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Preface

Since the seminal JFE paper published by Jensen and Meckling in 1976 (Jensen and Meckling, 1976) the
agency theory has been widely applied in numerous studies in the fields of corporate finance and accounting.
Meanwhile, many researchers also notice that the conflicts between the principal (sharcholder) and the agent
(manager) may not be the predominant issue in most of the firms around the world, since the dispersed share-
holding and separation between ownership and management are relatively uncommon phenomenon, limited
to certain type of firms (listed firms) and to certain countries (like the USA).

In the continents like Asia or Europe, clearly identifiable large shareholders are very prevalent, even among
listed companies. Some big corporate names are dominated by the state (like EDF, Finnair or PetroChina), or
others are controlled by families (like Michelin, LVMH or Gome). Here, the interests of these large sharehold-
ers and their managers are often aligned but the conflicts between large shareholders and small ones are much
present. This institutional setting extends our research frontiers and offers a very fertile ground for emerging
research questions and conceiving new theories.

Therefore, we organized this themed symposium in Shanghai in March 2012 and succeeded to bring
researchers from Asia, Europe and North America to explore different aspects of the large shareholder and
its impacts on corporate governance and accounting. Carefully selected papers from the symposium are pub-
lished in this special double issue after several rounds of revision following the symposium.

In the first part of the special issue, the leading paper is based on author’s keynote address at the sympo-
sium. It focuses on the heterogeneity of large shareholders. The second paper brings in some perspectives from
France. In particular, it examines the monitoring mechanism played by auditors in mitigating agency prob-
lems arising from different types of controlling shareholders. The third paper is focused on the Korean context
where the predominance of large shareholders is prevalent among listed firms. It studies how the new Korean
fair disclosure regulation affects the timeliness and informativeness of earnings announcements. The fourth
paper looks into a major feature of Chinese capital market — the state-owned enterprises. It explores how
the connections of the SOE chairmen impact on the firm’s employment policies and the economic conse-
quences of overstaffing. Enjoy your reading!

Reference

Jensen, M.C., Meckling, W.H., 1976. Theory of the firm: managerial behavior, agency costs and ownership structure. Journal of Financial
Economics 3 (4), 305-360. )
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Large shareholders and accounting research™

Ole-Kristian Hope

University of Toronto, Rotman School of Management, Canada

ARTICLE INFO ABSTRACT
Article history: Large shareholders are a potentially very important element of firms’ corpo-
Received 5 April 2012 rate governance system. Whereas analytical research is typically vague on
Accepted 11 July 2012 who these large shareholders are, in practice there are important variations
Available online 29 January 2013 in the types of large owners (and the different types of large owners could play
very different governance roles). After briefly reviewing the standard agency
JEL classification: cost arguments, in this article I emphasize the heterogeneity of concentrated
G30 ownership and in particular focus on the roles of families, institutions, govern-
G32 ments, and employee ownership. I also discuss the role of large shareholders in
G38 private (i.e., unlisted) firms, where ownership tends to be more concentrated
M20 than in publicly traded firms. Finally, I briefly discuss variations in ownership
M41 structures across selected countries.
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1. Introduction

This article is based on my keynote address at the 2012 CJAR Special Issue Symposium at CEIBS in Shang-
hai. The topic of the conference was “large shareholders” and I was honored to be given the opportunity to
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make some comments on how large shareholders are important for (accounting) research. I should hasten to
say that there are several well-cited survey studies on corporate governance in accounting, economics, finance,
and management. Thus, in this paper I will not attempt a complete survey on the literature on large sharehold-
ers. Instead, I have decided to focus on one particular aspect — the heterogeneity of large shareholders.

We tell our PhD students that they should base their research on theory to the extent possible. At least in
financial accounting the “theory” that is referred to is often analytical economics-based research. At the Rot-
man School we have the same emphasis on theory and I am personally a strong believer in anchoring your
work in theory. However, most analytical models are vague (to put it mildly) when describing exactly who
the large shareholders are and how they act. As this article will highlight, there is in fact rather considerable
diversity in the types of large shareholders we observe, and it is very likely that these may have different effects
on outcomes of interest to accounting researchers. Hence the reader can consider this article also as a call for
“attention to the context” in which the study is conducted. For example, I would encourage “case-based” type
studies that delve deeper into one particular form of large shareholder, such as state-owned enterprises in
China.

