for example, Barney
1986, 1991; Grant 1991), that results mainly from the growth theory of the firm
proposed by Penrose (1959), become useful as they describe a firm as a set of
different resources and capabilities. An important perspective of corporate
governance issues in terms of ownership relationships is also the stakeholder
approach, which is founded by Freeman (1984) and extended further by several
researchers (see, for example, Blair 1995, Campell 1997, Donaldson and
Preston 1995, Spurgin 2001). According to this approach the ownership status
can be extended to all stakeholders associated with the firm.

Next, the different national corporate governance systems will be explored
(subchapter 1.1.2). This is important for understanding the diversity of owner-
ship structures around the world and to realise the specificity of corporate
governance systems in CEE countries. Therefore, a brief overview of the
‘evolution path’ of ownership structures from the historical perspective is
provided. Then, the main characteristics of Anglo-American, Continental
Europe and some CEE countries corporate governance systems are discussed. In
analysing the CEE corporate governance systems only countries in the first
wave of EU enlargement will be explored as they have had a more similar
economic and political development to Estonia than other CEE and South-East
European transition countries. The corporate governance systems in South-
America, Middle-East or Asia (apart from short description of Japanese
corporate governance systems) will not be discussed as it will be assumed that
due to historical and cultural reasons the corporate governance systems in CEE
countries develop either towards the Anglo-American or Continental Europe
governance systems.

Then, the dissertation continues with a deeper analysis of theoretical con-
siderations about the determinants of ownership structures and their changes
(subchapter 1.2.1), and enterprise restructuring and the role of ownership
structures in it (subchapter 1.2.2) in the context of transition economies. First,
the focus is on introducing the main ownership typologies according to their
identity and distribution as a result of different privatisation policies applied in
different transition countries. Based on the work of Mygind (2000/2001) a
comparative overview of different ownership types from the perspective of their
resources and interests will be provided as it helps to understand why efficiency
arguments of different ownership types often diverge. In analysing the deter-
minants of ownership structures and their changes, the contribution of several
authors such as Demsetz and Lehn (1985), Earle and Estrin (1997), Himmelberg
et al. (1999), Jones et al. (2005), Jones and Mygind (1999, 2005) and Qu (2004)
will be discussed. In addition, a rather recent and new approach in corporate
governance literature which explains the corporate governance developments
over the firm’s life-cycle stages will be discussed, according to the ideas of
Filatotchev and Wright (2005) and Jones and Mygind (2005).
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After that, a discussion about the role of ownership structure as a deter-
minant of enterprise restructuring will follow. For this purpose the different
dimensions and types of enterprise restructuring under transition will be
analysed based on the work of Bonin (1998), Carlin and Landesmann (1997),
Crum and Goldberg (1998), Ericson (1998), Grosfeld and Roland (1995),
Lieberman (1990, 1994), and Linz and Krueger (1998). The role of ownership
structure in the restructuring of enterprises is rather extensively analysed in
many empirical works, which will be discussed based on two main reviews —
Djankov and Murrell (2002) and Wright and Suhomlinova (2003).

Next, an overview of previous empirical research on the changes in
ownership structures and their relationship with the restructuring of enterprises
in transition is presented (subchapter 1.3.1). Finally, on the basis of theoretical
discussions presented in the earlier parts of the dissertation and the results of
previous empirical research, the framework for analysing the changes in owner-
ship structures, their determinants and relationship with enterprise restructuring
and performance will be proposed (subchapter 1.3.2).

The second part of the dissertation starts with an overview of privatisation
and main corporate governance developments in Estonia (subchapter 2.1.1).
This is followed by a description of the propositions and research methodology
(subchapter 2.1.2). The empirical research of the current dissertation will be
based on the two databases:

1. The first database comprises a broad range of Estonian enterprises annual
economic figures of their balance sheets and income statements. This data
has been collected for the purpose of statistics reviews and scientific
research by the Estonian Statistical Office (ESO) since 1995 as a result of a
bilateral agreement between ESO and the University of Tartu (UT). The
data used in the present dissertation range from 1996 to 2004.

2. The second database involves ownership data for Estonian enterprises at
three different time points: at the time of privatisation, 2000 and 2004. This
dataset is the result of the trilateral cooperation between Copenhagen
Business School (CBS), ESO and UT. For collecting ownership share data a
special questionnaire was undertaken in spring 2004 by ESO. The sample
included 758 enterprises. Regarding the aim and limits of the present
dissertation, the following analysis will not capture the responses for the
entire survey, but will predominantly focus on the distribution of ownership
shares at the three different time periods.

Given that the aim of the present dissertation is to study the relationship

between ownership changes and restructuring of enterprises, the two above-

mentioned databases were merged. As a result of the merge, a new database was

created with data on 555 enterprises over nine years from 1996 to 2004. A

similar database has also been used among other researchers in previous

empirical research (see, for example, Jones ef al. 2005; Jones and Mygind 1999,

2005; Kalmi 2003). Nevertheless, the current database is unique as it captures a

larger sample size and longer analysis period.

17



For analysing the changes in ownership structures, their determinants and
role in the restructuring of enterprises, the following research methods will be
used. First, a descriptive analysis of ownership changes in the post-privatisation
period will be performed (subchapter 2.2.1). This is followed by binary and
multinomial logit analysis for the determinants of ownership structures (identity
of ownership) and their changes (subchapter 2.2.2). Thereafter, tests using uni-
variate analysis of variance (ANOVA) will be performed in order to learn about
the initial ownership effects’ differences in terms of restructuring and perfor-
mance between the enterprise groups with unchanged and changed ownership
(subchapter 2.3.1). Then, ordinary least squares (OLS) regression models will
be built and the relationships between ownership changes and enterprise re-
structuring and performance analysed (subchapter 2.3.2). Finally, a synthesis of
research results as well as implications will be summarised (subchapter 2.3.3).

