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ABSTRACT

The aim of this study has been to provide more insights into our understanding of a
number of issues pertaining to the evolution of ownership characteristics in the UK market,
the impact of agency costs on firm performance and the links between the financial and
investment decisions of firms. Our work contains a number of important and original
aspects that potentially contribute to the literature on several grounds.

First, we provide a detailed and systematic evidence on corporate ownership and

governance structure characteristics for a unique database which we hand-collected of a
large sample of UK non-financial listed firms between 1991 and 2001. This work
significantly contributes to the existing body of knowledge, by extending and
complementing existing US evidence (Denis & Sarin, 1999) on the evolution of ownership
systems showing a large variability over time both in the managerial and non-managerial
ownership and in the board composition of UK companies.

Second, we directly analyse whether non-executive directors act independently from
executives in determining firm performance. We exploit the documented evolution in
ownership characteristics to investigate this link, using the GMM methodology (Arellano
and Bond, 1991) which enables us to produce a set of systematic results which are robust
both to the endogeneity of all the explanatory variables and to the presence of unobservable
heterogeneity. Our analysis reveals a cubic relationship between managerial ownership and
financial value. When we split the board between executives and non-executives we

document that this non linear association i1s only linked to executives, while ownership by
non-executives does not seem to have a significant impact. Nonetheless, a positive and
significant effect of the number of non-executives in the board is reported. Furthermore, no
evidence is consistent with the efficient monitoring hypothesis for institutional investors.
Third, we analyze the potential links between financing policy and investment
ability. More in detail we investigate whether, by employing a policy of low leverage for a
certain number of years, firms may accumulate financial flexibility that enables them to
have access to the external market in the future, and to be able to raise funds to invest more

than their internal resources alone would allow. We document that a low-leverage policy is

IX



usually transitory. Following a period of low leverage, firms that have accumulated

reserves of borrowing power appear able to make significantly more capital expenditures.

Estimation results of the investment equation confirm this finding. Intertemporal
descriptive analyses of firms’ choices around the investment decision moment confirms
that, firms with reserves of borrowing power sharply increase their capital investments after
acquiring RBP status, issue new debt and approach their target leverage. Additionally, we
detect a significant increase of abnormal investment (spikes) by firms after acquiring RBP
status. A further important insight of these results is that they appear to indicate that this

strategy is value enhancing.



CHAPTER1

INTRODUCTION



The aim of this study is to provide more insights into our understanding of
ownership characteristics in the UK market, the impact of agency costs on firm
performance and, also, the interactions between the financial and investment decisions of
firms.

Firm performance and financial decisions have long been studied under the

perspective of costly agency relations that stem from the separation between ownership and
control. One of the most debated aspects involves managers and shareholders. Shareholders
typically invest financial capital in the firm, but generally hold a diversified portfolio,
which affects their attitude towards risk. The investment in a particular firm generally
represents only a fraction of their total wealth. Managers, on the other hand, are typically
more exposed to the risks associated with the firm by which they are employed. Their
human capital is tied up in the fortunes of the firm, as may also be part of their financial
capital. This conflict of interests can lead to significant divergences when we consider, for
instance, the investment policy of the firm. Shareholders, by virtue of portfolio
diversification and limited liability, are mainly concerned with the positive side of the
probability distribution of returns from investment, provided they have positive NPV; but
managers are also concerned with the negative side of the distribution, as they have more to
lose if the project fails. Therefore, managers may fail to undertake projects that might have
proved worthwhile to shareholders. Furthermore, an ample free cash flow (or unnecessary
financial slack), for example, may induce managers to carry on not maximizing value
projects (Jensen, 1986), and to expropriate funds from the company to maximize their own
utility function (Jensen and Meckling, 1976). The expropriation of funds can take different
forms. For instance, managers may spend more on luxury projects rather than on value
maximizing projects. Another form, known as empire building, entails that managers prefer
to run large businesses rather than small ones, even if moving from small to large may not
yield a positive-NPV undertaking, and even if the firm grows beyond its optimal size.
Other less obvious examples consist in transfer pricing and entrenching investment. The
former typically involves managers selling assets or output from the company they manage
to a company they own at below market prices (Shleifer and Vishny, 1997); the latter

usually refers to managers making manager-specific investments, which makes it costly for



shareholders to replace incumbent management (Shleifer and Vishny, 1989). The more
ownership is dispersed among numerous shareholders, the more important these issues
become. Indeed, in a highly dispersed company, for each atomistic sharcholder the
difference between the costs and the benefits of monitoring the incumbent management is
so great that nobody has the incentive to promote any action and take an organizing role in
removing, for example, the board of directors (collective action problem). To the extent that
the market can anticipate these expected expropriation costs, the valuation of the firm will

be discounted accordingly.

Although these categories are not entirely distinct, the literature has traditionally
indicated two broad lines of solution to these issues: internal and external mechanisms
(Jensen, 1993 and Denis, 2001). In this thesis, we will focus mainly on the role played by
managerial ownership and board structure (internal mechanisms) and block ownership
(external mechanism).’

The fact that shareholding by agents helps to align them to the interests of the
principal is well documented in the literature (Jensen and Meckling, 1976). It is argued that
direct equity ownership by managers reduces their natural tendency to allocate the firm's
resources in their own best interests, and to divert resources away from value
maximization. When managers hold shares, they bear more of the expropriation costs and
their interests coincide more closely with those of outside shareholders. Jensen (1993)
argues that “many problems arise from the fact that neither managers nor non-manager
board members typically own substantial fractions of theirs firm’s equity”. Nonetheless,
since Demsetz (1983) and Fama and Jensen (1983), a growing body of studies has started to
recognize that the alignment effect may not be a linear function of managerial ownership. It
is argued that increasing shareholding also delivers increasing voting power and effective
control over the firm, which the manager may use to extract resources from the firm.

Another ownership characteristic that may be an important instrument in monitoring

management is the presence of a large external sharcholder. As Stiglitz (1985) argues, large

shareholders have greater incentives to be involved in the control process than small ones,

___—__——-——-—-—l—-—-"‘_—'-—-

' Jensen, 1993 and Denis, 2001 also highlight the importance of legal mechanisms and product market
competition as further control instrument.



because they can more easily bear the high fixed costs of collecting information on
management behaviour. Shleifer and Vishny (1997) provide a justification for the
monitoring role of large investors, on the basis of their relevant resources invested in the
firm. Kahn and Winton (1998) suggest that there is a positive relation between intervention
by institutions and some firm-specific characteristics, such as poor performance, or mature
or low-technology companies.

A further form of monitoring may be performed by the board of directors, which is
supposed to act on behalf of the shareholders, as an important mechanism to monitor top
management discretionary behavior and ratify main decisions (Hart, 1995). As a
consequence, much emphasis is placed on the regulation of the “Board Structure”. It is a
general view that the board of directors is more independent as the number of non-
executives increases (Agrawal and Knoeber, 1996; Hermalin and Weisbach, 2003). Non-
executive directors should be independent “advisors” and act as “delegated monitors”, by
the shareholders, of the actions of executive managers. The reputation effect in the

management labor market and the expertise, derived from their career history, i1s expected

to give the non-executives the appropriate incentives to guarantee effective and
independent monitoring action inside the firm (Fama and Jensen, 1983).

Other internal control mechanisms may lie in the financial decisions of firms.
Easterbrook (1984) argues that corporate dividend payouts play a role in mitigating equity
agency costs, by facilitating primary capital market monitoring of the firm’s activities and
performance. Higher dividend payouts increase the likelihood that the firm will have to sell
common stock in primary capital markets. This in turn will induce a scrutiny of
management by investment banks, securities exchanges and capital suppliers. Also,
dividends commit the firm’s management to pay out cash to shareholders, and cutting
dividends may, in turn, provide a negative signal to the market. Debt, as Jensen (1986)
argued, can be a good substitute for dividends, because managers bond their promises to
pay out future cash flow in a very durable and enforceable way. In fact, increasing debt
level means giving to the recipient credit holder the right to take the firm into bankruptcy

court if manager does not meet the regular commitment to pay the due interest and




principal amount. In this way, the debt level reduces agency costs by limiting the cash flow

subject to managerial discretion.
All these theories lay the grounds for the research we conduct in Chapter 2 of this

thesis. As the literature considers ownership structure both a potential cause of agency

conflicts, and a solution to them, detailed knowledge of ownership characteristics at the

firm level are crucial in this setting, because they are a representation of the expected
agency costs to which each firm is subject. An important shortcoming, especially in the
UK-based studies, i1s the limited availability of detailed panel data of ownership. Taking
this motivation as a starting point, we hand-collected detailed information on ownership
structure and board composition in a panel dataset of approximately 1100 non-financial
publicly traded corporations between 1991 and 2001.

The UK setting is a particularly interesting environment to study, for a number of
reasons. First, during the early 1990s, it was rich in debate in the quest for effective
solutions to the agency problems stemming from the separation between ownership and
control. More spectfically, following the corporate scandals that took place in the late
1980s and early 1990s, the UK witnessed periodical reports recommending “good corporate
governance” (Cadbury, 1992; Greenbury, 1995; Hampel, 1998; Higgs, 2003). In addition,
there was much criticism of the apparent low level of activism by institutional investors
(see, e.g., Black and Coffee, 1994; Conyon and Peck, 1997; Short and Keasey, 1997).
Despite these debates, and the measures implemented by policy-makers to improve the
governance of UK firms, relatively few works have attempted to study in detail the
evolution of the ownership and corporate governance structures in the UK (Dahya et al.,
2002; Dedman, 2002).