I would like to offer three brief caveats. First, as already mentioned there are other, more comprehensive
surveys on corporate governance issues and I would recommend that readers consult these if relevant. Second,
although I consider several different types of large shareholders I could clearly have included additional types
(e.g., the effect of foreign shareholders). Finally, there are important measurement issues in defining large
shareholders (using cut-offs; multiple large owners; concentration ratios; ownership percentage versus voting
rights; considering potential nonlinearities; organizational form; etc.).

Section 2 provides a brief review of the classic Jensen and Meckling (1976) arguments and discusses both
vertical and horizontal agency costs. It also discusses the role of the second-largest shareholders and examines
how large shareholders exercise their monitoring in practice. Section 3 focuses on who the large shareholders
are. The chapter considers the roles of families, institutions, governments, and employee ownership. Large
shareholders are particularly prominent in private (i.e., unlisted) firms, and Section 4 summarizes relevant
research on these economically very important firms. Section 5 contains a discussion of variations across
selected countries in the types of dominating ownership, and Section 6 concludes.

2. Overview of large shareholders and agency costs
2.1. Brief review of Jensen and Meckling (1976)

As this conference is motivated to a large extent by Jensen and Meckling (1976), it is worthwhile to first
briefly revisit and review their seminal study.! Jensen and Meckling define an agency relationship as a contract
under which one or more persons (the principal(s)) engage another person (the agent) to perform some service
on their behalf which involves delegating some decision making authority to the agent. If both parties are util-
ity maximizers there is good reason to believe that the agent will not always act in the best interests of the
principal. The principal can limit divergences from his interest by establishing appropriate incentives for
the agent and by incurring monitoring costs designed to limit the value-reducing activities of the agent.”

If a wholly owned firm is managed by the owner, he will make decisions which maximize his utility. This
situation is of course unusual other than for the smallest private firms and by definition not observed in pub-
licly traded companies. In such cases, Jensen and Meckling argue that agency costs will be generated by the
divergence between his interest and those of the outside shareholders, as he will then bear only a fraction of the
costs of any non-pecuniary benefits he takes out in maximizing his own utility. Put differently, as the owner—
manager’s fraction of the equity falls, his fractional claim on the outcomes falls and this will tend to encourage
him to appropriate larger amounts of the corporate resources in the form of perquisites. This also makes it

! Jensen and Meckling’s article was in part motivated by the observation by Adam Smith (1776) that “The directors of such [joint-stock]
companies, however, being the managers rather of other people’s money than of their own, it cannot be well expected, that they should
watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own...
Negligence and profusion, therefore, must always prevail, more or less, in the management of the affairs of such a company.”

2 In some situations it will pay the agent to expend resources to guarantee that he will not take certain actions which would harm the
principal or to ensure that the principal will be compensated if he does take such actions (referred to as “bonding”).
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desirable for the minority shareholders to expend more resources in monitoring his behavior.> Important for
us in accounting, this is clearly one of the reasons for the demand for accounting-related information. In fact,
the genesis of accounting was in the “stewardship role” it can play in monitoring agents (see, e.g., Gjesdal,
1981 for a nice discussion). It is only more recently that the “valuation role” of accounting information
has gained in prominence (and may well be the dominating role today). Related to the stewardship role (or
governance) role of accounting, Jensen and Meckling argue that their theory can explain “why accounting
reports would be provided voluntarily to creditors and stockholders, and why independent auditors would
be engaged by management to testify to the accuracy and correctness of such reports.”

2.2. More on the role of ownership concentration (or importance of large shareholders)

There are two common approaches to corporate governance throughout most of the world (e.g., Shleifer
and Vishny, 1997). First, investors’ rights are protected to varying degrees across the world through the legal
process and legal environment. The second major approach, and the focus of this article, is ownership by large
investors.

