Governance practices and corporate value:

a recent literature survey

RESUMO

Ricardo Pereira Camara Leal

Praticas de governanga e valor corporativo: uma O autor agradece a Antonio Gledson de Carvalho
revisdo da literatura recente pelo suporte, André Luiz Carvalhal da Silva pelos
comentarios e a Daniel Karrer, Leticia Torres,
Neste artigo, oferece-se uma revisdo da literatura internacional Joséte Floréncio e Eduardo Fortuna pelo excelente
recente a respeito da relag&o entre governanca corporativa e o valor 2UXil0 @ pesquisa. Agradece tambem ao subsidio
. . . . do Inter-American Development Bank (IADB), do
de mercado da firma. Inclui-se, também, alguns trabalhos feitos ) . o
. . P .. Conselho Nacional de Desenvolvimento Cientifico e
para o Brasil. A rewgao esta dividida em duas par_tes. Na primeira Tecnologico (CNPg) e da Fundacdo Carlos Chagas
examina-se a relacdo entre o valor da companhia e a concentra- rjno de Amparo & Pesquisa do Estado do Rio de
¢éo dos direitos de voto e dos direitos sobre o fluxo de caixa dos;aneiro (Faperj), bem como ao Instituto Coppead de
acionistas controladores. Espera-se que quanto maior a separacao Administragio da Universidade Federal do Rio de
entre os direitos de voto e os direitos ao fluxo de caixa, maior o Janeiro pelo suporte.
impacto negativo da concentracéo dos direitos de voto sobre o valor
da firma. A qualidade das préaticas de governanga corporativa da Recebido em 30/abril/2004
firma também pode ser medida com indices de praticas de Aprovado em 04/novembro/2004
governancga. Estudos recentes utilizaram-se de indices existentes
ou construiram seus préprios indices. Em cada sec¢do foi incluida,
também, uma discusséo sobre a possibilidade de o valor da firma e
as préticas de governanca corporativa serem determinados endoge
namente, oferecendo-se sugestdes para o tratamento empirico d& . qo pereira Camara Leal, Doutor em
gquestdo. A qualidade das praticas de governanca corporativa pareCgqministraco, é Professor de Financas do Instituto
estar positivamente relacionada com o valor da firma, particular- coppead de Administragio da Universidade Federal
mente em paises em que a prote¢é&o legal do investidor € pior, comao Rio de Janeiro (CEP 21941-972 — Rio de
em mercados emergentes e no Brasil. Janeiro/RJ, Brasil), Faculty Associate do The
International Institute on Government, Management,

Palavras-chave : governanca corporativa, valor da firma, controle e and Policy da Georgetown University, Senior

1. INTRODUCTION

propriedade de empresas, indices de praticas de Research Fellow da Global Corporate vaernance
governanga corporativa Academic Network da Yale University e Arbitro da

Cémara de Arbitragem da Associa¢do Nacional das
Instituicdes do Mercado Financeiro (Andima).
E-mail: ricardoleal@coppead.ufrj.br

Enderego:

Recent studies suggest that the Berle and Means (1932) model of widely)i ersidade Federal do Rio de Janeiro

dispersed ownership is not common even in developed countries. Large blockoppeap
holders control a significant number of firms even in wealthier countries. La Caixa Postal 68514
Portaet al.(1999) identified the ultimate owners of cash-flow and voting rights 21941-972 — Rio de Janeiro — RJ