The novelty of this empirical research is the more accomplished approach in
terms of time periods used, ownership change categories and restructuring
dimensions. First, the differences between two time periods will be made: the
changes in ownership and economic effects from privatisation to 2000 and from
2000 to 2004. This enables analysing the research results in line with economic
developments during these periods in Estonia. Second, the ownership change
groups according to five different ownership types will be created. These
ownership types are: state, employee, manager, domestic outsider and foreign
ownership. The ownership types have been formed according to the ‘dominant
owners’ approach, where the enterprise is assigned to the ownership group
holding more shares than any other group. Third, in analyzing the relationships
between ownership changes and enterprise restructuring other dimensions of
enterprise restructuring in addition to commonly used economic performance
indicators will be included. In the following analysis three different restruc-
turing dimensions will be examined: financial, technological and organizational
restructuring.

In pointing out the strength of the selected sample and the research
methods, first it must be acknowledged that the data are quite recent and
compared to other transition countries have several advantages. First, the quality
of the data is rather high as it has been collected by ESO which uses relatively
good accounting standards according to the EU. Second, this empirical research
does not suffer from a small sample size or short time period as many other
empirical works in transition countries do. Instead, the analysis is based on a
large and random sample of firms through nine years time period. Nevertheless,
one possible weakness might be linked to the selection bias of the sample.
Although it is a random sample, there is a relatively large share of medium-
sized manufacturing enterprises. Similarly, at the time of selection of privatisa-
tion models, the performance of the companies influenced the ownership
structure and vice versa. Thus, the analysis has to take into account that the
initial breakdown of firms into different ownership groups is dependent on the
initial differences in firms’ performances.
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Theoretical limitations

Corporate governance theories are used as a theoretical basis in the present
dissertation for understanding the role of ownership in a firm and development
of ownership structures within different national systems. In the literature, the
theories of corporate governance are distinguished between those that propose a
general model on a micro level but do not account for the specificities of the
national systems and those that focus on the specificities to explain the diffe-
rences in national systems’ governance from a macro perspective (for a detailed
comparison of these theories, see Charreaux 2004).

Due to the limited scope of the study, a mainly disciplinary approach of
micro theories, that is, based on the contractual view of the firm, will be
reviewed. The disciplinary view of corporate governance distinguishes between
the shareholder view and stakeholder view. The shareholder model of gover-
nance is based on agency theory (see, for example, Jensen and Meckling 1976)
and transaction cost theory (see Williamson 1984, 1985). Agency theory
describes the firm as a nexus of contracts and transaction cost economics
describes the firm as a governance structure. The stakeholder approach founded
by Freeman (1984) and developed further by several researches such as Blair
(1995), Campell (1997), Donaldson and Preston (1995), Spurgin (2001), defines
the ownership relations by the allocation of residual rights.

The second approach of corporate governance micro theories concerns the
knowledge-based perspective of the firm, which not only explains the boun-
daries of the firm in terms of transaction costs, but also in terms of learning,
path dependence, technological opportunities, selection and complementarity of
assets. The knowledge-based approach of corporate governance identifies three
main perspectives: the behavioural perspective (see, for example, Cyert and
March 1963, March and Simon 1958, Simon 1947); the neo-Schumpeterian
evolutionary economic theory (see, for example, Nelson and Winter 1982); and
strategy theories based on resources and capabilities (so-called Resource Based
View — RBV) (see, for example, Penrose 1959). The behavioural perspective is
left aside in this dissertation since it explains the firm as a political coalition and
a cognitive institution that adapts itself through organizational learning, and
does not address the issues of ownership in the development of firm. The neo-
Schumpeterian evolutionary theory concentrates more on innovation as a basis
of competitive advantage in a firm, which will be beyond the scope of current
research. The resource-based view of the firm enables the distinction of firms
based on their capabilities and resources, which is an important aspect in
explaining the differences in ownership structures in transition economies.
Thus, this will be the only knowledge-based perspective that will be addressed
in this dissertation.

There are also several theories which explain the differences in national
systems of corporate governance (for a detailed overview of these theories, see
Charreaux 2004). From a financial and legal perspective, the financial system
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plays a central role in explaining the economic growth and prosperity (see, for
example, Beck et al. 2000, Levin 1997). Moreover, the efficiency depends on
the protection of the financial investor’s rights against attempts at expropriation
by the managers or dominating shareholders. Thus, the capacity of law to ensure
this protection constitutes an explanatory factor of the financial policy and the
ownership structure of firms (see, for example, La Porta et al. 1998). The
political perspective deals with the role of politics in the construction of
financial institutions (see, for example, Roe 1990, 1994, 1997) and stresses the
importance of powerful financial organisations. There are two other theories
that provide different or complementary explanations of the legal-financial and
political theories: the endowment theory (which focuses on geographic and
health related differences — see, for example, Beck et al. 2001, 2003) and socio-
cultural theory (see, for example, Beck et al. 2003, La Porta et al. 1997).
However, due to the limitations of this study it is not possible to discuss the
development of ownership structures in perspective of all these views.
Therefore, the issues concerning the differences in corporate governance
systems will be addressed at the country level introducing Anglo-American,
Continental Europe and some CEE countries corporate governance systems.
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I. THEORETICAL BACKGROUND FOR THE
ANALYSIS OF OWNERSHIP STRUCTURES AND
ENTERPRISE RESTRUCTURING

I.1. Theories which explain the role of ownership and
development of ownership structures in the corporate
governance literature

l1.1.1. The role of ownership in a firm from the perspective
of corporate governance theories

The essence of corporate governance

The past twenty-five years have witnessed an ongoing research in the area of
corporate governance. While the term ‘corporate governance’ is a new pheno-
mena of the last twenty five years, the theories underlying the development of
corporate governance and the areas it encompasses date from much earlier and
are drawn from a variety of disciplines including finance, economics, ac-
counting, law, management and organisational behaviour. Therefore, there is a
rather wide range of different concepts and definitions about corporate gover-
nance. As Mallin states: “It must be remembered that the development of corpo-
rate governance is a global occurrence, and as such is a complex area including
as it does legal, cultural, ownership and other structural differences” (Mallin
2004, p. 9). The purpose of this subchapter is to investigate how corporate
governance theories help to explain the role of ownership in a firm’. It includes
a brief introduction into the essence of corporate governance, description of
main corporate governance theories with a particular interest in ownership
issues and picturing the role of ownership in a firm from the perspective of
these theories.