Furthermore, a number of works has recently offered an alternative perspective on
the separation between ownership and control, and the potential agency conflicts associated
with it, by analyzing the ultimate ownership structure of companies (e.g., La Porta et al.,
1999; Faccio and Lang, 2002; Claessens et al., 2002; Attig et al., 2003; Gadhoum et al.,
2005). The analysis of ultimate ownership structures allows us to identify firm Z as the
ultimate controller that is able to control a firm Y through its ownership relation with

company X which Is, in turn, a direct shareholder in firm Y itself. Complex structures, such



as pyramids, multiple control chains and cross-holdings, and multiple classes of shares, are
devices that give the ultimate controller control rights in excess of its cash flow rights. Like
any controller with few shares, the ultimate controller has incentives to extract private
benefits from the firm at the expense of all other stakeholders. Nonetheless, theoretical
studies argue that the control mechanisms proposed by the literature to mitigate managerial
discretion cannot be applied to the ultimate controller. Therefore, it is shown that the

agency costs associated with these particular structures are an order of magnitude larger

than those related to the conflicts between managers and shareholders at the “direct level”
of ownership (Bebchuck et al., 2000).

Following this perspective, in Chapter 2 we tackle a further important aspect: to
provide a detatled description of ultimate ownership structures in the UK market. We
computed them at 20%, 10% and 5% cut-off levels for a sub-sample of approximately 500
firms for the years 1993, 19935, 1997, 1999 and 2001 only, given the complexity of this

calculation.

Our work documents that substantial changes in ownership structures are not uncommon,
and that the classic argument of ownership stability may not necessarily fully apply in the
UK case. Managerial ownership shows a sharp decreasing trend, mainly driven by
executives’ shareholding. We provide evidence that this sharp trend is rather evenly spread
across all board ownership quintiles distribution, computed in the first year that a firm
enters our sample. This result is particularly interesting when we consider that our figures
also indicate a constant increase in average market capitalization by firms. This may
suggest that, as a consequence of their risk aversion, managers have been unwilling to
subscribe to new share issues. However, as we will show in more detail in Chapter 2, this
trend appears to involve mainly executive directors. In fact, the average percentage of
shares held by non-executives shows a steady increase.

In addition, our results indicate that ownership by outsiders increases when it is
below 45% in the first year that firms enter the sample, while it decreases sharply above the
cut-off level. Furthermore, average board size is relatively constant over time, and we show

a mean reversion pattern around the average size of seven members.




Additionally, evidence on ultimate ownership structure shows that widely held firms
are decreasing over time at each cut-off level. Additionally, the existence of complex
ownership structures in the UK is far from negligible. More than 11% of firms in our sub-
sample have an ultimate controller with complex structure, although this figure is
decreasing over time at all cut-off levels.

The relation between ownership structure and firm performance is the subject of an
important and ongoing debate in the literature. As we discussed above, Jensen and
Meckling (1976) formally derive a model in which the distribution of shares among the
insiders and outsiders in a company can influence its value. More specifically, direct equity
ownership should align managers’ interests to those of shareholders (the alignment effect).
However, according to Shleifer and Vishny (1989), an increasing percentage of shares held
by the managers may also increase their discretion. This, in turn, would impair the ability of
outside shareholders to monitor and influence managers (entrenchment effect). Evidence on
this issue is mixed. A number of papers find a non-monotonic relation between ownership
and value: among others, McConnell and Servaes (1990, 1995) observe an inverse U-
shaped relationship, whereas Hermalin and Weisbach (1991), Morck et al. (1988) and Short
and Keasey (1999) report a significant cubic relation. Other studies fail to detect any
significant links between the two: for example, Loderer and Martin (1997), Cho (1998) and
Demsetz and Villalonga (2001).

Furthermore, the vast majority of past studies have focused on ownership by the
whole board or, alternatively, by executive directors only, as a proxy for managerial
ownership. Very limited evidence exists on the impact of non-executive shareholding on
company value. It is argued in the literature that non-executive directors should act as
delegated monitors inside boards (Hart, 1995), as emphasized by Fama (1980), and that
both the reputation effect in the management labor market, and expertise acquired from
their career history, could give non-executives enough incentives to guarantee effective and
independent monitoring within the firm. In other words, to the extent that non-executive
directors are independent and appointed by shareholders, there is no need to provide them

with any kind of incentive.
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However, other compelling arguments in the literature indicate that the managerial
labor market incentives may not work in the way that is predicted, and also that they may
be insufficient to guarantee that non-executives are effectively interested in firm
performance. For instance, outside directors "may owe their position to management”
(Hart, 1995); also, a reputation as a director who does not make trouble for CEOs is also
potentially valuable to the director (Hart, 1995; Hermalin and Weisback, 2001).
Furthermore, in their seminal work, Morck et al. (1988) maintain that although it is the
“fiduciary duty” of non-executives to oversee the activities of top managers, these actions
require time and effort. Therefore, outside directors should be provided with strong
financial interests In the firm, to ensure that they are concerned about company
performance. Similarly, Jensen (1993) states that “encouraging outside board members to
hold substantial equity interests would provide better incentives”. This is particularly
interesting when considered in the light of the important results reported in Chapter 2,
which document a clear increasing trend in non-executive shareholding.

Additionally, in Chapter 3 we also exploit the evidence from Chapter 2 that
ownership characteristics in the UK market are far from stable. The high degree of
variability we document in our data analysis enables us to investigate the link between
Tobin’s q and ownership structure, using the GMM methodology (Arellano and Bond,
1991). In contrast to the previous literature, this technique provides us with a set of results
on the relationship between ownership and performance that is robust to the endogeneity of
all the explanatory variables, and to the presence of unobservable heterogeneity.

Therefore, in Chapter 3 we take these facts as starting points in investigating
whether non-executive directors act independently from executives in determining firm
performance. To this end, we first test the relationship between board ownership and firm
value. Then, we divide the board of directors between executives and non-executives, and
we test whether ownership by non-executives is also a relevant factor. We also check
whether the mere presence of outside directors on the board is significantly linked to firm
value. We also test whether the presence and identity of a large shareholder has an impact

on firm performance. We also include a number of other control variables, such as capital



expenditures, leverage and firm size, which the current literature argues are potentially able
to influence firm performance.

Our analysis reveals a cubic relationship between Tobin’s q and ownership by
executive directors. On the other hand, no significant relationship is found between
ownership by non-executives and performance, whereas we report a positive and significant
effect of the ratio of non-executives to total board. Our results also suggest that the

presence of a large outside shareholder, and in particular of large institutional investors, is
negatively related to firm performance; whereas investment in physical capital, cash flow
and dividend payments exerts a positive impact. Finally, no significant impact of company
size, debt ratio or RD expenditures is detected.

In Chapter 4 we focus on another important research issue: the interactions between
financial and investment decisions. More specifically, we investigate the hypothesis that a
low-leverage policy directed at maintaining flexibility can affect company investment.

To the extent that the Modigliani and Miller (1958) proposition on the irrelevance
of financial factors to firm value holds, firms’ investment decisions are independent of
financial decisions. Under the assumption of perfect capital markets, in fact, external funds
provide a perfect substitute for internal capital. Firms can obtain from investors the
necessary capital to implement profitable investments opportunities without paying an extra
premium. Their responses to changes in the cost of capital or tax-based investment
incentives differ only because of differences in investment demand (Fazzart et al., 1988). In
other words, firms decide how much to invest on the basis of their growth opportunities
alone, regardless of the sources of capital. This implies an insignificant relationship
between investment expenditures and internal funds.

Under the assumption of imperfect capital markets, in contrast, internal and external
funds are no longer substitutes. The difference between the costs of internal and external
finance is generally interpreted as the result of a premium on external finance that arises
from contracting and asymmetric information problems, and from agency conflicts between
insiders and outside investors. As modelled by Jaffee and Russell (1976) and Stiglitz and
Weiss (1981) for the debt market, and by Greenwald et al. (1984), Myers (1984) and Myers

and Majluf (1984) for the equity market, investors do not have as much information about a




company as its managers. Even if managers act in the shareholders’ interests, for investors
it is very costly, and in some cases even impossible, to assess firm quality. The cost of
capital, therefore, increases with agency and asymmetric information problems, and, as a
result, firms needing external resources to invest will pass up some projects with positive
NPV (debt or equity rationing). In such conditions, the ability of firms to invest is
hampered because firms are forced to base their expenditures, not only on the quality of
growth opportunities, but also on the availability of capital. According to this view, the
greater the capital market imperfections, the stronger the sensitivity of investment to internal
reSOUrces.

However, since the seminal work by Fazzari et al. (1988), the investment literature
has mostly focused its attention on the identification of different classes of firms that are
more (or less) likely to face higher costs of capital, in the attempt to document how
investment cash flow sensitivities change as the costs of external finance rise (see, e.g.,
Devereux and Schiantarelli, 1990; and Bond and Meghir, 1994, for the UK; Hoshi et al.,
1991, for Japan; Chirinko and Schaller, 19935, for Canada; Elston, 1998, for Germany).