Research provides evidence that managers, when left unmonitored, are more likely to manage earnings,
commit fraud, or make suboptimal investment decisions (e.g., Biddle and Hilary, 2006; Hope and Thomas,
2008). Thus, shareholder monitoring is an important mechanism by which agency costs can be reduced. How-
ever, while all shareholders have the responsibility to monitor managerial activities, the benefits of doing so by
any individual shareholder are proportional to the percentage of shares owned (Jensen and Meckling, 1976;
Shleifer and Vishny, 1997). Put another way, when ownership is widely dispersed, it is economically less fea-
sible for any individual shareholder to incur significant monitoring costs, because she will receive only a small
portion of benefits. Similarly, when ownership is dispersed, it is harder for shareholders to monitor managerial
actions.

Thus, as the percentage of ownership by individual shareholders increases (i.e., concentration increases),
the more willing individual shareholders are to incur necessary monitoring costs. That is, when ownership
is limited to one or a few individuals, it is easier and more efficient for those individuals to directly monitor
managerial actions. This is the typical “vertical agency cost” argument (i.e., conflicts between managers and
owners) and leads to the general prediction that agency costs are expected to be lower as ownership concen-
tration increases.”

Potential manager—owner conflicts are not the only relevant issues. Horizontal agency costs relate to how
large shareholders can decrease a firm’s value through extracting private benefit from the minority sharehold-
ers (e.g., La Porta et al., 1999). Morck et al. (1988) argue that increased ownership concentration may
entrench managers, as they are increasingly less subject to governance by boards of directors and to discipline
by the market for corporate control. Controlling shareholders may either engage in outright expropriation
from self-dealing transactions or exercise de facto expropriation through the pursuit of objectives that are
not profit-maximizing in return for personal utilities. These controlling shareholders may attempt to hide these
activities from other stakeholders (e.g., minority shareholders and creditors) by manipulating reported perfor-
mance (an issue of obvious interest to accountants). In other words, a controlling owner can increase agency
costs via the positive association with private benefits of control (e.g., Hope et al., 2012a).

To summarize the discussion, the presence of a controlling owner represents forces that work in opposite
directions. For a researcher, this is both a challenge and an opportunity. It is an opportunity if the researcher
is able to specify ex ante which set of agency costs is likely to be most significant. For example, in countries
with less legal protection of the minority shareholders the main agency problem often exists between control-
ling shareholders and minority shareholders.

3 Jensen and Meckling consider the term monitoring to include more than just measuring or observing the behavior of the agent. It
includes efforts on the part of the principal to “control” the behavior of the agent through budget restrictions, compensation policies,
operating rules, etc.

4 Furthermore, controlling shareholders could enable a long investment horizon which allows the building of strong relationships
between the firms and outside providers of capital (Ellul et al., 2009). In fact, a controlling shareholder could increase business focus and
make contracting negotiations easier.
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2.3. The role of the second-largest shareholder

While the previous discussion explains the need for shareholders to monitor managers, the literature also
establishes the need for shareholders to monitor one another. For example, controlling shareholders have the
ability to exploit minority shareholders in closely-held corporations (e.g., Nagar et al., 2011). Such exploita-
tion can include higher compensation to controlling shareholders, misappropriation of assets, and dilution of
minority shareholders’ interests through the issuance of stock or dividends (Gogineni et al., 2010). As the own-
ership stake of a second shareholder increases, so does her ability and willingness to effectively monitor the
largest shareholder. The monitoring activities by the second largest shareholder would be similar to those used
by the largest sharecholder to monitor managers (Hope et al., 2012a).

Pagano and Roell (1998) specify conditions under which large shareholders monitor each other, reducing
expropriation and improving firm performance. They predict that expropriation of minority shareholders is
likely to be less severe when the ownership stake of non-controlling shareholders is more concentrated, as such
concentration makes it easier and more effective to monitor the controlling shareholder. This is the typical
“horizontal agency cost” argument (i.e., conflicts between majority and minority shareholders) and leads to
the prediction that as ownership by the second largest shareholder increases, agency costs decrease.