The term corporate governance is a subject of both narrow and broad
definitions (see Appendix 1). The OECD provides the most authoritative func-
tional definition of corporate governance: “Corporate governance is the system
by which companies are directed and controlled. Corporate governance involves
a set of relationships between a company’s management, its board, its share-
holders and other stakeholders. Corporate governance also provides the struc-
ture through which the objectives of the company are set, and the means of
attaining those objectives and monitoring performance are determined. Corpo-
rate governance is one key element in improving economic efficiency and
growth as well as enhancing investor confidence” (OECD 2004, p. 11).

From different corporate governance definitions (see Appendix 1) it can be
seen that corporate governance encompasses two important perspectives, the

> In this dissertation, the terms ‘firm’, ‘enterprise’, ‘company’ and ‘corporation’ are

used interchangeably to mean the same thing.
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interest of shareholders and interest of stakeholders®, that is, whether the manage-
ment should run the company in the interest of shareholders or whether it should
take into account also other constituencies. Narrowly defined corporate gover-
nance mainly involves the relationship between managers, board of directors and
shareholders and relationships between stakeholders and society. More broadly
defined, corporate governance describes all the influences affecting the institu-
tional processes. It encompasses the combination of laws, regulations, listing rules
and voluntary private sector practices that enable the corporation to attract capital,
perform efficiently, generate profit, and meet both legal obligations and general
societal expectations. Farinha (2003, p. 4) has pointed out that numerous defini-
tions of corporate governance all share, explicitly or implicitly, some common
elements. They all refer to the existence of conflicts of interest between insiders
and outsiders, with an emphasis on those arising from separation of ownership
and control over the partition of wealth generated by a company.

As the development of corporate governance has been influenced by many
disciplines, the theories that describe it are also rather diverse. Appendix 2 gives
a summary of the theories which have been associated with or contributed to the
development of corporate governance. However, as this dissertation focuses
only on ownership issues, a detailed overview of all corporate governance
theories will not be given. Here, the main attention will be given to the theories
which expand upon the role and functions of ownership in a firm. As follows,
the theories under consideration will be: agency theory, transaction cost theory,
resource-based theory and stakeholder theory.

Agency theory

The antecedents of corporate governance can be traced back to Adam Smith’s
seminal book “The Wealth of Nations” (1776). Smith states that: “...being the
managers rather of other people’s money than of their own, it cannot well be
expected that they should watch over it with the same anxious vigilance...”
(Smith 1776, Book V, Ch. 1, Part 3, Article 1). Almost a century later, Berle
and Means (1932) following Smith’s concern initiated the discussion relating to
the concerns of separation of ownership and control in large corporations. Here,
they suggested that this problem made the corporation an untenable form of
organization (Denis 2001, p. 192). However, their concerns and ideas are
developed by Jensen and Meckling (1976) into the ‘agency theory’, which
explains how the public corporation could exist given the assumption that
managers are self-interested, and the context in which those managers do not
bear the full wealth effects of their decision. As noted by Daily et al. (2003, p.
372), this was the first satisfactory explanation of the public corporation since
Berle and Means pointed out some of the key problems inherent in the
separation of ownership and control.

% Stakeholders include employees, suppliers, customers, banks, other creditors, the

government, various ‘pressure’ groups; indeed anyone on whom the activities of the
company may have an impact (Mallin 2004, p. 44).
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Agency theory suggests that a firm is a ‘nexus of contracts’ (Jensen and
Meckling 1976). The particular focus of the theory is on agency relationship as
a contract between a principal (the external owner of the firm) and an agent (the
owner-manager, or entrepreneur) (Farinha 2003, p. 6). Jensen and Meckling
(1976) state that utility-maximising agent has the incentive to appropriate a
larger amount of the corporations’ resources in the form of perquisites and to
exert less than full effort in order to create value for shareholders. The principal
can limit the effects of this divergence of interests by incurring monitoring costs
to curb the agent’s self-serving behaviour. In addition, it can pay the agent to
expend resources to guarantee that he will not take certain actions which would
harm the principal. The latter are referred to as the bonding costs. Further, the
reduction in welfare of principal since the agent’s decisions may be different
from the principal’s is also a cost of agency relationship. The monetary
equivalent of such loss is classified as ‘residual loss.” Thus, the agency costs are
the sum of: 1) monitoring costs, 2) bonding expenditures and 3) the residual
loss (Jensen and Meckling 1976, p. 6). At the most general level, principals and
agents resolve agency problems through monitoring and bonding’ (Barney and
Hesterly 1996, p. 125). Figure 2 illustrates the essence of agency problem.

Though Jensen and Meckling (1976) explore the nature of interest of
conflicts between owners and managers related to the manager’s opportunistic
behaviour, and, for the purpose of controlling it, suggest the creation of
monitoring system, they do not explain how to achieve or arrange efficient
monitoring. Fama (1980, p. 292) continues this research by investigating to
what extent the signals provided by the managerial labour market and the
capital market, perhaps along with other market-induced mechanisms, can
discipline managers. He sees a market for risk-bearing and management, and
points out that these two functions within the firm are carried out by separate
actors. He argues that the managers within the firm are disciplined by the
markets for their services the same way as the firm is disciplined through
competition. This means that the owners can take their capital elsewhere for a
better return and managers who do well can be promoted.

7 Monitoring involves observing the behaviour and/or the performance of agents.

Bonding refers to arrangements that penalize agents for acting in ways that violate the
interests of principals or reward them for achieving principals’ goals. (Barney and
Hesterly 1996, p. 125)
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Figure 2. The essence of agency problem (adapted by the author from Mathiesen 2002,
p-1)

Fama and Jensen (1983, p. 304) follow this research stream and argue that
survival of an organisation characterised by separation of ownership and control
relies on segregating the ratification and monitoring of decisions (decision
control) from initiation and implementation of the decision (decision
management)®. They argue that efficiency of such decision systems is buttressed
by incentive structures that reward agents both for initiating and implementing
decisions and for ratifying and monitoring the decision management of other
agents (/bid., p. 322). For controlling the agency problem, the owners need to
appoint a board of directors that ratifies and monitors important decisions and
chooses, dismisses, and rewards important decision agents.