The capital structure literature, on the other hand, generally considers investment as
exogenously determined, and focuses its attention on the relative costs of debt to equity,
testing the hypotheses of the pecking order versus the trade off theory (e.g., Shyam-Sunder
and Myers, 1999; Fama and French, 2002; Frank and Goyal, 2003; Flannery and Rangan,
2005), as well as market timing (Baker and Wurgler (2002) and the relevance of elements
such as taxes and financial distress (Hovakimian et al., 2001).

However, according to Myers (1977), “too much” debt may induce firms to forego
profitable investment opportunities, even when managers are fully aligned to shareholder’s
interests. Furthermore, according to Modigliani and Miller (1963) and Myers (1984),
capital market imperfections may lead firms to consider it necessary to preserve financial
flexibility, which entails “the maintenance by firms of a substantial reserve of untapped
borrowing power” (Modigliani and Miller, 1963, p. 442). Recent international survey
evidence on the determinants of capital structure (Graham and Harvey (2001) for the US,
Bancel and Mitoo (2004) and Brounen et al. (2005) for Europe) has provided evidence to

corroborate these theoretical predictions. For instance, according to the figures reported in
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Graham and Harvey (2001), 59% of the respondent Chief Financial Officers say that
flexibility is important (rating of 3) or very important (rating of 4), in enabling the firm to
undertake investment in the future.

In Chapter 4, we take these arguments as a starting point and empirically investigate
the hypothesis that firms, anticipating financial constraints in the future, respond to these
potential constraints by accumulating reserve borrowing power (RBP). More specifically,
by employing a policy of low leverage for a certain number of years, firms may accumulate
financial flexibility that allows them to have access to the external market, and to be able to
raise funds to invest more than their internal resources alone would allow.

We acknowledge that firms may have a target debt ratio, and may also deviate from
it for periods of time. We employ a widely adopted set of determinants in the attempt to
measure leverage targets. This is one of the distinguishing features of our work: this

approach enables us to classify low-leverage firms according to the deviation between

target and actual leverage. Low-leverage firms are then classified as having reserves of

borrowing power (RBP) if they are identified as low-leverage for a period of three years. In
the second stage of the analysis, we estimate an investment model, augmented with the
RBP status dummy of firms, to investigate whether this borrowing power, accumulated in
the previous three years, has an impact on current investment policy.

According to our analysis, the RBP policy is a transitory one. Estimation results of
the investment equation reveal that those firms classified as having accumulated reserve
borrowing power are able to make significantly more capital expenditures. On the other
hand, the impact of the RBP status dummy on the cash flow sensitivity parameter is
consistently negative and often insignificant. This further corroborates the hypothesis that
these firms are not more constrained in their investment decisions than others.

We also perform an intertemporal descriptive analysis of firms’ choices around the
investment decision moment. This reveals how, consistent with previous econometric
results, firms with reserves of borrowing power sharply increase their capital investments
after acquiring RBP status. They do so by increasing their borrowing by issuing new debt,
which also takes them closer to their target leverage. We detect also that the increase in

investment of RBP firms is associated with an increase in what we define as abnormal
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investment (or investment spikes). Finally, the results appear to indicate that this strategy is
value enhancing, because we document an increase in average market to book ratio for this
group of firms. Several alternative robustness checks confirm the previous set of results.
Chapter 5 presents the overall conclusions of this work, and draws together the
various aspects examined in this study. In particular, we emphasize how the thesis enhances
our understanding of the types and extent of agency conflicts inside the firm, and how these

conflicts ultimately determine company value and key corporate decisions, such as

investment choices.
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CHAPTER 2

THE EVOLUTION OF THE OWNERSHIP AND GOVERNANCE STRUCTURES
IN THE UK MARKET
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2.1. Introduction

Since the seminal work by Jensen and Meckling (1976), the corporate finance
literature has proposed a number of instruments related to the ownership and
governance structure of firms (internal mechanisms) to mitigate the conflicts between
managers and shareholders (equity agency costs). The main control mechanisms that are
the object of this work are, in particular, managerial ownership, sharecholding by large
external investors and board composition. Several empirical studies have extensively
analyzed the effectiveness of these mechanisms, both on corporate decisions and the

market value of firms (for an extensive review see Short, 1994; Becht et al., 2002) and

on the nature of the interaction between them (e.g., Hermalin and Weisbach, 1991;
Jensen et al., 1992). They also have compared ownership structure and board

composition across countries (e.g., Roe, 1993; La Porta et al., 1999; Claessens et al.,

2002).

More specifically, managerial equity ownership is an instrument for aligning
managerial interests with those of outside shareholders (Jensen and Meckling 1976;
Morck et al., 1988; McConnell and Servaes, 1990, 1995). As managerial ownership
becomes greater, directors bear a larger fraction of the costs of diverting resources away
from firm value maximization. This argument has received empirical support in a
number of studies in different strands of the corporate finance literature. Morck et al.
(1988) and McConnell and Servaes (1990, 1995), amongst others, document a
significant relation between managerial ownership structure and firm value; Berger et
al. (1997) provide evidence of a link between managerial ownership and capital
structure decisions; Opler et al. (1999) report a significant relationship between insider
ownership and firm cash holding policy, while Jensen et al. (1992) show how leverage,
dividends and managerial ownership are simultaneously determined.

Other studies have focused on ownership concentration and large shareholders,
as means of reducing managerial discretion when there is separation between ownership
and control. In their seminal work, Berle and Means (1932) maintain that an inverse
correlation should be observed between ownership dispersion and firm performance. It
is argued that the wedge between the costs and the benefits of monitoring the incumbent

management becomes larger as ownership dispersion increases. On the other hand, as

Stiglitz (1985) argues, larger shareholders have greater incentives to be involved in the
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control process than smaller ones, because they can more easily bear the high fixed
costs of collecting information on management behaviour. Shleifer and Vishny (1997)
provide a justification for the monitoring role of large investors on the basis of their
relevant resources invested in the firm. Empirical results in this area are mixed.
McConnell and Servaes (1990, 1995) report that neither all blockholders nor the largest
single blockholder have a significant effect on firm performance. Agrawal and Knoeber
(1996) also conclude that blockholding plays no significant role. Nonetheless, Davies et
al. (2005) document a strong negative link between blockholder ownership and firm
value for UK companies. Further, Mehran (1992) finds a positive relation between the
leverage ratio and ownership by large individual investors, while Goergen and
Renneboog (2001a) detect a positive investment cash flow sensitivity only in those
firms whose owners have large shareholdings.

Additionally, a great deal of work has focused attention on the identity of
external shareholders. According to Pound (1988), institutional investors may be more
efficient monitors than other shareholders, because of their greater expertise (the
efficient monitoring hypothesis). However, Pound also contends that institutional
investors may find it profitable (the strategic alignment hypothesis), or even be forced
(the conflict of interest hypothesis), to cooperate with managers in order to protect other
business relationships they may have with the firm. This aspect may be particularly
relevant for the UK, where much debate was sparked during the 1990s as a consequence
of the lack of activism of institutional investors (see, among others, Conyon and Peck,
1997; Plender, 1997; Goergen and Renneboog, 2001b).! Empirically, and in contrast to
Dahya et al.’s (2002) results on the UK market, Parrino et al. (2003) find that
institutional ownership in the US 1s an important determinant of both CEO turnover and
the appointment of an executive from the market as a new CEO. Goergen and
Renneboog (2001b) report a lower cash flow sensitivity of investments when
institutional ownership is large.

Several studies have also investigated the role played by board composition.
Hart (1995) argues that, due to the separation between ownership and control, the board
of directors is supposed to act on behalf of shareholders, as an important mechanism for

monitoring top management discretionary behaviour. In the UK, throughout the 1990s,

! Indeed, the Cadbury Report (1992), Hampel (1998) and Higgs’ Codes of Best Practice (2003) all call for
an increased role for institutional investors in corporate governance.

15




the Codes of Best Practice stressed the importance of board composition. In its
guidelines, CALPERS (1998), in the US, sustains the view that companies should have
boards that are composed of a large majority of independent directors.” This increased
emphasis on the role of board composition by practitioners has sparked a large number
of works by academics. On the one hand, several studies analyze the impact of board
composition on how boards accomplish specific tasks. For example, Dahya et al. (2002)
study the impact of compliance with the Cadbury recommendations on board
composition and on CEO turnover, and report a significant increase in management
turnover following adoption of the Cadbury recommendations. On the other hand, other
works attempt to assess the impact of board composition on firm value. Yermack
(1996), amongst others, reports evidence of a positive relation between the proportion of

independent directors and Tobin’s q, and a negative link between board size and firm

value.