2.4. How do large shareholders exercise their monitoring?

Often finance and accounting research is vague on the mechanisms through which monitoring happens. In
practice monitoring by a large shareholder could take many forms. Perhaps the most commonly discussed
means of monitoring discussed in the literature involves a large shareholder having a seat on the board. Sev-
eral studies show in a variety of contexts the board’s role in monitoring managers (e.g., Fama, 1980; Fama and
Jensen, 1983; Adams et al., 2010). Other forms of direct monitoring would be a large shareholder actively par-
ticipating in the firm’s operations or having routine meetings with managers. As the proportion of ownership
increases, the more beneficial it is for large shareholders to engage in these types of costly direct monitoring
activities. Large shareholders can also serve to block business decisions that may be considered suboptimal
(e.g., aggressive expansion through negative net present value projects). Doing so involves an investment in
time and expertise by the shareholder to understand the consequences of major business decisions. Large
shareholders are also likely to have more control over the firm’s dividend (or capital distribution) policy,
as a way to further discipline managers’ actions.

3. Who are the large shareholders? Does it matter?

Analytical research on large shareholders tends to be rather generic and often does not consider that there
may be very different types of large shareholders. There is surprisingly limited extant research on how different
groups of large shareholders can affect corporate outcomes (e.g., financial reporting quality).” Here I briefly
consider research on the following owner types: families (including the CEO as owner), institutional investors,
governments, and employees.

3.1. Family ownership

A large fraction of businesses throughout the world are organized around families and there is a relatively
large literature on family ownership (Bertrand and Schoar, 2006). Most of this research in on publicly listed
companies. For example, family-controlled firms dominate in East Asia and Latin America. As an indication
of the importance of family firms, La Porta et al. (1999) report that 65% of the 20 largest firms in Argentina
have at least a 20% family stake; in Hong Kong this fraction is 70%. In contrast, in Japan the corresponding
number is 5%.

> An exception is Cronqvist and Fahlenbrach (2009). They examine effects of different types of institutional investors in the US and find
that investor type has significant effects on several corporate policies. The only study I'm aware of in accounting is Dou et al. (2012) who
follow an approach similar to Cronqvist and Fahlenbrach (2009) and examine the effects of large shareholders on accounting practices for
a large sample of US firms over the 2001-2009 period.
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If a researcher is really interested in examining the effects of family ownership, it would seem that private
(i.e., unlisted) firms offer even more fertile ground for research. Section 4 discusses private firms in more detail.

A stream of research has examined “family firms” included in the S&P 500. This line of research is primarily
motivated by the fact that, notwithstanding the oft-cited idea that US publicly firms have widely dispersed
ownership, Shleifer and Vishny (1986) (and others) document that large shareholders are common and, in par-
ticular, note that founding families continue to hold equity stakes and board seats in nearly 33% of the For-
tune 500 firms. In other words, US firms may not be as different from those observed elsewhere in the world as
thought by many. These founding families represent a unique class of long-term shareholders that hold poorly
diversified portfolios and often control senior management positions. Family owners can thus exert influence
and control over the firm, potentially leading to performance differences with nonfamily firms.

In a widely cited study, Anderson and Reeb (2003) investigate the relation between founding-family own-
ership and firm performance. They find that, contrary to their conjecture, family firms perform better than
nonfamily firms. Additional analyses reveal that the relation between family holdings and firm performance
is nonlinear and that when family members serve as CEO, performance is better than with outside CEOs.
Overall, their results are inconsistent with the hypothesis that minority sharcholders are adversely affected
by family ownership, suggesting that family ownership may be an effective organizational structure.

Ali et al. (2007) recognize that, compared with nonfamily firms, family firms face less severe agency prob-
lems due to the separation of ownership and management. However, they face more severe agency problems
that arise between controlling and non-controlling shareholders. These conflicting effects are often referred to
as “entrenchment versus alignment.” Thus it is not clear what to predict regarding family firms’ disclosure
practices relative to other firms. Using a sample of only S&P 500 firms, Ali et al. (2007) conclude that family
firms report better quality earnings, are more likely to warn for a given magnitude of bad news, but make
fewer disclosures about their corporate governance practices. Consistent with family firms making better
financial disclosures, the authors find that family firms have larger analyst following, more informative ana-
lysts’ forecasts, and smaller bid—ask spreads.®