A broad field of studies on agency theory also concentrate on describing the
different governance/control mechanisms’ that solve the agency problem or
lessen the agency conflict (see, for example, Agrawal and Knoeber 1996;
Agrawal and Mandelker 1987; Barney 1988; Core et al. 2003; Denis 2001;
Denis and Denis 1995; Hermalin and Weisbach 2003; Himmelberg et al. 1999;

¥ Ratification refers to the choice of the decision initiatives to be implemented, that is

the choice of the proposal and the contract. Monitoring refers to the measurement of the
performance of decision agents and the implementation of rewards. Initiation refers to
the generation of proposals for resource utilization and the structuring of contracts.
Implementation, the last term refers to the execution of ratified decisions, that is,
g)hysically carrying out the chosen proposal. (Fama and Jensen 1983, p. 303)

Four basic categories of individual corporate governance mechanisms are: legal and
regulatory mechanisms, internal control mechanisms, external control mechanisms and
product market competition (Jensen 1993).
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Holderness 2003; Holmstrom and Milgrom 1991; Jensen 1993; La Porta et al.
1998, 2000; Mace 1972; McColgan 2001; Shleifer and Vishny 1986, 1997,
Weisbach 1988). These studies cover the topics such as shareholdings of
insiders, institutions, and large blockholders; corporate boards; use of outsider
directors; debt policy; the managerial labour market; the market for corporate
control etc. The research on identifying the situations in which the principal and
agent are likely to have conflicting goals (as discussed above) and then
describing the governance mechanisms that limit the agent’s self-serving
behaviour is called positivist agency theory (Eisenhardt 1989, p. 59). There is
also another stream of agency research — principal-agent research — which is
considered a general (normative) theory of the principal-agent relationship and
can be applied to employer-employee, lawyer-client, buyer-supplier and other
agency relationships (/bid., p. 60). In comparison with the positivist stream,
principal-agent research is abstract and mathematical, and has a broader focus
which is beyond the scope of this study.

In summary, agency theory suggests how to govern a modern corporation
with large number of shareholders whose collective capital is controlled and
directed by separate individuals. The theory provides many useful ways to
examine the relationship between owners and managers. Moreover, it describes
how the final objective of maximizing the owners’ returns is achieved if the
managers do not own the corporation’s resources. Thus, from the perspective of
agency theory, owners of corporations have to undertake strong monitoring
function within the firm, bearing in mind that human beings (managers,
employees, other stakeholders) are boundedly rational, self-interested and prone
to opportunism.

Transaction cost economics

Transaction cost economics as expounded by the work of Williamson (1975,
1985) is often viewed as closely related to agency theory (Mallin 2004, p. 112).
Whereas agency theory describes the firm as a nexus of contracts, transaction
cost economics describes the firm as a governance structure. A basic argument
of Williamson’s transaction cost theory is that markets and hierarchies are
alternative instruments for completing a set of transactions (Williamson 1975,
p. 8). These alternative instruments are often also called ‘governance mecha-
nisms’. Barney and Hesterley (1996, p. 117) explain the logic of market and
hierarchical forms of governance as follows. Market forms of governance rely
on prices, competition, and contracts to keep all parties to an exchange informed
of their rights and responsibilities. Hierarchical forms of governance bring
parties to an exchange under the direct control of a third party (typically called
‘the boss’). This third party attempts to keep all parties to an exchange informed
of their rights and responsibilities. The choice of governance form depends on
which form reduces any potential exchange problems created by bounded
rationality and by the threat of opportunism at the lowest cost.
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Thus, in addition to agency costs, firms also face exchange costs that are
important to keep everybody informed of their rights and responsibilities within
the firm. However, the agency theory stresses ex ante costs that are related to
incentive alignment. By contrast, ex post costs are emphasized by transaction
cost economics. These costs include: 1) maladaptation costs incurred when
transactions drift out of alignment, 2) the haggling costs incurred if bilateral
efforts are made to correct ex post misalignments, 3) the setup and running costs
associated with the governance structures to which disputes are referred, and 4)
the bonding costs of effecting secure commitments (Williamson 1985, p. 62).
Williamson points out that it is most important to reduce the maladaptation
costs as “reducing these costs through judicious choice of governance structure
(market, hierarchy, or hybrid), rather than merely realigning incentives and
pricing them out, is the distinctive transaction cost economics orientation”
(Williamson 1988, p. 572).

Coase (1937) states that the reason organizations exist is that sometimes the
cost of managing economic exchanges across markets is greater than the cost of
managing economic exchanges within the boundaries of an organization
(Barney and Hesterley 1996, p. 116). This means that in some point it is more
beneficial to the firm to undertake transactions internally rather than externally.
Grossmann and Hart (1986, p. 692) emphasize that contractual rights might be
of two types: specific rights and residual rights. They argue that if it is too
costly for one party to specify a long list of the particular rights it desires over
another party’s assets, it might be optimal for that party to purchase all the
rights except those specifically mentioned in the contract. In that case, the
ownership is the purchase of these residual rights of control. Thus, for mini-
mizing the transaction costs, it is important to write a contract which would
allocate the residual rights between the parties efficiently.

Hart (1995, p. 679-680) explains more thoroughly the essence of trans-
action costs and the role of governance structures under assumptions that
agency problems are present and contracts are incomplete. He points out three
kinds of transaction costs that firms are facing while writing the contracts: a) the
cost of thinking about all different eventualities that can occur during the course
of the contractual relationship; b) the cost of negotiating with others about these
plans and c) the cost of writing down the plans in such a way that they can be
enforced by a third party. Then he states that given these transactions costs, the
parties will write incomplete contracts and in the world of incomplete contracts
(whereas agency problems are also present) governance structure does have a
role. The governance structure'® can be seen as a mechanism for making

' Hart (1995, p. 680) gives an example of three governance structures such as
individual ownership of the firm, joint ownership and partnership. In case of individual
ownership the owner has a right to make all unspecified decisions concerning firms’
(nonhuman) assets. In case of joint ownership, the parties must agree on a decision of
firms’ assets. In the latter case, form of partnership, if each party have one third of an
interest in firm, the decisions about the firm would be made by majority vote.
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decisions that have not been specified in the initial contract, that is, it allocates
residual rights of control over the firm’s nonhuman assets''.