R.Adm., S&o Paulo, v.39, n.4, p.327-337, out./nov./dez. 2004



Ricardo Pereira Camara Leal

of firms in 27 developed countries that differ in origin of their de Governanca Corporativa — IBGC) code of best practices,
laws and enforcement. They find that, except in economieamong others, advance good governance practices and search-
with very good shareholder protection, relatively few firms areing for evidence that their efforts pay off is a worthwhile en-
widely held. Most firms are controlled by families or by the deavor.
state. Controlling shareholders’ voting rights typically exceed There is a good number of recent international corporate
considerably their cash flow rights, mainly through the use ofgovernance surveys that will certainly deepen what is discussed
indirect control structures, such as pyramids. Pyramids are laypelow and that address several important aspects of corporate
ers of companies that control a public company, many of thergovernance. Becht, Bolton and Roéell (2002) is a comprehen-
non-public, that allow control to be exerted with less invest-sive survey of corporate governance and control research with
ment. For example, if a person owns 50% plus 1 of the votingin emphasis on Europe and the United States. Claessens and
shares of a holding company that owns 50% plus 1 of the vof-an (2002) survey corporate governance practices and research
ing shares of a public company, that person has ultimate corr Asia. Denis and McConnell (2003) review international cor-
trol of the public company by owning only 25% of cash flow porate governance issues. Gillan and Starks (2003) examine
rights (50% of 50%). the role of institutional investors. Hermalin and Weisbach
Latest research highlights the importance of corporate govf2003) concentrate on the board of directors as an endogenous
ernance in developed and emerging markets and suggests ecorporate governance mechanism. John and Senbet (1998) also
pirical relationships between investor protection and corpofocus on the board while Shleifer and Vishny (1997) provide
rate value. La Portat al. (1998, 2000, 2002) evaluate the in- an earlier overview of the corporate governance research.
fluence of investor protection and ownership by the control- Assessments of the evolution of governance practices have
ling shareholder on corporate valuation. They conclude thabeen produced in the domestic literature. Aldrighi (2003) evalu-
better shareholder protection is associated with higher valuates corporate governance mechanisms in the United States
tion of corporate assets and with more developed and valuabsnd why many of them fail. Carvalho (2002) surveys recent
financial markets. When shareholders rights are better protecteuditiatives and regulatory changes to improve governance prac-
by law, outside investors are willing to pay more for financialtices in Brazil. He also discusses why corporate governance
assets such as equity and debt. practices in Brazil lag those in other large economies. Carvalho
This article is a selective survey of the recent literature about2000) also reviews the evolution of the Brazilian capital mar-
the impact of corporate governance practices on corporate valkets with an emphasis in the 1990's. He concludes that the
and includes some Brazilian articles. There is a strong desingoor quality of legal investor protection is an impediment for
of practitioners, institutions and policy makers that promotethe market growth. Hallgvist (2000) reviews the first code of
good governance practices to believe that they lead to greatbest practices produced in Brazil by the IBGC. The IBGC has
corporate value. The evidence is sometimes contradictory argince released a revised version of its code. Lethbridge (1997)
there are measurement problems. How can one measure “goadd Siffert Filho (1998) offered early reviews of the interna-
governance practices”? It is widely known that some practiceional debate on corporate governance in Portuguese language.
are substitutes for others. More of the same should not impatteal and Saito (2003) review empirical corporate finance re-
value. There is also the issue of value added measurement, batkarch in Brazil with an emphasis on corporate governance
in terms of how and when. It is reasonable to say that the imissues. Lustosa and Leal (2004) examine the role of institu-
pact of good corporate governance practices may not be betsbnal investors in Brazil and a few success and failed cases of
measured through market prices in emerging markets such astivism.
Brazil. Claessens, Klingebiel and Lubrano (2000) review poten-
Any survey is biased by its author’s choice of papers. Thidial corporate governance reforms in Brazil in an assessment
one is no different. | hope to offer a flavor of the literature asof the Brazilian equity market made for the World Bank. They
well as some of the most recent empirical results in Brazil. cast doubts about the possibility of a vibrant stock market ever
apologize to the authors not included in this survey and hopdeveloping in Brazil. They believe that equity markets are a
that the papers mentioned are representative. Finally, my motitigh cost market because they need very good law enforce-
vation to narrow this survey to the value added issue is thenent and high quality information and institutions. They be-
current stage of research in emerging markets like Brazil. Morelieve that strengthening minority shareholder rights and im-
over, organizations, such as the World Bank, the Organisatioproving governance of institutional investors are other key
for Economic Co-operation and Development (OECD), thepolicy goals. They review evidence that company management
Inter-American Development Bank (IADB), the Global Cor- is not focused on maximizing shareholder rights. Their article
porate Governance Forum (GCGF) and others, as well as indetails specific measures to be taken if equity markets are to
tiatives such as Sao Paulo Stock Exchange (Bolsa de Valoreevelop in Brazil.
de S&o Paulo — Bovespa), Bovespa’s Novo Mercado, the Bra- There are many ways to represent good corporate gover-
zilian Institute of Corporate Governance’s (Instituto Brasileironance. One of them is to assess good board practices as a cor-
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porate governance mechanism. Hermalin and Weisbach (2008yeater shareholder value when ownership and control shares
survey the United States and international literature. Leal andre the same. Morck, Shleifer and Vishny (1988) find that prof-
Oliveira (2002) survey board practices in Brazil. Dutra anditability rises with ownership concentration up to a pointin the
Saito (2002) review board composition, practices and the usenited States, falling for larger concentrations. The rise is con-
of cumulative voting in Brazil. Da Silveira, Barros and Famasistent with the incentive hypothesis but after a given point
(2003) study the impact of board size, composition, and chairthere is too much voting power concentration (entrenchment)
manship on corporate value and find that firms that have difand that leads to the fall in corporate value due to a greater
ferent persons acting as the chairperson of the board and tlikelihood of expropriation. This is sometimes called the in-
CEO achieve greater market value. verted U-shaped relationship between ownership rights and
The conclusions of these Brazilian studies are that boardglue. This early literature focused on shareholder-manager
are still largely insider dominated. Independent directors stilconflicts.
play a minor role. Minority shareholders do not use existing  Shleifer and Vishny (1997, p.758-759) review the empiri-
mechanisms for greater activism. However, steps towardsal evidence for the United States and believe that that the ability
greater board independence may have an effect on corporatécontrolling shareholders to take advantage of minority share-
value. The IBGC has been doing bi-annual assessments of cdrelders is greater if they have superior voting rights, if the
porate governance practices in Brazil but their sample is limeoncentration of their voting rights is greater than the percent-
ited and may suffer from the usual survey biases. Their mosige of their cash flow rights (the wedge), if they use indirect
recent survey concludes that awareness towards better goveoentrol structures (pyramids) or non-voting shares. Claessens
nance practices is increasing, that the perceived benefits aetal.(2002) find evidence for entrenchment in Asia, Lins (2003)
associated to better company image and management, and tfiatls a consistent pattern for 18 emerging markets as well.
boards are more engaged in corporate strategic and performarfgkleifer and Vishny (1997, p.754-755) also comment that moni-
issues (IBGC, 2003). As reported by Hermalin and Weisbachoring by large minority shareholders is effective only in coun-
(2003), maybe the impact of good board practices may be betries with good investor protection. In countries with poor in-
ter measured in times of crisis. vestment protection, only a majority of ownership would be
This article will not focus on board practices but on con-effective. This is exactly what we see in most countries.
centration of cash flow rights and control rights concentration  Brazil is no different and presents a very large concentra-
and on corporate governance indexes. Cash flow and contrtibn of control rights, according to Valadares (2002) and
rights and board practices may just be part of the story thoughaladares and Leal (2000) for 1996, Leal, Carvalhal da Silva
An alternative way to represent good corporate governancand Valadares (2000, 2002) for 1998, Carvalhal da Silva and
practices are indexes based on charter measures and compdmal (2003) for 2000, and Leal and Carvalhal da Silva (2004a,
practices and actions. These indices pool many different ag2004b) for 2002. All of these papers examine the direct and
pects of corporate governance and aim to be a better construbie indirect control structures and the latter ones also consider
to gauge the quality of corporate governance practices, includhe effect of shareholder agreements. Early Brazilian evidence
ing board practices and ownership concentration and structurzas presented by Procianoy (1994) and Procianoy and
The article proceeds as follows. The first section discusseSomerlato (1994) who examine succession and related party
the issue of corporate control and its impact on corporate valuéransactions and their expropriation potential due to very high
It is followed by a section on governance practices indexesoncentration of voting rights. Procianoy and Caselani (1997)
and their relation with corporate value. A brief discussion offind that controlling shareholders can be quite risk averse in
endogeneity is included in both sections because it presentBaazil.
challenge to empirical research. The article closes with brief Shleifer and Vishny (1997, p.764) state that the ability, in-

