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Abstract

The thesis consists of three essays dealing with corporate governance in an international
context.

The first essay is entitled “A Cross-Firm Analysis of the Impact of Corporate Governance
on the East Asian Financial Crisis.” In a sample of 399 firms from Indonesia, Korea, Malaysia,
the Philippines, and Thailand, cross-firm differences in variables related to corporate governance
had a significant impact on firm performance during the East Asian financial crisis of 1997-
1998. Higher outside ownership concentration led to significantly better stock price performance
during the crisis, but higher managerial ownership concentration had no significant effect on
performance. This may indicate that the presence of an outside Elockholder can mitigate
expropriation of minority shareholders, but that managers with significant holdings can resist this
effect. Diversified firms performed significantly worse than focused firms during the crisis. Cn
average, single-segment firms emerged from the crisis trading at a premium of over 20% relative
to diversified firms with which they were equally valued prior to the crisis. The relative loss in
value for diversified firms was due primarily to the performance of firms with high variation in
investment opportunities across divisions, suggesting that cross-subsidization of divisions may
have been a source of the value loss. Variables indicative of higher disclosure quality are
associated with significantly better performance during the crisis. Having an ADR and having
an auditor from a “Big Six” accounting firm had separate positive effects on firm performance.
Firms with both indicators came out of the crisis valued at a premium of over 50%, on average,
relative to firms without these indicators with which they were equally valued prior to the crisis.
Taken as a whole, the results provide some evidence at the micro level that poor corporate
governance contributed to the depth of the East Asian financial crisis.

The second essay is entitled “The Performance of Politically Favored Firms in the East
Asian Financial Crisis: Evidence from Malaysia.” Malaysia presents an interesting opportunity
to study the impact of political favoritism on firm performance during the East Asian crisis.
Favoritism runs along two dimensions in Malaysia. Firms are favored based on the ethnicity of
their owners as well as through personal relationships with key government officials. I find that
the stock price performance of firms favored based on ethnicity was significantly beffer than the
performance of non-favored firms during the crisis. However, the performance of firms favored
through personal connections was significantly worse than the performance of non-connected
firms. The evidence does not suggest that the relative loss for connected firms was driven by
excessive leverage or inherent operating inefficiencies. Rather, the evidence suggests that the
performance difference was driven by changes in the expected value of benefits for politically

favored firms.



The third essay is entitled “Do Agency Problems Affect Dividend Policy? Firm-Level
Evidence from Around the World.” The “outcome” agency model of dividends (La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (LLSV (2000)) yields two key empirical predic tions.
First, dividend payouts will be higher among firms in which agency problems are less severe.
Second, a negative relationship between growth opportunities and dividend payouts will be
stronger among firms in which agency problems are less severe. LLSV (2000) use country-level
measures of legal protection as a proxy for lower agency costs, and find empirical support for
both predictions. Ibuild on these findings by using firm-level measures indicative of the severity
of agency problems. The proxies I employ are based on the cross-listing of firms in the U.S., the
quality of accounting disclosure, diversification across industries, and the presence of a large
outside shareholder. In a sample of 3,385 firms across 32 countries, I also find empirical support
for both predictions of the outcome model.
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Chapter 1

A Cross-Firm Analysis of the Impact of Corperate Governance
on the East Asian Financial Crisis

1.1 Introduction

Poor corporate governance has frequently been cited as one of the causes of the East
Asian financial crisis of 1997-1998." While poor corporatc governance may not have triggered
the East Asian crisis, the corporate governance practices in East Asia may have made countries
more vulnerable to a financial crisis and may have exacerbated the crisis once it began. Recent
research has highlighted the importance of corporate governance in emerging markets. La Porta,
Lopez-de-Silanes, Shleifer, and Vishny (LLSV 1997, 1998, 1999b) demonstrate that, across
countries, corporate governance is an important factor in financial market development and firm
value. Regarding the East Asian crisis, Johnson e al. (2000) show that country-specific
measures of corporate governance perform better than standard macroeconomic variables at
explaining the extent of currency depreciation and stock market decline of emerging markets
during the crisis.

If corporate governance was in fact a significant factor in the crisis, then corporate
governance should explain not just cross-country differences in performance during the crisis,
but also cross-firm differences in performance within countries. In this paper 1 use firm-level

data from the five East Asian crisis economies of Indonesia, Korea, Malaysia, the Philippines,



and Thailand to study the impact of three aspects of corporate governance on firm performance
during the crisis. Because the measures of legal protection emphasized in LLSV (1997, 1998,
1999) and Johnson ef al. (2000) are country-specific, I examine other aspects of corporate
governance that vary at the firm level.

The first aspect, ownership concentration, is, along with legal protection, one of two key
determinants of corporate governance (Shleifer and Vishny (1997)). The second aspeci,
corporate diversification, is not a corporate governance mechanism, per se, but it affects
corporate governance through its influence on the agency problem between manager and
shareholder. The third aspect, disclosure quality, is an important element of corporate
governance. LLSV (1998) argue that accounting standards play a critical role in corporate
governance by informing investors and by making contracts more verifiable. 1 find that
ownership concentration, corporate diversification, and disclosure quality all had a significant
impact on the stock price performance of firms during the crisis. As a whole, my firm-level
results complement the country-level finding of Johnson e? al. (2000) that corporate governance
played an important role in the East Asian crisis.