Thus, both agency theory and transactions cost economics assume that
human agents are subject to bounded rationality and are given to opportunism.
Nevertheless, agency theory is predominantly concerned about diminishing the
agency costs through contracts which realign incentives. In that case, the
ownership is treated as a homogeneous firm attribute. At the same time, “trans-
action costs economics is more concerned with crafting ex post governance
structures within which the integrity of contract is decided” (Williamson 1988,
p. 570). Here the focus is on examining the alternative forms of economic orga-
nization which would be capable to minimize the costs in case of opportunism
as well as bounded rationality. As a result, the ownership is viewed more as a
heterogeneous firm attribute.

To conclude, one can argue that the role of ownership in a firm is deter-
mined by the choice of governance structures and their capacity to exchange
information and distribute rights and responsibilities between different contract
partners. In accordance with this statement, not only distribution of ownership
between different contract parties but also the identities of different parties who
are taking the ownership start to play an important role in creating the efficient
governance structures. Therefore, the differences in governance structures in
terms of their efficiency might be related to the resources and capabilities of
contract parties (owners). This argument is in line with the resource-based view
of the firm which describes the firm as a set of resources. The resource-based
view of the firm builds on research in economics and organisation theory of
firms and may help to explain why some governance structures are more
efficient than others. This will be discussed further in the next section.

Resource-based view

The resource-based view of the firm results mainly from the theory of the
growth of the firm proposed by Penrose (1959). The central concern in the
resource-based view of the firm is why firms differ and how they achieve and
sustain competitive advantage. According to resource-based view, the firm is a
set of resources and an entity for accumulation of knowledge guided by the
vision of managers and depending on the experience they have acquired
(Charreaux 2004, p. 11). Relevant work on the resource-based view of the firm
can be found in strategic management literature (see Barney 1986, Grant 1991,
Rumelt 1984, Wernerfeldt 1984), but in the last decade, resource-based perspec-
tive of the firm has become an important topic also in corporate governance
literature (see Castanias and Helfat 2001, Lockett and Thompson 2001,
Mahoney 2001, Wright et al., 2001, etc.). The fundamental question is: under
what conditions can corporate governance be a source of sustained competitive
advantage? Barney (2002, p. 216-218) states that the experience suggests that

11 . . o1 g . . . .
Nonhuman assets include machines, buildings, inventories, client lists, patents,

copyrights, etc. (Hart, 1995, p. 680)
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some firms are much more skilled in how they implement otherwise common
governance devices than others, thus, these skills may be heterogeneously
distributed across firms.

According to the resource-based view of the firm, firm resources include all
assets, capabilities, organizational processes, firm attributes, information, know-
ledge, etc. controlled by the firm that enable it to conceive of and implement
strategies (Barney 1991, p. 101). Table 1 describes the main resources in a firm.
These resources do not develop by themselves over time, but rather are
dependant upon the strategies employed to help them develop (coordination and
cooperation). These are the capabilities of a firm — the capacity to deploy re-
sources (Amit and Schoemaker 1993), or, put another way, how a firm orga-
nises its resources. The main assumptions of the theory are as follows: 1)
resources and capabilities can vary significantly across firms (the assumption of
firms heterogeneity), and 2) these differences can be stable (the assumption of
resource immobility). Barney (1991) suggests that, in order for a firm’s re-
sources and capabilities to be sources of superior performance, they must be
valuable, rare among its current or potential competitors, costly to imitate and
without close strategic substitutes.

Table 1. The main resources in a firm

Resource Description

Financial Size and type of capital — equity capital, debt capital, retained
earnings

Physical Location, factories, access to raw materials, transportation

Human Personnel and management — experience, intelligence,
training, judgment, and wisdom of individuals associated with
a firm

Technological Product and process-related, machines, other tangibles used
by firm

Reputation Image, brands, loyalty, trust, goodwill

Organisational Management systems , teamwork, friendship

Source: compiled by the author based on Barney and Hesterley 1996, p. 133 and Grant
1991, p. 119.

Thus, following the resource-based view of the firm, the ownership can be an
important source of resources, and thus, a unique firm attribute. For instance,
ownership can be an important source of financial resources whilst some
owners can provide more capital or have better access to capital than other
owners. Also, treating the ownership as a group of different individuals allows
seeing it as a source of human resources where each individual contributes to
the firm through his/her experience, intelligence, knowledge and skills. Con-
sequently, the identity of owners could also be used to explain the heterogeneity
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across firms. That means different owners have different transaction costs for
getting information (related to information asymmetries), motivating/bonding
agents (incentives alignment) and creating the efficient governance structures
(incomplete contracts).

In sum, agency theory, transaction costs economics and the resource-based
view of the firm, are complements rather than substitutes. This means that ow-
ners can provide unique resources (assumption of the resource-based view of
the firm) that will make firms different in their incentive mechanisms (impor-
tant from the perspective of agency theory), and/or governance structures
(important from the perspective of transaction cost theory). The provision of
these resources enhances organizational functioning and survival.

Stakeholder approach

The last theoretical approach under consideration differs rather remarkably from
the others that were discussed above. More precisely, it contradicts with the
propositions of agency theory and transaction cost economics in which the
maximization of the shareholder wealth is the main objective of the firm. There-
fore, in conjunction, these theories form the ‘shareholder model’ of the firm.
Stakeholder approach takes a broader view of the firm where the corporation is
responsible to a wider constituency other than shareholders. This approach has
been founded by Freeman (1984) and developed further by several researchers
such as Blair (1995), Campell (1997), Donaldson and Preston (1995), Spurgin
(2001), etc. Here the ownership is defined as much by the residual control rights
as by the allocation of residual rights (Charreaux 2004, p. 8). This means that
the ownership status can be extended to all the parties in the nexus of contracts.
According to the ‘stakeholder model’ of the firm, various stakeholders can
impact the behaviour and performance of the firm through contributing to firm-
specific assets (Blair 1995).

Jones and Wicks (1999, p. 207) distinguish two broad categories in stake-
holder research: 1) social science-based theory, including instrumental and
descriptive/empirical variants, and 2) ethics-based theory focusing on normative
issues. Social science-based instrumental theory is a contingent theory positing
that certain outcomes will be obtained if certain behaviours are adopted. One
form of instrumental stakeholder theory has been advanced by Jones (1995)
who proposes that if firms contract (through their managers) with their stake-
holders on the basis of mutual trust and cooperation, they will have a competi-
tive advantage over the firms that do not. However, the central point of stake-
holder theory is that the firms should attend to the interest of all stakeholders,
not just their shareholders (Jones and Wicks 1999, p. 209). It follows that the
performance of firms encompasses more than financial performance alone.