concluding remarks. centive, and easiness to vote for the board of directors is a
common governance arrangement to grant minority sharehold-
2. CONTROL AND CASH FLOW RIGHTS ers voice because their investment is sunk in the firm. The same

goes for inferior voting rights. Shleifer and Vishny (1997, p.748,
Jensen and Meckling (1976) and Morck, Shleifer andp.759) present evidence of private benefits of control and mi-
Vishny (1988) have provided important early contributions tonority shareholder expropriation through large control premi-
research on ownership structures and corporate valuatiomms. Nenova (2001) reports very high premiums for Brazil in
Jensen and Meckling concluded that concentrated ownershgpperiod in which tag along rights have been removed from the
is beneficial to corporate valuation because large investors ataw. When these rights were reinstated, corporate values rose
better at monitoring managers. Morck, Shleifer and Vishnyagain. Becht, Bolton and Réell (2002, p.35) discuss that indi-
distinguish between the negative control effects (entrenchmeni®ct ownership structures may create strong incentives for ex-
and the positive incentive effects of greater shares of ownerpropriation of minority shareholders, particularly when coupled
ship. They suggest that there are less conflicts of interest amndth the presence of non-voting shares. For instance, Claessens
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et al. (2002), Lins (2003) and Leal, Carvalhal da Silva andthird of the S&P500 firms with approximately 18% of the vot-
Valadares (2000) find evidence that pyramids are negativelyng equity. While family ownership may be a suitable owner-
related to value for Asian countries, emerging markets, anghip structure for the United States firms at low levels of vot-
Brazil, respectively. Nascimento (2000) and Procianoy andng rights concentration, this may not be the case in emerging
Schnorrenberger (2004) present evidence that the proportianarkets where concentration levels are much higher and where
of debt financing is inversely related to the percentage of votfamilies leverage their control rights with the use of pyramids
ing rights of controlling shareholders in Brazil. and non-voting shares.

Previous literature documents that there are both costs and Claessenst al.(2002) and Lemmon and Lins (2003) sepa-
benefits associated with ownership concentration. The pregate the effects of control and cash flow ownership on the valu-
ence of controlling shareholders may be harmful to the firmation of several East Asian markets and find that more concen-
because their interests may not align with those of non-contrated control adversely affects valuation, while cash flow
trolling shareholders (SHLEIFER and VISNHY, 1997; LA ownership affects it positively. Lins (2003) finds that market
PORTAEet al., 1998, 2000, 2002). Alternatively, the presencevalue is lower for firms with 5% to 20% of managerial owner-
of controlling shareholders may not necessarily be detrimentadhip in 18 emerging markets but that managerial cash flow rights
to the firm. Large shareholders may mitigate the free rider probdo not affect value. Lins also shows that the presence of large
lem of monitoring a management team, and hence reduagon-managerial block holders mitigates the negative effect of
agency costs. La Portt al. (1999) argue that in countries control concentration on value, particularly in countries with
where the legal and institutional frameworks do not offer suf-poor legal protection. Finally, he finds that the impact of pyra-
ficient protection to outside investors, concentrated ownershimids is greater where legal investor protection is worse. This
can mitigate shareholder conflicts. In any case, it is alwaysauthor includes Brazil in the sample but his empirical results
possible to have expropriation of minority shareholders byare obtained by pooling all countries together. Wiwattana-
controlling shareholders. kantang (2001) investigates the effects of controlling share-