Moreover, an alternative perspective on the separation between ownership and
control is provided by the analysis of the ultimate ownership structure of firms (e.g.,
Bebchuck, 1999; La Porta et al., 1999; Bebchuck et al., 2000; Faccio and Lang, 2002;
Gadhoum et al., 2005). In this analysis ownership and control are measured in terms of
cash flow and control rights. The main idea here is to take into account the impact that
firm (or individual) Z can exercise on firm Y through its ownership relationship with
firm X, which is itself a direct shareholder in firm Y. Firm Z is called the ultimate
controller of firm Y, because it is the last shareholder that it is possible to retrieve along
the control chain. Different kinds of control chains can be identified by pyramids,
multiple control chains and cross-holding. Such complex structures, along with multiple
classes of shares, are devices that give ultimate controllers control rights in excess of
their cash flow rights. The potential conflicts between the ultimate controller and other
investors in the firms are of a different nature than those described at the “direct level”
of ownership. Like any controller with few shares, the ultimate controller has the
sncentives to extract private benefits from the firm, or, in other words, to expropriate
resources at the expense of other shareholders. In this perspective, the problems and
consequences of the presence of an ultimate controller are comparable with those that

arise in a typical conflict between managers and shareholders identified at the “direct
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2 CALPERS is an acronym for California Public Employees Retirement System, Corporate Governance
Core Principles and Guidelines.
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level”. However, previous research argues that the instruments that the literature has
proposed to reduce managerial discretion cannot be applied in the ultimate controller
case (Bebchuck 1999; Bebchuck et al., 2000). For instance, they show that because the
ultimate controller may be a shareholder, it may not be subject to any market discipline
(i.e, hostile takeovers) in the way that the controlling managers are. Also, it cannot
benefit from any incentive scheme, such as bonuses linked to firm performance or a
higher quantity of cash flow rights, that would align it with the incentives of the other
shareholders. Therefore, as these studies demonstrate, the agency costs of these complex

structures are an order of magnitude larger than those associated with conflicts between

managers and shareholders at the “direct level” of ownership.

Despite the large interest that the literature has paid to the links between
ownership structure and firm value, on one side, and financial decisions on the other, a
major shortcoming, especially for the UK based studies, is the scarcity of detailed panel
data of ownership. This may be due to the predominant view in this research that, by its
very nature, the characteristics of ownership are relatively stable over time (e.g., La
Porta et al., 1999; Zhou, 2001). Therefore, although there were several debates in the
1990s, and policy-makers and practitioners implemented a number of measures to
improve the governance of UK firms, relatively few academic works have
systematically documented the changes in the ownership and corporate governance
structures in the UK market (Dahya et al., 2002; Dedman, 2002).

Furthermore, only little research has been undertaken to assess the impact of
ultimate ownership structures on both corporate decisions and firm value (e.g., Faccio et
al., 2001; Classens et al.,, 2002; Attig et al., 2003). In addition, it is an accepted
argument in the law and finance literature that common law countries tend to have more
widely held companies, that 1s, firms without an ultimate controller (e.g., La Porta et al.,
1999; Shleifer and Wolfenzon, 2002). Also, studies in this literature argue that common
law legal systems prevent the controlling shareholders from expropriating minority
stakeholders through the use of complex ownership structures (e.g., Bebchuck, 1999;
Wolfenzon, 1999).

Taking all these arguments as a starting point, in the initial phase of our thesis

we hand-collected ownership and board composition data for a panel of approximately
1,100 non-financial UK listed firms for the years 1991-2001, for a total of 10,112
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observations. Additionally, we also computed ultimate ownership structures. Because of
the complexity of computation, we calculated the ultimate ownership and control of a
sub-sample of approximately 550 non-financial firms for the years 1993, 1995, 1997,
1999 and 2001, for a total of 2,310 observations. The purpose of this chapter is therefore
to present this unique database and to provide, through extensive descriptive statistics,
stylized facts on the ownership, both direct and ultimate, and governance structures in
the UK. All definitions of variables are provided in Table 2.1.

Our analysis shows a significant evolution of ownership structure and board
composition over the last decade. Managerial ownership shows a sharp decreasing
trend. In particular, the average shareholding by executive directors shows a decreasing
trend, while the opposite holds for non-executive directors. More specifically, we single
out changes between the first and last years in which a firm is present in the sample, and
so document that this sharp decreasing trend is relatively evenly spread across all initial
board ownership quintiles.

Unlike the case of directors, ownership by outsiders does not appear to follow a
specific trend over time. Nonetheless, further investigations reveal that non-managerial
shareholding increases when it is below 45% in the first year that firms enter the
sample, while it decreases sharply above that level.

Furthermore, average board size is relatively constant over time, and we
document a mean reversion pattern around the average size of seven members. It
appears that small boards tend to increase their size, while larger boards seem to be
curtailed. Among directors, non-executives constitute a progressively increasing
proportion of the board, although they decrease when the proportion reaches two-thirds
of the board.

Overall, we provide evidence that substantial changes in ownership structures are not
uncommon, and that the argument of ownership stability developed by, among others,
La Porta et al. (1999) may not necessarily apply fully in the UK case. Indeed, our work
complements other US evidence that ownership is far from stable. For example,
Holderness et al. (1999) report an average increase in managerial shareholding of about
13% between 1935 and 1995. Similar arguments are borne out by Denis and Sarin

(1999), who report significant changes in both ownership structure and board

composition for US listed companies between 1983 and 1992.
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In addition, our findings indicate that, when they are reported as the largest
owners non-financial shareholders and executive directors are the two main categories
among largest owners. According to our figures, they appear to have control of around
40% of our sample firms, despite the fact that the undisclosed shareholding i1s more than
50% of the market.

Evidence on ultimate ownership structure reports that widely held firms are
decreasing over time at each cut-off level. In line with Faccio and Lang’s (2002)
findings, our data show that the existence of complex ownership structures in the UK is
far from negligible. Furthermore, our data also indicate that the presence of complex
structures is decreasing in time at any cut-off level. Concentration is achieved through
direct holding of shares, not through complex structures.

The remainder of this chapter is 'organized as follows. Section 2 contains a
detailed description of the data collection and methodological issues. Section 3 provides
preliminary descriptive statistics of the entire sample. Section 4 documents the
evolution of ownership structure and board composition over time. Section 5

investigates the ultimate ownership structure. Section 6 sets out our conclusions.

2.2. Data Collection and Sampling

In the initial stage, a sample of approximately 1,100 non-financial firms listed on
the London Stock Exchange was selected from Datastream constituent lists’. Ownership
data were hand-collected from the Price Waterhouse Corporate Register (the December
issue for each year in the sample period was used). Economic and market data were
downloaded from Datastream.

In following companies over time, from two different datasets, it was necessary
to put a great deal of effort into tracking all name changes and defunct companies. This
was particularly critical for the computation of ultimate ownership, when we had to
retrieve the ownership structure of a company when it or its owners changed their name
in a certain year. This information was mainly collected from the London Stock
Exchange Yearbook, which reports systematic information on name changes, entries
removed from the companies section, companies in liquidation, in receivership and in

administration. As a further check, we used the Companies House website, which also

-
3 Our sample includes firms listed in the Alternative Investment Market (AIM).
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provides information on companies, such as previous names and the nature of the
business (SIC 03). This has the advantage over the LSE Yearbooks of making it
possible to perform searches of firms using either their old or their new name.

As we described in the introduction, it has been common in the literature to
consider ownership as static in time. In order to assess how much the UK market
reflects this behaviour, the data were initially collected in a bi-annual fashion. The
preliminary analysis conducted on this initial dataset encouraged us to proceed to collect
the data for the even years too, because it became apparent that the classical *“static”
view does not seem to prevail in the UK.

Table 2.2 presents some introductory facts about the dataset. Information was
collected on an unbalanced panel of 1,181 firms, for a total of 10,112 observations. To
avoid survivorship biases, we did not require firms to be present in all time periods.

Particular care was also taken in investigating the presence of attrition biases in
the sample. In particular, to verify how representative of the UK market this sample is,
we introduce in Panel A the total number of UK non-financial firms, the total sample
firms, the corresponding percentage of the UK market that they represent and the total
non-financial entries removed from LSE. *

As Table 2.2 shows, the dataset used for this study includes a minimum of 682
firms, accounting for around 45% of all UK (non-financial) firms across years. Most
important, however, is that this sample is representative not simply in terms of the
absolute number of firms, but also in terms of trend. As reported in the 3™ column, since
1997, with a peak in 1999, there has been a significant increase of de-listed firms. As a
consequence, the number of companies (that were present in previous years) drops
accordingly. This trend is reflected in our sample, and it is the reason for the low figure,
especially in 2001. Theretore, our sample seems to reflect what takes place in the
market, and does not appear to be biased in any direction.

A further robustness check was carried out to verify the representativeness of the
dataset. We compared descriptive statistics for a series of key financial variables
(leverage, company size, cash holding and market-to-book ratio) for the whole sample
of listed non-financial firms available in Datastream, against the sample of firms for

which ownership information were collected. As reported in Table 2.2 Panel C, it

e
* This kind of detailed information is taken from the LSE Yearbooks and is not available prior to 1995,

20




appears that sample companies are very similar to the whole population in terms of
mean, median and distribution. This further corroborates the fact that the sample we
collected does not appear to be distorted and can be considered representative of the UK
market.

We went to considerable lengths to check for consistency in the data, which we
inspected thoroughly in several directions. For example, we double-checked that neither
the individual shares nor the sum of all the shares collected exceeded 100%.> In such
cases, we cross-checked the information with other issues of the Hemscott volumes
(using the September edition of the same year or the March edition of the following
year) and/or with the London Stock Exchange Yearbook, which includes some
ownership information. If it proved impossible to find coherent information from the
different sources of data, this observation was dropped from the sample.

Further, one of our main goals was not only to identify company blockholders,
but also to distinguish between financial and non-financial shareholders. The
Companies House website proved of inestimable value in this case, by enabling us to
make this distinction for unlisted companies.

As we will describe later, we also aimed to describe compliance with the Codes
of Best Practice. One issue was represented by the fact that a large proportion of firms
did not report a Chief Executive Officer (CEO) but featured a Managing Director (MD).
A small survey was then conducted, by contacting 20 of these firms via email. All the
firms responded (mostly through the company secretary) that whenever the CEO was
not present, the MD acted on his behalf. This was further corroborated by telephone
conversations with Charles Bridge, a member of the Higgs Review Team, who
confirmed that the MD should be considered as the CEO whenever this figure was not
reported among the company’s directors.