It is far from clear that the above findings should be generalized to other settings, even in the United States.
First, although the firms classified as “family firms” by definition meet the definition of a family firm for these
studies, others may employ a higher threshold for family ownership. Given the nonlinearities documented in
the US setting, it is thus highly unclear what to expect in very different environments and with much higher
family ownership (e.g., in private firms). Even more importantly, conflicting evidence exists on whether having
family ownership increases or decreases a firm’s value, and it seems to be country dependent. Bertrand and
Schoar (2006) conclude that there is no strong empirical evidence for the economic superiority of family-con-
trolled businesses. According to Bertrand and Schoar (2006), family firms appear to underperform relative to
nonfamily firms in most countries: for example, Claessens et al. (2002) for several Southeast Asian countries;
Morck et al. (2000) for Canada; and Cronqvist and Nilsson (2003) for Sweden. Also, Bloom and Van Reenen
(2007) find that family firms in France, Germany, the United Kingdom and the United States are systemat-
ically associated with worse managerial practices. Bertrand and Schoar (2006) note two important exceptions.
Khanna and Palepu (2000) find that business groups in India, which are for the most part family-controlled,
perform better than stand-alone firms in matched industries (see more on this below); and Sraer and Thesmar
(2007) who find a premium for family firms in France.

3.1.1. The role of the CEO in family firms

There is comparatively limited research on the role of the CEO as part of the dominant family. A dominant
belief in the literature is that as CEO ownership increases, her incentives align more with those of other share-
holders, reducing the agency problem that arises from separation of ownership and control (e.g., Jensen and
Meckling, 1976). This is known as the alignment effect which suggests reduced agency costs.

° In a closely related study, Chen et al. (2008) find that, compared with nonfamily firms, family firms provide fewer earnings forecasts
and conference calls, but more earnings warnings. The authors interpret the former to be consistent with family owners having a longer
investment horizon, better monitoring of management, and lower information asymmetry between owners and managers, they interpret
the higher likelihood of earnings warnings to be consistent with family owners having greater litigation and reputation cost concerns. In
another related paper, Wang (2006) finds that founding family ownership is associated with higher earnings quality in S&P 500 firms (but
also shows that the relation is non-linear).
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Major shareholders are often family members of the CEO for private firms (Hope et al., 2012a). There are
interesting competing hypotheses when the CEO is related to the major shareholder. Because of the family
relationship, these shareholders no longer act as independent monitors in disciplining CEOs’ decisions. In
addition, family-controlled firms are likely to suffer from greater horizontal agency costs. It may be easier
for major shareholders, who are family members of the CEO, to extract private benefits from minority share-
holders or other stakeholders. The reason it may be easier to extract these benefits is that major family owners
typically have strong influence over choosing members of the board. Consequently, the monitoring effective-
ness of the board may be impaired when its composition is determined primarily by the CEO’s family. These
arguments would support the idea that agency costs will increase when there is a family relation between the
CEO and major shareholder (Hope et al., 2012a).

An alternative view is that family member CEOs are less likely to act in ways that opportunistically harm
other family members. That is, installing a family member as the CEO could be a mechanism through which
family-owned companies can increase their monitoring of management and reduce the need for external mon-
itoring. If this effect dominates, the agency costs are smaller when the CEO is a family member because famil-
ial ties are likely to create closer alignment of the CEO’s preferences with those of family owners.

In conclusion, vertical and horizontal agency costs supply opposite predictions for effects of family firms. In
addition, there are strong differences in the degree to which families control business, to what extent the CEO
comes from the dominant family, and in other institutional arrangements. In short, there is ample “tension” in
terms of predictions and plenty of room for future research!

3.1.2. Hope et al. (2012a) on agency conflicts in (private) family firms

Hope et al. (2012a) are interested in understanding how agency conflicts in private firms arise through own-
ership structures and family relationships. They analyze auditors’ increase of effort and firms’ choice of audi-
tors in situations with higher level of agency conflicts. For a large sample of private Norwegian firms, they use
data obtained through special permission by the government to measure direct and ultimate ownership for
each shareholder as well as extended family relationships. Family relationships are measured based on mar-
riage and blood lines, going back four generations and extending out to fourth cousin, and cover all share-
holders, board members, and CEOs.

The a