Recent research (SHLEIFER and VISHNY, 1997; LA holders on corporate performance in Thailand. The results in-
PORTAet al, 1998, 2000, 2002; and Claessehsl, 2002)  dicate that the presence of controlling shareholders is associ-
suggests that greater cash flow rights are associated with greatded with better performance, when measured by accounting
valuation. In contrast, the concentration of control rights andneasures such as the return on assets (ROA) and the sales-to-
the separation of voting from cash flow rights are negativelyassets ratio. Given that most firms in her sample do not imple-
related to firm value. This latter literature focuses on the conment control mechanisms to separate voting and cash flow
flicts between controlling shareholders and outside shareholdights, controlling shareholders might be self-constrained not
ers. When one or a few investors control a corporation, theito extract private benefits. This result is consistent with the
actions may result in the expropriation of outside shareholdevidence by Anderson and Reeb (2003) that family ownership
ers. Such companies are not attractive to outside shareholdéssnot bad to minority shareholders per se. Gibson (2003) ex-
and their shares may present lower market valuations. amines CEO turnover in emerging markets and finds that turn-

Claessens, Djankov and Lang (2000) traced back ultimatevers are less likely in firms with large domestic shareholders,
ownership and control of East Asian Corporations. In particueven when performance is poor. He labels governance prac-
lar, they examined the extent of deviations from the one-shardices in these firms as ineffective.
one-vote rule, the use of pyramiding and cross-holdings, the The negative relationship between control rights and per-
presence of single and multiple controlling owners, and thdormance (entrenchment) and the positive relationship between
presence of controlling shareholders as top managers of theash flow rights and performance (incentives) are challenged
company. Their study showed that most East Asian firms arby articles that control for endogeneity. The endogeneity prob-
controlled by a single shareholder that often turns out to be Em arises when ownership, performance, and investment are
family. Pyramidal and cross-holding structures are very comsimultaneously determined. Ownership would affect perfor-
mon. In contrast, the use of dual-class shares is very limitednance but performance would also affect ownership through
They documented a significant separation of ultimate ownerinvestment. Some of the empirical means of dealing with
ship and control, which is most pronounced among family-endogeneity are the use of control variables, modeling a sys-
controlled firms and small firms. In a similar study, Faccio andtem of simultaneous equations or looking at the reaction of
Lang (2002) analyzed ultimate ownership and control in Eufirms during a truly exogenous event.
rope and reported that families are the most frequent type of Lemmon and Lins (2003) claim that they control for endog-
controlling shareholders and that there is a significant separaneity because their empirical experiment compares the rela-
tion of ownership and control, mainly through the use of pyrationship between ownership and performance during an exog-
mids and cross-holdings. In the United States, Anderson anenous shock, the Asian crisis. They find that the negative ef-
Reeb (2003) assert that family ownership in S&P500 firms ifects on performance are greater when there is a greater sepa-
beneficial to minority shareholders. Families control about ongation between control and cash flow rights. Demsetz and
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Villalonga (2001), for the United States, claim that when theyernment. Siffert Filho (1998) reports on the ownership change
control for endogeneity the relationship between control rightof Brazilian firms between 1990 and 1997, with less family
and performance disappears. They test for the inverted U-shapadd government controlled companies and more foreign and
form observed for the United States firms by Morck, Shleifershareholder agreements controlled firms. Lins (2003) also re-
and Vishny (1988) and use simultaneous equations. Cho (1998prts direct and indirect ownership and control percentages
also challenges the hypothesis that ownership is exogenouslygr a smaller sample of Brazilian firms.
determined and affects value in the United States using the The results of these papers are qualitatively the same and are
same method. Actually, he finds just the opposite; performanceummarized in table 1. The data for 1998, 2000, and 2002 have
affects ownership for the United States. Coles, Lemmon anteen obtained from Leal and Carvalhal da Silva (2004a). They
Meschke (2003) find support for the Morck, Shleifer and Vishnyconsidered the existence of shareholder’s agreements. However,
(1988) the United States results through a structural model btte data for 1996 come from Valadares and Leal (2000) who do
state that the usual methods to address the endogeneity protot consider these agreements. To make the comparisons consis-
lem may not work and that the endogeneity may be substanti#&nt, we looked at the five largest shareholders because those would
anyway. Durnev and Kim (2003) state that governance pracery likely be the ones in a shareholder’s agreement in 1996.
tices are more important in countries with weak legal protecThere is a high degree of concentration of voting and total capital