The stakeholder view of a firm considers that investors, employees,
suppliers, customers and stakeholders generally both contribute and receive
benefits from a firm (Turnbull 1997, p. 419). In addition, other parties may be
involved in relationships such as communities, trade associations, government
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and even political groups (Donaldson and Preston 1995, p. 69). Charkham
(1992) divides stakeholders according to their contractual or non-contractual
relationship between the firm and related stakeholder groups. Mallin (2004, p.
44) suggest that some stakeholders are directly related to the company, such as
employees, providers of credit, suppliers and customers; others are more
indirectly related to the company, such as the local communities, environmental
groups and the government. This stays on the line of stakeholder division pro-
vided by Charkham (1992), that is directly related stakeholders have contractual
relationship in the firm, thus, indirectly related stakeholders have non-
contractual relationship in the firm (see Appendix 3).

Stakeholder theory does not specify the role of ownership very clearly, but
it follows similar concerns as specified in the transaction cost theory. In
principal, this view is a result of renewal of the analysis of property rights
within theory about incomplete contracts (see Grossman and Hart 1986, Hart
1995). In that perspective, the contractual relationships between different
stakeholders are of importance. Contracts between stakeholders are not obliged
only to serve the interest of shareholders, but all other constituents related to
firms and society in general. Hence, Mygind (forthcoming 2009) makes a
distinction between the pure owner/shareholder who has no other interest than
maximising the value of the shares, and other stakeholder-owners whose
identity changes the goals of the company and the returns to other stakeholders.
He points out three problem areas that can be extended to other stakeholders as
an extension of Dow’s (2003) analysis'*: 1) commitment problem; 2) compo-
sition problem; and 3) commodification problem. The commitment problem
refers to the ability to govern other stakeholders. It is important that the
controlling stakeholder can promote other stakeholders’ commitment to supply
essential resources to the company. The composition of a given stakeholder
group (the degree of homogeneity around their interest) is important for their
role in the governance of the company. If the owner group is heterogeneous, the
costs of decision making may be very high (see also Hansmann 1988). The
commodification problem is related to the entry and exit of the controlling
owners. This means that the stakeholders’ role as owners depends on the degree
to which they can trade ownership stakes smoothly. Thus, the identity of the
dominant stakeholder owner plays an important role in solving these problems,
whilst different stakeholders have different resources and capabilities to
motivate and make contracts with other stakeholders.

In its essence, the objective to simultaneously follow the interests of
shareholders and the interests of stakeholders is rather contradicting. However,
Jensen (2001, p. 13) makes his point that stakeholder theory is consistent with
value maximization if the firm (managers) pays attention to all constituencies that
can affect the value of the firm. In other words, the firm cannot maximize its
value if it ignores the interests of its stakeholders. Furthermore, he brings to

2" Dow points out three areas where there are important asymmetries between capital
and labour in relation to ownership (Dow 2003).
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attention more crucial shortcoming of traditional stakeholder theory suggesting
that it does not explain how to make the necessary tradeoffs among these
competing interests. As a consequence, Jensen develops enlightened value
maximization theory and states that “enlightened value maximization uses much
of the structure of stakeholder theory, but accepts maximization of the long run
value of the firm as the criterion for making the requisite tradeoffs among its
stakeholders. In so doing, it solves the problems arising from the multiple objec-
tives that accompany traditional stakeholder theory...” (Jensen 2001, p. 9).
Mygind (forthcoming 2009) criticizes Jensen’s enlightened stakeholder theory
and points out that often shareholder maximization does not lead to total stake-
holder maximization. He states that this is the case for a zero-sum game where the
value for the shareholder is increased by cutting the benefits of other stakeholders.
For example, in case of price discrimination where some of the consumer surplus
is transferred to the company, or in case of wage discrimination where share-
holder can transfer part of the employee-benefits to profit.

Synthesis of the theories
In Figure 3, the corporate governance theories studied above are converged into
the different circles. More precisely, the figure illustrates the position of owners
in a firm and interaction of different relationships between the owners and other
stakeholders together with unique and necessary resources provided by the
owners and all stakeholders to make the firm different from their counterparts.
Binding up the above-studied approaches about the nature of the firm in
perspective of corporate governance, it can be stated that the owners have a
central motivating and controlling role in a firm with the right to make decisions
about the rights and responsibilities of all other stakeholders in it. In Figure 3
each oval between the owners and other stakeholders refers to contracts which
all together form the governance structure of the firm. The governance structure
is created by owners through information exchange and with contracting to all
contributing stakeholders. The efficiency of governance structures is influenced
by and dependent on different resources"” and capabilities which owners can
provide (for example, financial and physical resources), and stakeholders carry
along with them (for example, human and organizational resources) into the
firm. Interaction of all these different relationships and capability to exert right
resources could enable to differentiate firms on the basis of their competitive
advantage. In other words, the performance of the company depends on the
identity of the owner/stakeholder.

" In Figure 3, the resources are presented in four groups, where in Table 1 referred

technological resource is treated as the part of physical resources and reputation as the
part of organizational resources.
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Figure 3. The role of ownership in a firm from the perspective of corporate governance
theories (compiled by the author based on the discussion above)

Taken together, corporate governance theories studied in this subchapter explain
the circumstances under which firms exist and outperform each other through
interaction of different stakeholders within and outside the firm. It is clear that the
role of ownership in a firm is influential and powerful. However, these theories
mainly concentrate on firm-specific issues of ownership and do not take into
account other factors which occur outside the firm and can also have an influence
on the role of ownership in a firm. The theories discussed in this subchapter
enable to describe governance problems. They provide necessary understanding
about the different issues related to ownership. In practice, all these different
aspects are solved in different ways in the different national corporate governance
systems. In addition, the theories do not say very much about the ownership
structure of the firm: does it make a difference if the firm has one single owner or
many owners?; how the identity of owners influences the firm performance?; do
changes in ownership structure take place over time and what drives these
changes? Thus, there are still many questions needed to be answered. The
following subchapters will try to explore these issues more thoroughly.
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1.1.2. The development of ownership structures within different
national corporate governance systems

Ownership structure and Anglo-American corporate governance system

The ownership structure and its relationship with other institutions that affect
the firm development is one of the key topics in the literature of national corpo-
rate governance systems. The national corporate governance systems explain
the differences between corporate governance systems across the countries or
groups of countries. In addition to ownership structure of the firm, there are
many other characteristics by which the systems of corporate governance differ
across the countries. These characteristics encompass legal, institutional, cultu-
ral, historical and technological dimensions. The purpose of this subchapter is to
explore the differences between corporate governance systems in three groups
of countries, that is, Anglo-American corporate governance system, Continental
Europe governance system and new emerging governance systems in transition
countries. This includes description of origins and development of ownership
structures, explaining the impact of other corporate governance systems’
characteristics on the development of ownership structures, and highlighting the
advantages and disadvantages of each system.