Additionally, to minimize the influence of human error, a series of computer
programs was generated to compute and inspect first differences of each variable. This
routine alerted us when significant spikes in ownership data were detected between
years. This data was then checked to verify whether the changes were real or the result

of typing mistakes.’

-
5 This would not apply to firms reporting dual class shares.

6 A non-negligible difficulty in the creation of the dataset was of a computational nature. In order to
check, clean and merge the dataset with the Datatream database, and generate all the relevant variables, a
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We collected ownership data for outsiders and insiders. We define outsiders as
the shareholders who do not sit on the board of directors. More specifically, we
identified financial shareholders (institutional investors, insurance companies, banks),
and non-financial sharecholders (non-financial corporations and individuals). For the
ultimate ownership dataset, on the other hand, we collected more detailed data. In
particular, for the financial shareholders, we distinguished between institutional
investors, insurance companies and banks (all of them listed and unlisted), and, for non-
financial shareholders, between non-financial corporations (listed and unlisted) and

private individuals. In addition, we also 1dentified any stakes held by the Government or

local authorities. We collected information on ordinary shares held above 3%.’

In the case of directors, we have information on both *“sides” of the board,
executives and non-executives. Unlike non-manager owners, UK quoted companies are
required to disclose in their financial statements the names of all the board members,
and the proportion of shares held directly and indirectly (beneficial and non-beneficial)
by executive and non-executive directors, even if the ownership stake 1s zero
(Companies Act, 1985)%. This allows us to detect the presence of managers even when
they hold no shares. We collected information on board composition, namely the total
number of executives and non-executives. Moreover, inside the boards we are able to
identify the Chief Executive Officer (or Managing Director when a CEO 1is not
reported), and the Chairman of the Board. Additional information concerns the industry,

the total number of shares, the use of multiple class shares and the number and names of

: 9
creditors.

series of computer programs had to be created. Overall, they constitute a 144-page Word document. One
particularly challenging task was the “re-ranking” of ownership information. Since Hemscott reports
information by dividing between outsiders and insiders, it was necessary to create a set of Stata do-files in
order to invert the data matrix and re-rank it, in order to be able to single out the largest owners, also
divided by category. Help by the Statalist usergroup is kindly acknowledged.

” The requirement to disclose share blocks was introduced in 1976, at 10%; it was then lowered to 5%
until 1989, and further reduced to 3% from 1990 on (Crespi-Cladera and Renneboog, 2003; Franks et al.,
2003). However, the Corporate Register (1991 edition) maintains the disclosure threshold at 5%.

8 Non-beneficial shares give voting rights without cash rights. Typically they are held on behalf of
spouses or relatives. Hemscott Corporate Register reports shareholdings and transactions by a director's
spouse or children as part of that director's beneficial shareholding, unless the company has specifically
expressed that the holding should be treated as non-beneficial when announcing the transaction. Own
computation reveals that non-beneficial shareholding appears negligible.

9 This allows us to identify, for example, banks that are at the same time creditors and shareholders of

firms.
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Given the complexity of calculating ultimate ownership, we computed the
ultimate ownership structures for a sub-sample of approximately 550 firms for the years

1993, 1995, 1997, 1999 and 2001, for a total of 2310 observations.

In order to find the ultimate controller for each firm, we followed the procedure
adopted by the majority of previous research that analyzed ultimate ownership
structures (e.g., La Porta et al., 1999; Claessens et al., 2000; Faccio and Lang, 2002;
Gadhoum et al., 2005). The first step 1s to define the cut-off threshold, as the amount of
shares that enables the ultimate controller to have a certain control in the firm. The

computation of the ultimate controller of firm Y is carried on only at ownership levels

above the cut-off points. The cut-off thresholds most commonly employed in this
literature are 20%, 10% and 5%. They are used also to simplify the picture of the
ultimate ownership structure, and to identify only those ultimate controllers that are
more likely to influence the main decisions of the company. Since the investigation of
the ultimate controller consists in searching for the owner of the owner until no further
link back can be retrieved, the a priori imposition of a cut-off level effectively limits the
number of backward links to be searched. Therefore, the ultimate ownership structure of
a firm can change, depending on the particular cut-off levels employed.

In the second step, cash flow and voting rights are computed. Cash flow rights
refer to the claims that a shareholder has on the company’s cash flow (ownership). They

are the rights, for example, to receive dividends. We can measure these rights by the

percentage of shares that are currently disclosed for UK companies at the 3% threshold.
To compute the cash tlow rights of the ultimate controller, we calculate the product of
the ownership stakes in each link along the control chain, when the shares in each link
are above the chosen cut-off level. Control rights, on the other hand, refer to the control
that a shareholder has in the company and are defined as the shares of the weakest link

along the control chain.'® For instance, if company Z owns 20% of firm X that owns

19 Alternatively, some studies have adopted probabilistic voting models (such as the Shapley or Banzhaf
indices) to measure the actual control rights of shareholders (Cubbin and Leech, 1983; Leech and Leahy,
1991: Leech, 2002, 2003; Crespi-Cladera and Renneboog et al., 2003). The basic intuition of such method
is to define the degree of control as the probability of the controlling shareholding securing major support
in a contested vote (pivotal shareholder). However, this methodology requires the complete distribution of
shares of all shareholders in a single company, in order to compute their control rights. Therefore, it
cannot capture the multi-level dimension typical of an ultimate ownership structure. In fact, along each
control chain, the total shares cannot be summed to 100 because the shareholders belong to different
companies. They are linked to each other by ownership relationships and they are not independent, as in
the direct ownership dimension.
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15% of firm Y, then this company Z owns 3% of the cash flow rights of firm Y (the
product of the ownership stakes along the chain) and controls 15% of firm Y (the
weakest link along the control chain).

Cash flow and control rights may differ, because of pyramids and holdings
through multiple control chains and cross-holdings. In particular, these complex
structures are devices to enhance control rights over cash flow rights. Their definitions
are included in Table 2.1. Figure 2.1 shows the ultimate ownership structure of one firm
in our sample, Acal Plc in 1997, with all the disclosed sharcholders above 3%. It 1s a
useful case study in illustrating how we calculated cash flow and control rights, and

how we identified pyramids and multiple control chains. Detailed explanation of the

procedure is in Appendix 2.1.

2.3. Descriptive statistics

In this section, we detail some of the general characteristics of our ownership
sample in a static framework.

Panel A of Table 2.3 reports information on shareholding by both outside
investors and insiders. It shows that outside shareholders are the largest group of owners
in the UK, with an average of around 32% of shares across the entire time series. In line
with Goergen and Renneboog’s (2001a) results, we document that financial firms
(Instif) are the largest group of investors, and hold around two-thirds of all the non-

managerial ownership. Our figures are also comparable with those of Short and Keasey

(1999) and Stapledon (1996)."

This predominance by financial institutions can be traced back to the
considerable increase in funds available to the institutions for investment since World
War II. Another reason lies in the new disposition of insurance companies and pension
funds, since the 1960s, towards equities, given the concern of institutions to protect their
investments during the high inflation period, and higher performance by equities than
by gilts or cash (Stapledon, 1996).

Board ownership accounts for about 12% of total shares, of which 10% are held

by executive (Exec) and 2% by non-executive directors (Nonex). Of the executives, the

chairman owns the highest amount of shares, an average of 3%, and when the chairman

w

11 1¢ should be kept in mind that these authors report values for outsider ownership after rescaling it to
100.
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is also the chief executive officer (joint CH-CEO) he holds more than 2%. Non-
executives are the shareholder category with the lowest amount of shares; in the mean
and median firms they hold respectively 2.5% and 0.143%.

Panel B reports information on the composition of both outside shareholders and
board of directors. It shows that, on average, UK companies have four non-managerial
owners, of which three are financial institutions (7otinstit) and one is a non-financial
owner (Totexternal). On the other hand, UK boards appear to be composed of an
average of seven members, four executives (Zofexec) and three non-executives

(Totnonex). The average proportion of non-executives on the board (Ratio) is, therefore,

42%. These figures provide a preliminary indication of the relative dispersion of UK

ownership structures, which add up to an average of ten owners.
Panel C provides other characteristics of the sample firms for which we have

data. In line with other UK based studies (i.e, Ozkan and Ozkan, 2004; Davies et al.,
2005), the size of the average firm, measured as the logarithm of total assets, 1s equal to
11.12%; the percentage of total debt to total assets is around 17%, and the market
capitalization 1s 800 million GBP.

Table 2.4 provides, by industry, details of the average values of the same
ownership and composition features presented earlier. We combined the information on
sectors provided by both Datastream and Price Waterhouse Corporate Register in order
to identify the industry groups reported in this table. Ownership characteristics seem to
change significantly across sectors. In particular, firms belonging to the regulated sector
show an average value of outside ownership of 27%, which is significantly lower than
that reported for the other sectors. The same argument holds for shareholdings by
financial companies and directors, which hold 14.8% and 4.1%, respectively. Overall,
these figures document a certain degree of inter-industry variability of ownership
structures. Shareholdings by financial investors and executive directors show the
highest values of the inter-industry standard deviations, equal to 5.55 and 3.39,
respectively. One possible interpretation of this preliminary analysis is that average firm
size is significantly different across sectors. For this purpose, we report average size in
the last column of the table. For instance, it can be seen how firms in the Utility industry

are the largest ones. Consequently, it is natural to find that average shareholding levels

in this industry are significantly lower than in other sectors. Qur own calculations reveal
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that the correlation between ownership characteristics and size is negative and
statistically significant at one percent level.