tion and that could explain the mixed results for the Unitedas expected. The median ownership of voting rights for the five
States and the stronger results found for Asia and Brazil, folargest shareholders went from 79% to 89% between 1996 and
example. That is my opinion as well. Emerging markets show2002. The median ownership of total capital for the five largest
ownership levels much higher than the United States ownershareholder went from 49% to 54% between 1996 and 2002.
ship levels and results should be more clear-cut and less infld-herefore, there is a substantial separation between voting and
enced by endogeneity in these markets. In any case, the caretash flow rights (wedge) and this separation has been growing
empiricist is advised to consider that governance practicegver time. Lins (2003) finds high concentration numbers as well
performance and investment may be simultaneously determinddr 1995, close to the numbers reported for 1996 by Valadares
in Brazil. To the best of our knowledge, the only Brazilian and Leal (2000). His analysis considers only 59 Brazilian firms
work that considered endogeneity was Leal and Carvalhal dahile Brazilian authors have considered many more firms as seen
Silva (2004a). Let’s now turn to Brazil. in the table present next page. Lins’ (2003) results are biased
Valadares (2002), Valadares and Leal (2000), Leal, Carvatowards the larger firms. The concentration of control rights and
Ihal da Silva and Valadares (2000, 2002), Carvalhal da Silvéhe leverage of control rights through the use of pyramids and
and Leal (2003), and Leal and Carvalhal da Silva (2004a) pomon-voting shares are greater in Brazil now than what is por-
trait the evolution of corporate control and ownership fromtrayed by Lins for 1995.
1996 to 2002. They analyze direct and indirect shareholding. It is worth noting that the number of companies considered
Direct shareholders are those who own shares in the compaimas decreased substantially, particularly those without a con-
itself. They consider all shareholders with 5% or more of therolling shareholder (+50%). About half of the companies that
voting capital. Five percentis the threshold for mandatory idenhave a controlling shareholder with more than 50% of the vot-
tification of shareholders in Brazil. Indirect ownership includesing shares directly, most of the firms considered in table, are
stockholders who ultimately control the company. For examplegontrolled by families, with foreigners coming in second. In
if a shareholder has 51% of a company that owns 80% of ar000, Carvalhal da Silva and Leal (2003) report that 27% for
other company, the former has 40.8% of cash flow rights (th¢he firms sampled had shareholder agreements, 86% had indi-
total capital) of the latter company (51% times 80%) and con¥ect control structures (pyramids), and that the voting shares
trols 51% of the latter company (minimum of 51% and 80%).represented 53% of the total capital on average. Siffert Filho
There may be slight variations in the method used in thes€l998) documented the increasing use of shareholder agree-
papers, with no material difference in results. The latest paments in Brazil.
pers, Carvalhal da Silva and Leal (2003) and Leal and Carvalhal Carvalhal da Silva and Leal (2003) related ownership and
da Silva (20044a, 2004b), calculate ultimate ownership percentash flow rights to value. They find a negative non-linear rela-
ages and adjust for the existence of shareholder’s agreementisnship between voting rights concentration and market value,
They consider the covenants in each agreement to adjust thepresented by a measure of Tobin’s Q. They also find a nega-
cash flow and voting rights ownership percentages for the ertive relationship between the dividend payout and ownership
tire controlling block. concentration. Procianoy (1995) finds evidence of minority
These authors analyze shareholding composition backwardshareholder expropriation when he examines dividend policy
until they are able to classify the true owners into one of thehanges associated with taxation changes in the late 1980’s
following groups: family, institutional investors (banks, insur- and early 1990’s. Their results support the idea of managerial
ance companies, pension funds, foundations or investmemintrenchment in Brazil. The same authors find weaker evidence
funds), foreigners (either individuals or entities) and the gov-of managerial alignment through a positive relationship be-
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Indirect Shareholding Composition of Brazilian Companies 1996-2002

Companies With a Companies Without a Total Sample
Majority Shareholder Majority Shareholder P
Voting Total Voting Total ~ Number Voting Total
Capital (%) Capital (%) '\umber Capital (%) Capital (%) Capital (%) Capital (%) '\Umper
1996 83 50 203 72 48 122 79 49 325
1998 88 53 195 80 45 45 86 52 240
2000 89 57 197 70 39 39 88 54 236
2002 90 57 183 72 45 Kl 89 54 214

Note: Median indirect shareholding of Brazilian companies listed on the S&o Paulo Stock Exchange for the five largest shareholders. Such participation was analyzed
backwards until the shareholder was identified to be from one of the following groups: individuals or families; foreign investors (individuals or institutions); government;
institutional investors (banks, insurance firms, pension funds or investment funds). A company with a majority shareholder is one where a single shareholder has more
than 50% of the voting capital directly. Data obtained from Valadares and Leal (2000) for 1996 and Leal and Carvalhal da Silva (2004a) for 1998, 2000, and 2002.