For understanding the development and differences in ownership structures,
it is first useful to explain it from the historical perspective. In the literature, the
history of ownership relations is illustrated through varieties of capitalism (see
Table 2). Mathiesen (2008) explains the ownership history of the large enter-
prises in three stages. The first stage refers to ‘entrepreneurial capitalism’ in
Western Europe in the early industrialization period since 1650. At that time,
the corporations were controlled and owned by managers. The second period
refers to ‘managerial capitalism’ in Western Europe and the USA in the late
industrialization period starting in 1860. Then, corporations were controlled by
managers but mainly owned by various non-managers. Finally, the third stage
refers to ‘institutional capitalism’ in Western Europe, the USA and Japan in
information age starting in 1980. Subsequently, the corporations are controlled
by managers but mainly owned by financial institutions.

Berghe and Ridder (1999, p. 27-37) provide a similar sequence of ownership
relations’ development which they call corporate governance systems’ ‘evolu-
tion path’. Their sequence involves three more stages, such as ‘banking capita-
lism’, ‘reference shareholding’ and ‘democratic system’. The phase of ‘banking
capitalism’ reflects the period until the 1930°s when (external) financiers had a
major impact on business matters in the USA. ‘Reference shareholding’ is a
model which is characteristic primarily of Latin countries, such as France, Italy
and Belgium. In this system, shareholders have long(er)-term commitment and
greater involvement and input into the strategic development of the firm.
Finally, ‘democratic system’ states a revolutionary future model. In this case,
the power in the knowledge society is partly shifted away from the shareholder
towards the ‘knowledge worker’. Thus, different varieties of capitalism reflect
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different types of governance/ownership relations. Over time, the boundaries of
the different varieties of capitalism have become increasingly blurred (no one
variety dominates totally), which is reflected also by the fact that in different
countries governance/ownership relations have become correspondingly
blurred. Therefore these different governance/ ownership relations are also use-
ful for explaining the differences in corporate governance systems across
countries.

Table 2. The ownership history through the varieties of capitalism

Historical paradigm Varieties of Governance/ Key geographic
capitalism ownership relations area
Early industrialization | Entrepreneurial Controlled and Europe
(1650’s) capitalism owned by manager
Late industrialization Managerial Controlled by Europe and USA
(1860°s) capitalism managers, owned by
non-managers
Late 19th/early 20th Banking Banks play a dual USA
century (until 1930’s) capitalism role in financing
Information age Institutional Controlled by Europe and USA
(1980’s) capitalism managers, owned by
institutions
Information age Referenced Controlled and Latin countries
(late 1990’s) shareholding owned by long-term
blockholders
Future knowledge-based Democratic Controlled by ?
society (?) corporate model | ‘knowledge worker’,
owned by investors

Source: compiled by author based on Berghe and Ridder 1999, p. 27-37 and Mathiesen
2008.

Anglo-American corporate governance system presents mainly ‘entrepre-
neurial’, ‘managerial’ and ‘institutional capitalism’ patterns. Often this system
is referred to also as ‘shareholder model’ (Maher and Andersson 1999, p. 6),
‘market-oriented model’ (Keenan and Aggestam 2001, p. 265), or ‘outsider
model’ (Franks and Mayer 1995). This model describes corporate governance in
the United States, the United Kingdom, Canada and Australia. According to the
model, the objective of the firm is to maximise shareholders’ value (Maher and
Andersson 1999, p. 6) in a frame of free market operations (Berghe and Ridder
1999, p. 40). Shareholders are seen as owners who have the right to possess and
use property or to transfer all or part of it in open markets (Rubach and Sebora
1998, p. 170). Thus, this model follows the agency theory and transaction cost
economics roots.
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The ownership structure in Anglo-American firms is relatively widely held,
that is ownership concentration is low (Weimer and Pape 1999, p.156), and held
by individuals and more recently by institutional investors (Aguilera 2003, p.
25). Barca and Becht (2001) analysis showed that the percentage of listed
companies under majority control in the USA and the UK stayed between 1.5 to
2.5 percent compared to Austria, Belgium or Germany where it is over 60
percent. Rubach and Sebora (1998, p. 171) point out that individual share-
holders are seen as dispersed, passive investors with a primary concern of
financial returns. Institutional shareholders, as investors in equity securities and
holders of other people’s assets, have a primary interest in financial apprecia-
tion. However, institutions’ power in influencing the firm policies is growing
with increasing concentration of stock ownership.

Large part of shareholdings in Anglo-American countries takes place via
stock exchange (Berghe and Ridder 1999, p. 41). Therefore the influence of
capital markets, especially stock exchange, is significant on corporate owner-
ship structure. The governance in Anglo-American system often includes hostile
take-overs, proxy fights, mergers, and leveraged buyouts (Keenan and
Aggestam 2001, p. 265). An active external market for corporate control, or
often referred to as the takeover market, is one of the best known characteristics
of Anglo-American governance system. Weimer and Pape (1999, p. 155) state
that especially in the USA and the UK takeovers are regarded as a central
function of stock markets. Hence, they point out also one rather important cha-
racteristic of this system — short-term economic relationships. This is because of
quite unrestricted markets for capital, labour, goods and services that ensure
rapid adjustment to changing circumstances.