A further interpretation may be that different sectors may reflect different

growth opportunities for firms, and this may have an impact on the expected agency
costs of firms. For example, firms with low growth options may be expected to suffer
more, ceteris paribus, from the free cash flow problem (Jensen, 1986). This, in turn, may
be reflected in different characteristics of the ownership structure by firms. However, no
clear pattern appears to emerge from the average market-to-book ratio of firms.'?
Table 2.5 further investigates different groups by size. We measure firm size by market
capitalization (reported in thousands of pounds), and we divide its distribution in
terziles in order to identify small, medium and large firms. As we would expect from
the corporate finance literature (see, e.g., Devereux and Schiantarelli, 1990), Panel A
shows that larger stakes of ownership are held in smaller firms, by both outsiders and
insiders. More specifically, insider ownership seems to be more significantly attected
by firm size in that, on average, board members own around 21% of small firms but
only about 4% of large ones. One possible explanation for this result may relate to
portfolio diversification. Investors usually tend to hold diversified portfolios to hedge
against risk. This issue may be particularly important in the case of managerial
ownership, because managers are typically less diversified than other stakeholders. For
example, the majority of their human capital is invested in the firm. Consequently, a
manager who holds an increasing number of shares of the firm he manages increases his
exposure to its specific risk. Demsetz and Lehn (1985) and Himmelberg et al. (1999),
among others, provide evidence that managerial ownership 1s determined by the
riskiness of the firm.

Moreover, in Panel B, in accordance with what was reported in the Codes of

Best Practice (Hampel, 1998), larger firms tend to have significantly larger boards, and

also more equal representation of executives and non-executives. Our own calculations
reveal that very similar patterns are identified when we use the natural logarithm of total
assets as a size clustering criterion.

Panel C confirms that smaller firms (in terms of total assets) also tend to have

lower leverage the difference between the two subgroups is always statistically

12 0own calculations reveal how, the correlation between ownership characteristics and the proxy for
growth opportunities is not stable in sign and only in few cases is statistically significant.

260



significant at any conventional level. Tests of differences in means between small and
large firms (last column Panel A and Panel B) show that the difference between the two

subgroups is always statistically significant at any conventional level.

2.4. Evolution of ownership and governance structures

In this section we investigate the time-series properties of the data. First, we
show the main trends on an annual basis. Second, we examine the changes, on average,
between the first year a firm enters our sample and the final year. Third, we document

the frequency distribution of the changes for individual firm-years. Finally, we provide

comparative results for the standard deviations of the main variables between and within

firms.

2.4.1 Ownership structures

Table 2.6 provides detatled information on the evolution of ownership structures
during the 1990s. We report data on average ownership by outsiders and insiders, which
are also divided into their respective sub-categories of financial (/nstit) and non-
financial firms (External) for the former, and executives (Exec) and non-executives
(Nonex) for the latter. We also describe the annual percentage of the undisclosed
shareholding (Float), and finally the average total shares outstanding. The figures
reported for 1991 for outside ownership are not directly comparable to the following
years, due to the different disclosure still being reported by Hemscott. "

The figures in this table illustrate one important feature of UK companies:
according to our sample, more than half of the market is held below the disclosure
threshold.

On the other hand, among the disclosed shareholders, the distribution of outside
ownership shows, in general, a certain degree of volatility over time, but it does not
seem to reveal a clear trend. Across the different typologies, financial institutions are
the largest class of investors in the UK. As already shown in Table 2.3, more than 20%
of shares are held either by institutional investors, insurance or banks over time. On the

other hand, non-financial investors appear to increase their average shares from about

11% in the first half of the decade to more than 13% in the second half.

'3 Hemscott still reports non-managerial shareholding with the 5% cut-off level in 1991, despite the fact
that the disclosure rule decreased the threshold to 3% in 1990.
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In contrast, 1nsider ownership shows a marked decreasing pattern. The average
ordinary sharecholding by all directors decreases by approximately 6 percentage points
in eleven years, and half of this decrease appears to occur between 1991 and 1993, from
16.5% to 13.6%. This trend is in line with what Franks et al. (2003) show for UK firms
over the last century. These authors argue that decreasing board ownership can be
explained by acquisitions, rights issues and placings, in particular in the first half of the
century; rather than by the sale of shares by directors in the secondary market.

Our figures on average shares outstanding may corroborate this argument, in that
they suggest that companies increased their capital from 1991 to 2001 while managers
do not appear to have subscribed to the new issues.

However, the reduction in managerial ownership seems to involve mainly
executive directors, whose average shareholding nearly halves in ten years. Conversely,
the average percentage of shares held by non-executives, although always lower, shows
a steady increase. In 1991 non-executives held, on average, one seventh of the shares
that executives hold, about 2%, but by 2001 their average shareholding was almost half
of it, at 3%. Consequently, the negative correlation between insider ownership and
number of shares seems to hold mainly for executive directors, but not for the rest of the
categories identified in our data set. One possible interpretation of this opposite trends
between executives and non-executives may be that, in time, a number of executive
directors became non-executives. However, with the detail of data available at the
moment it 1s not possible to further investigate this suggestive hypothesis.

More insights on the nature of changes in different groups of shareholders are
provided in Figures 2.2 and 2.3. We plot the average shareholding (for the categories
shown in each Panel) in the initial and final year that a firm is present in the dataset,
similarly to what presented by Denis and Sarin (1999) for US companies between 1983
and 1992. Firms are grouped according to the distribution (in 5 % intervals) of their
ownership in the first sample year along the horizontal axes.

Figure 2.2 Panel A shows a marked increase in average shareholding between

the first and the last year for each quintile of the distribution up to 25%. In fact, it seems
that outsiders in the final year hold twice as many shares as in the initial year. For

instance, in the third quintile (10-15%), non-managerial shareholding is about 12% in

the initial year, while it increases to 31% in the final year, Nonetheless, this tendency
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decreases as shareholding in the initial year increases, up to the ninth quintile (40%-
45%), and then becomes negative. This means that firms with higher outside ownership
in the initial year have then experienced a relevant decrease in the non-managerial
shareholding. For instance, 1n the tenth quintile (between 50% and 55%), the negative
change amounts to about 11% of total shares between the initial and final years. Panels
B and C document similar tendencies for financial (/nstif) and non-financial firms
(External), respectively. Additional information we obtain from these Panels, however,
shows that negative changes occur after the seventh quintile for financial ownership, but

after the third quintile for non-financial.

In contrast to outside ownership, the results for board ownership in Figure 2.3
Panel A indicate a sharp decrease in managerial ownership across all ownership
intervals, except for the lowest quintiles of the distribution (0-5%). Similar trends are
reported for both executive (Exec) and non-executive (Nonex) shareholding in Panels B
and C".

We also investigate the frequency distribution of yearly variations in ownership
for individual firms, 1n the attempt to analyse how evenly these changes take place over
time. Table 2.7 reports the percentage of firm-year observations that exhibit average
yearly changes in the main categories analysed above. For each category, these changes
are divided into intervals from 10% decrease to 10% increase.

The first column reports that in 12.3% of the observations in our sample the
decrease in outside ownership is more than 10%. The magnitude of change differs
significantly between outside ownership and board ownership. In fact, more firm-years
experience significant variations in outside ownership. For example, in 32% of cases,
outside ownership varies by more than 10% (in absolute value), while only 17% of
firm-years display a variation of 2% in absolute value. This result indicates that, even if
outside ownership does not follow a sharp trend over time, it is characterized by a
significant degree of time-series variability that is relatively evenly spread across firms.

On the other hand, as far as board ownership is concerned, the majority of firms (about

64% of observations) experience changes of 2% in absolute value every year. This may

'* Some studies have linked ownership changes to firm age. For example, Denis and Sarin (1999) provide
evidence of the fact that large changes (both positive and negative) of managerial ownership appear to be
more common in younger firms. This argument however does not appear to hold when changes in board
composition are analyzed. In their analysis the authors define firm age as the number of years that a firm
has been incorporated. Unfortunately we do not currently have access to this kind of information
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suggest that managerial ownership varies more slowly (though significantly) over the

time span.

Taken together, all these findings suggest that substantial changes in ownership

structures are not uncommon, and that the classic argument of ownership stability may

not necessarily apply fully in the UK case.

2.4.2 Board composition

As far as board structure 1s concerned, Table 2.8 reports detailed information on

board size and composition. In 1991, the board is composed, on average, of seven

individuals, and this value is, albeit marginally increasing, relatively constant in time.
This is in line with Peasnell et al. (2003) and Young (2000), who report an average of 8
individuals in 1991 and 1995. This difference may be due to fact that, in those studies,
the initial sampling of firms starts from the largest 1000 corporations listed on the LSE,
while our sampling also includes smaller firms. Our results are also in line with Lasfer
(2002), who reports on average 3.99 executives and 3.01 non-executives for 1996-1997.
Despite the stability of board size, board composition seems to change quite
significantly. In 1991, the average firm’s board consists of 4.57 executives (Totexec)
and 2.50 non-executives (7otnonex), but by 2001 these two groups are almost equal,
with 3.67 and 3.57 average members respectively. A similar pattern 1s documented for
the average number of executives and non-executives who actually hold shares (cum
shares). Consequently, the proportion of non-executives to total number of directors
(Ratio) increases significantly over the decade, from 36% at the beginning of the 1990s
to almost 50% in 2001. The same tendency is reported in Peasnell et al. (2003).