tween total capital concentration and value. These results ambjective answers to a questionnaire. For example, Credit
consistent with those of Lins (2003) that finds stronger eviLyonnais Securities Asia (CLSA) uses a questionnaire that is
dence for entrenchment than for incentives. Earlier results bfilled out by its analysts and that includes qualitative evalua-
Leal, Carvalhal da Silva and Valadares (2000) show that mations on his or her part or on the part of the respondents to
ket values, represented by an estimate of Tobin's Q, are lowerompute a governance practices index. Patel, Balic and
for firms that use indirect control structures to increase thdwakira (2002) report on a transparency and disclosure index
wedge between voting and cash flow rights than when pyracomputed by Standard and Poor’s (S&P) using 98 true or false
mids are present but the wedge decreases or there is no wedtge of questions. Durnev and Kim (2003) use these two in-
De Siqueira (1998) relates direct ownership to operatinglexes and state that the S&P index is objective while the CLSA
performance, measured through accounting returns and growtimdex has a qualitative component. Klapper and Love (2004)
His sample is possibly from 1996 or 1997. He reports a veryise the CLSA index for a number of emerging markets. Bauer,
week relationship between operating performance and diregginster and Otten (2004) use an index of corporate gover-
voting and cash flow rights concentration, consistent of lattenance practices for companies included in the FTSE Eurotop
studies. He also reports that smaller firms show lower voting300 index.
rights concentration and firms in highly regulated industries, Barontini and Siciliano (2003) build their own index and
such as utilities, aviation, and banking, show more concendefine a number of dummies representing the risk of expro-
trated voting rights. More government regulation may repre-priation that depend on the existence of a controlling share-
sent more risk, thus the more concentrated ownership. holder, the share of voting rights of large outside shareholders,
Family ownership does not seem to particularly affect valueand the existence of either pyramids or non-voting shares.
in Brazil. Value is actually lower for government owned firms. Agrawal and Knoeber (1996) recognize that mechanisms to
When indirect control structures are present, value only seems tmntrol agency problems are interdependent, such as board
be lower when the separation between control rights and casfomposition and block shareholding. Correlations between any
flow rights is greater. The relationship between ownership holdene of them with performance may be spurious because they
ings and market value seems to be non-linear. There is little evinay be compensated by another, non present, mechanism. The
dence that greater cash flow rights increase corporate value. Theual index building method does not ignore this substitution
Brazilian results are consistent with the international evidenceeffect, also described by John and Senbet (1998, p.391), be-
Greater concentration of voting rights leveraged by the use afause it simultaneously and addictively considers the existence
indirect control structures destroys value. However, family own-of alternative mechanisms.
ership, concentrated ownership, and the presence of indirect con- Gompers, Ishii and Metrick (2003) compute a corporate

trol structures by themselves may not affect value. governance index for 1,500 US companies consisting of the
presence or not of 24 anti-takeover provisions and shareholder’s
3. CORPORATE GOVERNANCE PRACTICES rights that can be objectively assessed. Each one of their index
INDEXES items is a dummy variable. The index is the simple sum of

such variables. They find that greater shareholder’s rights are
A growing number of recent papers use corporate goverassociated to greater corporate valuation and this association
nance indexes. These indexes may be based on subjectiveincreases in time in the 1990’s. They find that governance prac-
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tices are positively related to profits and sales growth and nega- Atrticles that have examined several countries, such as Klapper
tively related to capital expenditures and the amount of acquiand Love (2004) and Durnev and Kim (2003), have found that
sitions. Core, Guay and Rusticus (2004) expand on Gomper#ere is a relationship between the governance practice index used
Ishii and Metrick. They find a negative relation between poorand corporate value. In countries where the legal protection is
governance practices and operating performance but this negaerse, better governance practices have an even greater impact
tive relationship does not show in stock prices. on market value. However, Klapper and Love (2004) establish

Shleifer and Vishny (1997, p.770) state that corporate govthat even though better governance practices mitigate poor legal
ernance in Italy must be much closer to the rest of the worléhvestor protection, they are not a perfect substitute for it. Im-
than corporate governance in the United States, Japan, or G@roving the legal system continues to be important.
many. Barontini and Siciliano (2003) test if the risk of expro- . .
priation is associated with stock returns and the Tobin’s Q of a Bra_ZII _presentg extremely high levels
sample of public ltalian firms between 1991 and 2000. They ~ Of insider holdings of voting shares.
use dummies to represent the risk of expropriation. Their dum- In fact, ultimate voting shares
mies are associated to the proportion of voting rights by the percentages controlled by the |
cpntrollmg shareholder and the stock ownership of Iargg out- argest shareholder have been
side shareholders, as well as to the presence of pyramids and - .
non-voting shares. They also find no relationship between stock increasing over the years.
returns and the risk of expropriation and conclude that this is Leal and Carvalhal da Silva (2004a, 2004b) follow La Porta
consistent with rational investors discounting stock prices iret al. (1998) and Barontini and Siciliano (2003) in spirit by
anticipation of expropriation, as discussed by Jensen anuhcluding only aspects that can be objectively assessed in their
Meckling (1976) and suggested by the evidence in Core, Guayndex without the need to interview or survey interested par-
and Rusticus (2004). They also find that Tobin’s Q is lower forties. They produce an index based on information that can be
companies that present a higher risk of expropriation, particuebjectively obtained from public sources, such as the manda-
larly if they are controlled by the state or by families, and fortory filings with the Brazilian Securities Commission (Comis-
holding companies. Their results are consistent with those afdo de Valores Mobiliarios — CVM), company annual and
Bauer, Gunster and Otten (2004) for a sample of Europeaperiodic reports, and websites. They structure their index based
companies. Interestingly, these authors find that corporate gown codes of best practices. The main influence comes from the
ernance practices have a stronger positive relationship wit@ode of Best Practices of IBGC. They also use the OECD code
corporate value in continental Europe, where legal protectionf best practices. Brazil has a second code of best practices
is perceived as weaker, than in the United Kingdom. produced by the CVM and they use it as well. These codes