In addition, legal traditions play an important role in the development of
corporate governance systems including ownership structures’ development.
Anglo-American system is characterized by high investor protection and low
employee protection.'* According to Franks and Mayer, “the rational behind
these rules and regulations is the promotion of securities market. Equal access
to information and protection of small investors from exploitation by dominant
shareholders is regarded as central to the process” (Franks and Mayer 1990, p.
209). Anglo-American legal system makes a distinction between commercial
and investment banks; it also relies on severe antitrust regulations and considers
interlocking directorates among competing companies to be an illegal practice
(Aguilera 2003, p. 25). Further, the US corporate law restricts ownership rela-
tions between bank and industrial enterprises, and thus prevents banks from
becoming more influential in industry (/bid.). Shleifer and Vishny (1997)

""" In the USA, this protection is embodied in, among others, the Securities Exchange
Act (1943), the Securities Investor Protection Act (1970), the Insider Trading Sanctions
Act (1984), and the Private Securities Litigation Act (1995). Comparable legislation or
codes, in the UK comprise the Companies Security Act (1985, revised in 1989), the City
Code on Takeovers and Mergers and the Financial Services Act (1986). (Weimer and
Pape 1999, p. 154)
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consider the extent to which the legal system protects its investors and the
extent to which there are large investors in the firm as the most fundamental
determinants of how a firm’s corporate governance system develops.

The main advantages of Anglo-American corporate governance systems are
considered to be its unanimity, dynamism, well-developed takeover market,
flexible labour relationships (Berghe and Ridder 1999, p. 41), liquidity of stocks
and better risk diversification possibilities for investors (Maher and Andersson
1999, p. 18). Unanimity refers to the common understanding of the firms’ ob-
jective, without need to find consensus between the various interest groups.
Flexibility of capital and labour markets create greater dynamism, which is also
achieved through performance related pay for the management. The main
disadvantages are the short-term focus of the system, which disfavours stable
and long-term relationships (Berghe and Ridder 1999, p. 41) and lack of mana-
gerial accountability, which is the consequence of diffused ownership, that is
the interests and objectives of managers and shareholders diverge and incentives
to monitor management are weak (Maher and Andersson 1999, p. 18).

Diversity in ownership structures within Continental Europe corporate
governance system

Continental Europe corporate governance system is much more diversified in its
nature. From the historical perspective, it presents the ‘entrepreneurial capita-
lism’, ‘banking capitalism’, ‘institutional capitalism’ or ‘reference share-
holding’ patterns. Therefore, it is possible (or necessary) to distinguish within
the whole system more specific systems of governance. In general, the corpo-
rate governance literature makes the distinction between Germanic model and
Latin model of corporate governance (see Keenan and Aggestam 2001, Weimer
and Pape 1999), but sometimes also the Dutch, French and Scandinavian
models are pointed out separately (see Berghe and Ridder 1999, p. 42; Renne-
boog 1999). However, in the following discussion, the most commonly used
approach will be followed in describing the corporate governance systems in
Continental Europe, that is, studying the differences between Germanic model
and Latin model of governance.

In the literature, the Germanic model is often referred to as ‘stakeholder
model’ (Maher and Andersson 1999, p. 6), ‘banking-based model’ (Beck and
Levin 2002, p. 148), ‘network-oriented model’ (Keenan and Aggestam 2001, p.
265), or ‘insider model’ (Franks and Mayer 1995). Germanic model describes
the governance structures and processes in different countries, such as Ger-
many, the Netherlands, Switzerland, Sweden, Austria, Denmark, Norway and
Finland, but on different dimensions. For example, only few of these countries
have bank ownership, but all have concentrated ownership. However, in this
model the role of the firm is much broader than value maximisation for the
shareholders (Berghe and Ridder 1999, p. 39); the firm is seen as the combi-
nation of various interest groups whose goals have to be coordinated in the
national interests (Rubach and Sebora 1998, p. 175). Thus, it corresponds to the
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principles of the stakeholder theory of the firm where much attention is paid to
other stakeholders.

Contrary to Anglo-American governance system, Germanic model is typified
by relatively strong concentration of ownership of large individual enterprises
(Clarke 2007, p. 181). Banks, particularly the commercial banks, exert significant
influence over corporate affairs through ownership and governance rights
(Aguilera 2003, p. 25). Opposite to the USA governance system, there are no
restrictions for the German banks to hold large blocks of shares of non-financial
firms (Weimer and Paper 1999, p. 157). The banks in German model are salient
influential stakeholders that are not only allowed to possess equity stakes, but
they can also use proxy votes of (small) shareholders who deposit their bearer
shares with the bank (Renneboog 1999). Banks can have direct and continuous
influence over firms as they do have more voting power than their equity
ownership would suggest (Denis and McConnell 2003, p. 15). Thus, the banks are
strongly involved in the corporate network and can have long-term relationships
with corporations. In addition to banks, the holding companies, other non-
financial corporations and family firms are also dominant ownership types in
Germanic model. Institutional investors, such as pension funds, mutual funds, and
insurance companies, play much smaller role than in Anglo-American corporate
governance system (Maher and Andersson 1999, p. 24).

Another feature of Germanic model is relatively small and undercapitalised
stock markets (Rubach and Sebora 1998, p. 176). Therefore, the banks are main
providers of debt capital and active external market for corporate control is weak.
The Germanic model based on internal capital market and controlled by banks or
bank-allied companies favours low-risk and long-term financing (Aguilera 2003, p.
25). The internal market controllers exercise the control of a company either by
majority ownership of voting shares or by owning significant minority holdings and
employing a combination of devices to increase their control over company (Clarke
2007, p. 171). The most commonly used devices are cross-shareholdings, pyramid
structures'”, dual-class shares, proxy votes and voting trusts (Maher and Andersson
1999, p. 24). Hostile takeovers are rare due to the significant ownership concentra-
tion that characterizes the equity market (Denis and McConnell 2003, p.27). This
also explains the absence of strong corporate control market. Thus, it can be ex-
pected that large and stable shareholdings by banks and non-financial corporations
allow for long-term and stable economic relationships.

Clarke (2007, p. 181) states another characteristic of the Germanic model,
that is, weak rights for minority shareholders. The protection of investors is low
and often the creditor rights are emphasized over shareholder rights. Further-
more, contrary to Anglo-American governance system, the employees have
rights to be involved in firm decision-making and strategy development
processes having the seats in supervisory b