As in the previous section, we investigate the evolution of board composition,
and provide further analyses of the nature of the changes that characterize it. Figure 2.4
plots the average levels of board size, number of executives and non-executives and
proportion of non-executives on the board for the first and last year that the firm is
present in the sample. Distributions by number of all directors, executives and non-
exccutives are shown along the horizontal axes of the first three panels, while
distribution by proportion of non-executives to total board (ratio) is in the last panel.
Overall, Figure 2.4 clearly shows that board composition is subject to significant

changes over time. More specifically, in Panel A the number of directors exhibits some
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mean reversion. For boards with less than seven directors in the first year that a firm
enters the sample, companies seem to enlarge their board size by, at most, two
individuals, while for boards larger than seven members they show the opposite pattern,
reducing the size by on average three directors. An analogous mean reversion tendency
is detected for executives and non-executives in Panels B and C, respectively.
Furthermore, boards with a very low proportion of non-executives (Ratio) in the
initial year show a sharp increase in the final year by on average 0.17 percentage points,

while boards on which the ratio initially exceeds 50% tend to revert towards this value

in the last year (Panel D).

Further insights into this evolution are provided by investigation of the
frequency distribution of yearly changes in board composition proxies for individual
firms. Table 2.9 presents the percentage of firm-year observations that experience
average yearly changes in those variables. The changes intervals are defined as less than
-2 and greater than 2 for board size, executives and non-executives, and less than —0.2
and greater than 0.2 for the ratio.

According to the results, a large percentage of firms seems to remain stable in
time in terms of board size and composition. For instance, more than 43% of
observations do not show on average any yearly change in the total number of directors.
Nonetheless, almost the majority of firms display variations from 1 to 2 members in
absolute values on the board. Only 6% of observations experience large changes by
more than two members. Similar figures are reported for the number of executive
directors and non-executive directors. Furthermore, the results document that a non-
negligible fraction of companies, more than 8%, significantly changes the proportion of
non-executives on the board (Ratio), although in more than 73% of cases this variation
is slow.

The reason for these dynamics may lie in the increasing attention devoted to
corporate governance reorganization, after the corporate scandals in the UK in the late
1980s and early 1990s. These were followed by the introduction of a number of codes
of best practice. The recommendations included in the codes aim at enhancing financial

accountability to shareholders, on the basis of improved information, continued self-

regulation, more independent boards and audit committees (Cadbury Report, 1992;
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Hampel Report, 1998; Higgs Report, 2003), and setting directors’ remuneration
(Greenbury Report, 1995).1°

To investigate this issue in more detail, we singled out measurable
recommendations included in the main codes, in order to be able to describe the
distribution of firms that complied through time. The first recommendation, common to
all the reports, regards the separation of the two leading roles of Chairman and Chief
Executive Officer. Further, the Cadbury Report (1992) recommends that there should be
at least three non-executives on the board (provided that the Chairman is not also the
CEO). The subsequent Hampel Report (1998) recommended that at least 33% of the
board should be composed of non-executives.

Table 2.10 shows that, in 1991, before the issue of the Cadbury report, 73% of
firms already split the roles of Chairman and CEQO. An increase in compliance with this
recommendation is detected in 1993 (79% of firms now split the two roles), by which
time the LSE required firms to follow it. This is in line with Conyon (1994), who
reports that 77% of firms in his sample, for 1993, comply. The level of comphance
reaches 90% in 2001. Similar figures are described in the Higgs Report (2003).

In addition, an increasing number of firms also complies with the board
composition recommendations. At the beginning of the sample period, only 38% of the
firms in our sample seem to have implemented the Cadbury recommendation. However,
by the end of the decade this percentage has risen to 71%. Similar trends are
documented for compliance with the Hampel Report.

In general, all the results for board composition show significant changes over
time. This suggests that the hypothesis of the stability of corporate governance
structures may be rejected for the UK companies.

In summary, the findings in this section document that ownership and board
structures have varied considerably in the UK market over the last decade, and that
these changes have affected a large majority of firms. To provide final evidence on this
issue, we compute the fraction of firms in our sample that do not show any type of large
change over the period analyzed. We define large changes in outside ownership as a

change of more than 10% of shares; in board ownership, as a change of more than 5%;

in board composition, as a change in the number of directors of more than two

_—_._-.—“_“_l——_-—ﬂ_—-—

15 For an overview of the debate that occurred during the 1990s, refer to Demirag et al. (2000). For a
review of compliance and performance impacts see Dedman (2002).
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members; and, finally, a change in fraction of non-executives on the board of more than
0.2. Of the entire sample of 1,181 firms, only 635 firms (5.5% of our sample) show stable
ownership and stable corporate governance structures over time. In contrast, almost all
compantes, 93% of the sample, seem to have significantly (10% of the shares in
absolute terms) altered their outside shareholders® ownership at least once during their
presence in the sample; 50% of firms have experienced at least once an important
change in management’s shareholding (5% of the shares in absolute terms), while 64%

have experienced marked changes in their total number of directors (2 members in

absolute terms).

2.4.3 Controller in direct ownership structure

Some of the previous analyses have already provided evidence concerning
ownership dispersion. First, we show that the total average number of blockholders is
11 (Table 2.3 Panel B'6); further, we document that half of the market is on average
held below the 3% threshold (Float, Table 2.6). As we argued in the introduction, this is
an important aspect that has potentially critical implications for, for example, manager
shareholder conflicts. Therefore, in this part of our investigation, we analyse ownership
concentration, and the identity of the controllers in the UK firms.

Table 2.11 Panel A provides some preliminary evidence on the average
sharcholding by the largest owner, divided by category. Overall, the average ownership

of the largest stakeholder (Largest Ownership) is around 18%, and it seems to decrease

slightly over time.

More specifically, among non-managerial shareholders, a financial institution, as
a largest shareholder (Large Instit), exhibits on average a stockholding equal to 13%,
which is lower than other non-managerial owners. Nonetheless, it also shows an
increasing trend over time, from 12% at the beginning of the 1990s to more than 13% at
the end of the sample period. Conversely, a non-financial largest shareholder (Large
External) owns twice as much as a financial institution, with a modest decrease towards
the end of the period. The results for the largest outside shareholder (Largest) show an
average of 16.5% of shares. This finding is lower than that reported by Davies et al.
(2005), 18.82% for 1997. Peasnell et al. (2003) present even lower figures, 12.85% and

16 The average number is actually 10 when we consider figures for managers who effectively own shares
(cum shares).
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12.88%, for 1991 and 1993, respectively. However, the difference from our data may be
because the standardization was computed on the total sample firms, rather than on the
number of firms where there actually is a largest shareholder.

Moreover, we document that when managers actually are the largest owners
(Largest Manager), their average shareholding i1s more than 22%, and increases
somewhat over time. The data also indicate that, in line with what was previously
detected, executive directors are the predominant figures on the board when they are
also the largest owners (Large Exec), with more than 23% of shares.

In Panel B we show the distribution of firms by the identity of the largest
shareholder. Most frequently, outsiders appear to be the largest owner in the firm. For
example, in 1992 about 70% of firms have a non-managerial largest shareholder, while,
at the end of the sample period, this figure increases to 78%. Conversely, the number of
manager-controlled firms has nearly halved, from 43% in 1991 to 23% in 2001.

Financial institutions, on the other hand, more frequently appear as the largest owner
in the sample firms; however, on average they tend to hold considerably fewer shares
than other investors. For example, in 2001, managers hold an average of 23% of shares
when they are the largest owners. Non-financial owners hold an average of 21% of
shares, while financial institutions hold about 13%.

Taken together, these findings suggest that, although the wundisclosed
shareholding (Float) is more than 50% of the market in all years, there appears to be a

relatively significant degree of concentration in the hands of the largest owners in the

firm.

2.5. Ultimate ownership structure

In this section, we describe the main features of the ultimate ownership structure
that emerged from the analysts of our database. All the results will be shown for every

year by different cut-off, calculated with respect to the control rights.

2.5.1 Widely held firms and ultimate controllers
Table 2.12 shows the distribution of companies with respect to the identity of the

ultimate controller. Widely Held firms are those companies without an ultimate

controller at a certain cut-off level. The ultimate ownership literature refers to these
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firms as firms with dispersed ownership. The difference between the figures relative to
widely held firms at 20% cut-off and 10% cut-oft 1s immediately evident. For example,
in 1993 about 70% of companies do not have an ultimate controller at 20% cut-off,
while only approximately 30% do not have an ultimate controller at 10% cut-off. This
implies, in other words, that the ultimate controller has controlling rights of between
10% and 20% in the majority of firms. The result is relatively in line with what
Gadhoum et al. (2005) report for US 1n 1996, although at 10% cut-off US companies
seem more dispersed than UK ones. It should be underlined that their study includes all
US listed firms, whereas our sample includes only non-financial companies.

Moreover, we document a decreasing trend over time of the widely held firms
for each cut-off. For example, at 10% cut-off, in 1993 30.07% of companies have no
ultimate controller, while the figure decreases to 21.41% in 2001. This may suggest that
a degree of re-concentration of ownership has occurred over the last decade in the UK.