In the small sample of Brazilian companies used by Klappeprovide the framework to select the items to be measured in
and Love (2004), relative market valuations of companies weréhe index. Finally, they use control variables introduced in other
low, while the level of the governance index was high, sugstudies, such as Agrawal and Knoeber (1996), Klapper and
gesting a weak relationship between market value and govet-ove (2004), Gompers, Ishii and Metrick (2003), and Barontini
nance. Patel, Balic and Bwakira (2002) report an average firmand Siciliano (2003). They build their index similarly to
level S&P transparency and disclosure score of 32 for BraziGompers, Ishii and Mericki (2003). They developed a set of
in 2000, low when compared to an average of 43 for emerging4 questions. If the answer is “yes” to any given question they
Asian markets and 55 for the highest ranking emerging marnterpret it as a good governance practice or as a pro-share-
ket, South Africa. They find that the S&P index is negatively holder provision or action and attribute the value of “1” to the
correlated with large shareholdings and positively correlated/ariable that otherwise is null. The index is the simple sum of
with price-to-book in Brazil. They sampled 30 Brazilian firms. the values of 1 or 0 assigned to each question.

Klapper and Love (2004) have noted that there is a large Leal and Carvalhal da Silva (2004b) investigate the rela-
variation in CLSA's measure of governance practices qualitytionship between the quality of a firm’s corporate governance
within specific countries. However, Brazil presents the thirdpractices index and its valuation and performance. Their panel
highest within-country homogeneity in the firm-level gover- data results for the 1998-2002 period indicate that less than
nance index computed by CLSA. These authors also note thds of Brazilian firms have “good” corporate governance prac-
Brazil presents low relative market valuations while showingtices, and that firms with better corporate governance prac-
relatively high firm level governance indicators. These resultstices have higher market valuations (Tobin’s Q) and better op-
nevertheless, should be taken with caution because the nurarating performance (return on assets). Their results confirm
ber of Brazilian companies covered in the study (24) is verythose in other emerging markets. Better governance practices
small, including mostly companies that listed American De-do pay off. Similar studies about Korea, by Black, Jang and
positary Receipts (ADRs) in the United States and are, therdkim (2003), and about Switzerland, by Beimgral. (2004),
fore, very similar in terms of their governance practices. offer similar conclusions. These two studies also offer the in-
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terested reader implementations of corporate governance ifer companies. Investors in countries with poor legal protec-
dexes as well as of endogeneity tests. Beghal.(2004) also  tion discount the prices of firms to compensate for expropria-
find reverse causality for Swiss firms. Highly valued firms seention. However, lower stock prices may not raise demand enough
to adopt better governance practices as well as better govén-these countries, keeping the supply of outside equity limited
nance practices seem cause higher value. (SHLEIFER and WOLFENZON, 2002). It would be reason-
Carvalho (2003) and Srour (2002) present evidence thatble to assume that outside equity financing would increase if
firms associated with better governance practices show greatire risk of expropriation is reduced through better legal pro-
market valuations or lose less value in times of stress, such &tion and better corporate governance practices.
during the period following the terrorist attacks in the United Some of the studies reviewed also show that there is a rela-
States in 2001. They compare firms that are listed in Bovespat®nship between the insider voting rights holdings and corpo-
Novo Mercado or that have level Il or better ADR’s listed inrate value. In the United States, at very low levels of insider
the United States. Both types of listings required greater convoting rights holdings, value increases. It then flattens out and
mitments in terms of disclosure, transparency, and shareholdéecreases at higher levels of insider voting rights holdings.
rights than what is required by the Brazilian securities lawsNonetheless, the percentage of voting rights held by insiders
Although these articles do not construct a governance indeiy the United States is relatively lower when compared to
they use more stringent listing requirements as proxies for beémerging markets. In Asia and in Latin America, there seems
ter governance practices. The results from Srour (2002) ate a negative relationship between the percentage of voting
consistent with those of Lemmon and Lins (2003) for a largerights held by insiders and corporate value. This relationship
sample of emerging markets. These authors also examined c@-stronger and significant when insiders use mechanisms to
porate values during a time of crisis. leverage their voting rights. For example, the use of indirect
Klapper and Love (2004) and Barontini and Siciliano (2003)ontrol structures, such as pyramids, allows insiders to keep
argue that there may be an endogeneity problem when perfarentrol of the company by investing less of their own money.
mance measures are correlated with proxies for good govefhe same can be said about the widespread use of non-voting
nance practices, such as control and cash flow concentrationginares in Brazil. The negative effect of increasing voting rights
a governance practices index. Leal and Carvalhal da Silvaith insiders and value is called entrenchment. There is evi-
(2004a) address this issue through as system of simultaneotgsnce of insider entrenchment, particularly outside the United
equations. The issue of endogeneity can be represented usidtates. Insiders have an incentive to act in the interest of mi-
the circular notation of Hermalin and Weisbach (2003) comority shareholders if they hold a greater share of total capital.
bined with the simultaneous equation notation used by Agrawdlhe evidence for the incentive effect is not as clear as with the

and Knoeber (1996). entrenchment effect, even among emerging markets.
Several papers have used corporate governance practices
g=a+ J@c+I X +eE [1] indexes and related them to corporate value, stock returns, and
i#] [El

the operating performance of companies. Once again, the bet-

Equation [1] represents the kind of test performed byer the corporate governance practices of a firm the greater its
Klapper and Love (2004), with as a vector of governance market value. However, the evidence is not as clear when one
practices measures, such as the index or ownership perceansed operating performance measures and stock prices. There
ages, anK as a vector of control variables that are associaterd always the possibility that governance practices, value, and
with governance practices as well. Equations such as [1], orievestment are endogenous. Therefore, researchers that sought
for each governance practice, may be included in a simultae find causality among these concepts without considering that
neous equation system, as in Agrawal and Knoeber (1996), withey may be simultaneously determined may be at error. It is
the performance (Q) equation represented by equation [2]. \fery important that researchers model the potential endogenous
the coefficients of in equation [2], simultaneously determined, nature of value in relation to corporate governance practices.
are still significant, this will be an indication that the net effect  Finally, Brazil presents extremely high levels of insider
of alternate governance practices is significant over the valugoldings of voting shares. In fact, ultimate voting shares per-

of the firm centages controlled by the largest shareholder have been in-
N creasing over the years. Ultimate voting rights are those that
Q=a+XBc+IAX +& [2] consider the existence of indirect control structures and
i=

shareholder’s agreements. More than 80% of the firm present
some sort of indirect control structure and the degree of lever-
4. CONCLUSION age of voting rights through the use of these structures and of
non-voting shares is severe. There is evidence of entrenchment
There is evidence that good corporate governance practicasBrazilian companies but no significant evidence of insider
may lead to lower cost of capital and greater market valuatioriscentives®
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< This article offers a survey of the recent international literature on the relationship between corporate governanc
E practices and corporate value. The review includes a number of papers dealing with Brazil as well. The survey i
(0)) organized in two sections. The first one examines the relationship between corporate value and voting rights and ca:
g flow rights percentage holdings of controlling shareholders. The greater the separation between voting rights an

control rights the greater the negative impact of voting rights concentration on corporate value should be. Corporat
governance practices may also be gauged with indexes. A number studies have used existing indexes or built the
own. A discussion on the possibility of performance and governance practices being endogenously determined i
included in each section, with suggestions on how to treat the problem in empirical research. Governance practices &
strongly associated to corporate value where there is less legal protection, such as in emerging markets like Brazil

Uniterms : corporate governance, corporate valuation, ownership and control, corporate governance indexes.

Practicas de gobierno y valor corporativo: una revisién de la literatura reciente

En este articulo se ofrece una revision de la literatura internacional reciente sobre la relacion entre gobierno corporati
y el valor de mercado de la empresa. La revision incluye algunos trabajos que tratan de Brasil y se organiza en d
secciones. En la primera se analiza la relacion entre el valor de la compafiia y la concentracion de los derechos de v
y de los derechos sobre el flujo de caja de los accionistas controladores. Se espera que cuanto mayor sea la separa
entre los derechos de voto y los derechos al flujo de caja, mayor sera el impacto negativo de la concentracion
derechos de voto sobre el valor corporativo. La calidad de las practicas de gobierno corporativo se puede mec
también con indices de practicas de gobierno. En estudios recientes se han utilizado indices existentes o se |
construido indices propios. Se incluye, ademas, en cada seccion, una discusién sobre la posibilidad de que el valor
la empresa y las practicas de gobierno corporativo sean establecidos endégenamente, con sugerencias sobre ¢
tratar el asunto en la investigacion empirica. La calidad de las practicas de gobierno corporativo parece positivamen
relacionarse con el valor corporativo, particularmente en paises donde hay menos proteccion legal al inversor, t
como en mercados emergentes similares a Brasil.

RESUMEN

Palabras clave : gobierno corporativo, valoracion corporativa, propiedad y el control, index de practicas de
gobierno corporativo.
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