Keeping in mind potential bias due to the peculiar nature of the unlisted firms,
we report that unlisted companies are the predominant type in every year at the lowest
cut-offs. The second most recurrent type among ultimate controllers is manager,
particularly at the lowest cut-off of 5%. However, this figure 1s gradually decreasing
over time, supporting what the previous analyses reported on direct ownership. Widely
held financial institutions are more common as ultimate controllers at lower cut-off
levels, that is, 10% and 5%. This means that financial institutions generally are ultimate
controllers with a percentage of control rights between 5% and 20%. This seems to be in

line with our findings in Table 2.11 Panel A.

2.5.2 Identity of the ultimate controller
Table 2.13 documents that unlisted non-financial companies are the dominant
typology at the highest cut-off of 20%. In 1997, about 28% of firms have an unlisted
non-financial firm as ultimate controller. Conversely, unlisted institutional investors are
the predominant category at the 10% and 5% cut-offs.'” In 1997, at the 10% level, 30%

of firms have an unlisted institutional investor as controller.

17 \we have to highlight the strong presence of listed Institutional sharcholders in 1997, at 10% and 5%

cut-off. The value is so different from the other years (5.69% and 5.16% at 10% and 5% cut-off
respectively) because of the presence of Mercury Asset Mgmt as ultimate controller. In that year,

Mercury Asset Mgmt had only one disclosed owner, Munich Reinsurance, with 4.17%. Due to this low
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As far as widely held financial institutions are concerned, dominance by listed
insurance companies and listed banks as first ultimate controllers is reported.

Finally, among managers, executives are the dominant typology in every year
and at each cut-off level. Furthermore, firms with executive directors as ultimate
controllers decrease over time at each cut-off, while those with non-executives display
the opposite trend, in line with what we described earlier for direct equity ownership.

In general, we can say that, on the one hand, financial institutions, both listed
and unlisted (defined as the sum of institutional investors, insurance and banks), are the
predominant ultimate controller type in our sample. Their presence increases over the
entire decade, with a slight inflexion in 2001. On the other hand, ownership by
managers, both executive and non-executive, shows exactly the opposite trend.
Additionally, when the control rights span between 5% and 20%, financial institutions

are more frequently the ultimate controllers. Above the 20% threshold, managers

become the predominant type.

2.5.3 Complex structures which separate cash-flow rights from control rights

We now investigate whether ultimate controllers in the UK adopt complex
structures to enhance control over their cash-flow rights (complex ultimate controller).
Table 2.14 Panel A provides details of the fraction of firms with ultimate controllers
using (or not) such complex structures at each cut-off level. These figures illustrate that,
although the majority of firms does not show any complex structure for the ultimate
controller, a non-negligible fraction of companies do adopt them, in particular at the
lowest cut-off levels. For instance, at 10% in 1995, 16.3% of companies display a
complex ultimate controller, while at 5% in the same year the fraction of firms with a
complex ultimate controller increases to 21%. Our findings are in general in line with
Faccio and Lang (2002) in 1996, at 20% cut-off.

Nonetheless, a non-linear trend emerges in the decreasing use of such structures

over the entire decade, with a peak, generally, in 1995, and with a steady increase of

simple shareholding structures.

shareholding, Munich Reinsurance was not considered in the computation of the pyramid chain. Mercury
Asset Mgmt was therefore identified as the ultimate controller. This ownership structure was different
both in the previous years, when Mercury Asset Mgmt was owned by SG Warburg, with about 75%, and
in the following year, when Mercury Asset Mgmt became unlisted and, consequently, untraceable for
calculation of the ownership structure.,
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As a robustness check, we singled out a balanced panel of 264 firms that are
present for the entire period. We detect, as above, similar trends in the decreasing use of
complex structures, and a gradual increase of simple structures, with a rather sharp drop

in the widely held firms.

On the other hand, Panel B shows the distribution of those firms with a complex
ultimate controller by different categories of complex structures. In particular, it reports
that the pyramidal structure is the most common device, even if its use decreases over
time at the lowest cut-off levels. For example, at the 10% level in 1995, in 67.09% of
firms the ultimate controller uses the pyramidal holding chain to lock its control inside
the firm, while this percentage drops to 60.87% by 2001."® The multiple control chain
shows almost the same trend over time. Cross-holding is the most complex structure of
ultimate ownership, and it is the least adopted in our sample: in 19935, at 10%, 6% of
firms have a complex ultimate controller.

As a further investigation, we document in Table 2.15 the percentage of firms
that adopt complex structures over all their shareholdings (complex structure firms), and
which category of complex structure these companies adopt most. In other words, we
detect whether, in a firm, either the first or the second or other controllers use complex
structures. The results in Panel A show that the number of complex structure firms is
higher than that for complex ultimate controller. For the same figure as above (at 10%
in 1995), 19% of firms have complex structures. In addition, the same decreasing trend
detected above holds even in this case. In Panel B, symmetrically with Table 2.14, we
report the distribution of complex structure firms by category of complex structures.
The results are virtually identical to the previous table.

Among the complex structures described so far, we were also able to detect
those companies in our sample with multiple classes of shares. For brevity, we do not
include a table here, but we report that in our sample there are 26 firms with multiple
shares. This finding is in line with the cross-country analysis by Nenova (2003), which
reports 27 UK firms with dual class shares in 1997. These results, however, are lower
than those documented by Faccio and Lang (2002), with more than 400 companies for
1997. The difference is due to the fact that Faccio and Lang’s sample also includes

financial firms, which seem to use multiple classes of shares more than non-financial

w

18 pyramids are common not only in the UK firms, but even in other countries, both Western European
and East-Asian (Claessens et al., 2000, 2002; Faccio and Lang, 2002).
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companies. Moreover, in our sample we take into account only those dual-class firms

with all the classes of shares listed in the official market.

2.5.4 Divergence between ownership and control

All the complex structures described above create a divergence between cash-
flow rights and control rights. Panels A and B 1n Table 2.16 illustrate that, across the
years, the average ultimate controller has 20.6% of cash flow rights at 10% cut-off,
while its control rights are 22.3% at 10% cut-off.

Panel C presents the divergence defined as the difference between control rights
and cash-flow rights for the first ultimate controller, as in La Porta et al. (2002). The
minimum value, zero, represents “no divergence”, which means that the ultimate
controller does not use complex structures. At each cut-off level, the mean of the
divergence is wider in 1995, while the lowest value is in 2001. On average, this figure is
1.72 at 10% cut-off. La Porta et al. (2002) report a mean value equal to 0.1% for the
same variable calculated for the 20 largest companies at 10% cut-off in 1996. This
contrast in results is due to the sample differences.'”

Taken together, these results document that the majority of our firms has indeed

an ultimate controller, and also that the presence of complex structures among ultimate

controllers is not uncommon.

2.6. Conclusions

We presented descriptive statistics on the direct ownership structure of a sample

of approximately 1100 UK non-financial listed firms, for the decade 1991-2001, and on
ultimate ownership and control of a sub-sample of approximately 550 firms for the
years 1993, 1995, 1997, 1999 and 2001, for a total of 2310 observations. As far as direct
ownership is concerned, our data show that outside ownership is relatively volatile but
does not show a net trend over time, while inside ownership shows a clear decreasing
tendency. Our analysis shows a significant evolution of ownership structure and board
composition over the last decade. Managerial ownership shows a sharp decreasing trend. In

particular, average shareholding by executive directors shows a decreasing trend, while the

' We perform calculations on o second measure used in this literature, namely the ratio of cash-flow
rights to control rights. On average, this figure Is 0.89 over time for each cut-off. This is in line with the
findings of Faccio and Lang (2002), who report a value of 0.88.
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opposite holds for non-executive directors. More spectfically, we single out changes between
the first and the last year in which the firm is present in the sample, and document that this
sharp decreasing trend is rather evenly spread across all initial board ownership quintiles.

Unlike ownership by directors, ownership by outsiders does not appear to follow
a specific trend over time. However, further investigations reveal that non-managerial
shareholding increases when it is below 45% in the first year that firms enter the
sample, while it decreases sharply above the cut-off level.

Furthermore, average board size is relatively constant over time, and we document
a mean reversion pattern around the average size of seven members. It appears that small
boards tend to increase their size, while larger boards seem to be curtailed. Among
directors, non-executives constitute a progressively increasing proportion of the board,
although they decrease when the proportion reaches two-thirds of the board.

Additional analyses of the stability of ownership structure in the UK also reveal
that a non-negligible sub-set of our sample observations experience large changes in
ownership structure or board composition. In contrast, only about 5% of all sample
firms show stable ownership and governance structures.

Overall, we provide evidence that substantial changes in ownership structures

are not uncommon, and that the classic argument of ownership stability may not

necessarily apply fully in the UK case.

Further, our findings indicate that non-financial sharecholders and executive
directors are the two main categories of largest owners. According to our figures, they

appear to have control of around 40% of our sample firms, despite the fact that the

undisclosed shareholding is more than 50% of the market.

Evidence on ultimate ownership structure reports that widely held firms are
decreasing over time at each cut-off level. Additionally, our findings do not appear to
support the orthodox view in the law and finance literature, according to which we
would not expect to find complex structure in common law countries. In fact, in line
with Faccio and Lang (2002), our data show that the existence of complex ownership

structures in the UK is far from negligible, although the presence of complex structures

is decreasing in time at any cut-off level.
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