Corporate governance is the means by which minority shareholders are protected from
expropriation by managers or controlling shareholders. I interpret expropriation in a broad sense
to mean any action taken by a manager in his own interest at the expense of minority
shareholders. Expropriation includes two types of actions. The first type involves actions that
divert resources away from investment, such as managerial self-dealing, excessive perquisite
consumption, and outright stealing. The second type involves actions that divert resources

foward investment, but to inefficient investment. This includes over-investment or empire

! Examples include Greenspan (1999). Harvey and Roper (1999), and Stiglitz (1998), who stated. “Lack of
transparency and inadequate accounting standards, lack of protections for minority sharcholders, and other aspects



building as well as cross-subsidization of investment among divisions (as in Scharfstein and
Stein (2000)).2

Why would corporate governance become more critical in a financial crisis? Two broad
possibilities have been suggested. The first possibility is that expropriation of minority
shareholders becomes more severe during a crisis, and thus firms with worse corporate
governance lose relatively more value during the crisis. Johnson ef al. (2000) argue that a crisis
can lead to greater expropriation because managers are led to expropriate more as the expected
return on investment falls. A second possibility is that expropriation of minority shareholders
doesn’t necessarily become more severe during a crisis, but that the crisis forces investors to
recognize and take account of the failings in corporate governance that had existcd all along. In
this case, again, firms with worse corporate governance might lose relatively more value during
the crisis. Rajan and Zingales (1998) present an argument in which investors ignored
weaknesses of East Asian firms until things turned sour. They suggest that investors in East Asia
were not well informed about the firms they invested in, but continued to supply capital as long
as returns were good. Then, once the crisis was set in motion (by whatever cause) investors
quickly pulled out because they knew they did not have adequate institutional protection for their
investments.

How do ownership concentration, corporate diversification, and disclosure quality affect
the agency problem between managers and shareholders? In the next section I discuss in more

detail what theory suggests the effect of these factors would be. For now, 1 will briefly

of corporate governance clearly played a role in causing and magnifying the East Asian crisis.”

* Johnson et al. (2000) list instances of expropriation of minority sharcholders during the crisis. For example, in
November 1997 United Engineers Malaysia (UEM) purchased 32.6% of its financially troubled parent. Renong.
UEM minority shareholders interpreted this as a bailout of Renong at an inflated price, and UEM’s stock price fell
38% the day the transaction was announced (Straits Times 11/19/97 p. 62). Another example comes from Korea
where minority shareholders of Samsung Electronics protested that the firm was providing debt guarantees to less-



summarize my findings on how these factors affected firm performance during the crisis. 1 find
that higher ownership concentration is associated with significantly better stock price
performance during the crisis. This is true when ownership concentration is measured as the
holdings of the largest shareholder in the firm (in terms of cash flow rights) or as the total
holdings of all large shareholders. However, I find that the apparent benefit of concentrated
ownership does not extend to concentrated ownership by managers. Higher ownership
concentration by managers has no significant effect on firm performance during the crisis. One
possible interpretation of these results is that outside blockholders create value during a crisis by
monitoring the manager and preventing expropriation, but that managers with significant
shareholdings are sufficiently entrenched to counteract this effect.

I find that corporate diversification is associated with significantly worse stock price
performance during the crisis. The economic impact of this effect was large. Regressions show
that, on average, single-segment firms emerged from the crisis trading at a premium of over 20%
to diversified firms with which they were equally valued prior to the crisis (after controlling for
firm size, leverage, country, and industry.) I also find that the loss in value for diversified firms
is largely attributable to diversified firms that have high variation in investment opportunities
across divisions.” This suggests that cross-subsidization of divisions could account for some of
the value loss of diversified firms during the crisis.

I find that my two measures of disclosure quality are both associated with significantly
better stock price performance during the crisis. I propose two ways in which disclosure quality
across firms can be measured. First, a firm will have greater disclosure quality if it has an ADR

listed in the U.S. because it will have either greater disclosure requirements or increased scrutiny

successful Samsung Group companies and that these guarantees often were not even disclosed (The Economist
3/27/99 p. 68).



of its reporting. Second, a firm will have greater disclosure quality (or at least greater perceived
disclosure quality) if its auditor is one of the “Big Six”* international accounting firms. Firms
that had both indicators of higher disclosure quality were valued after the crisis, on average, =t a
50% premium above firms that had neither indicator, and with which they were equally valued
prior to the crisis. This suggests that the transparency provided by improved disclosure offered
some protection to minority shareholders during the crisis. Thus, firms may create value by
unilaterally opting for higher disclosure quality, even in countries where high disclosure quality
may not be legally required. Firms may not entirely be hostage to the corporate governance
practices of their own countries.

Taken together, my empirical results are consistent with the claim that improved
corporate governance had a positive effect on firm performance during the East Asian crisis.
Taken more generally, the results provide some evidence on the importance of corporate finance
as a piece of the puzzle in explaining macroeconomic events.

In the next section I outline what theory suggests abcut how these factors affect the
agency problem and I discuss related literature. In Section 3, I describe the data used in the

study. In Section 4, I discuss the empirical results. Section 5 concludes.

1.2 Theory and Related Literature
In this section I discuss ownership concentration, corporate diversification, and disclosure
quality in turn. I outline broadly what theory has to say about how these factors affect corporate

governance. I also discuss some relevant literature.

? Defined in a manner similar to that in Rajan. Servaes. and Zingales (1999).
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1.2.1 Ownership Concentration

Ownership concentration is a direct corporate governance mechanism. Shleifer and
Vishny (1997) note that, along with legal protection, ownership concentration is one of two
common approaches to corporate governance. They hypothesize that ownership concentration
may be a particularly important corporate governance mechanism when legal protection is
relatively low. Concentrated ownership confers the incentive (through cash flow rights) and
power (through control rights) to monitor managers. LLS (1999) find high degrees of ownership
concentration in many firms throughout the world, particularly in countries with relatively poor
shareholder protection. Nevertheless, ownership concentration comes with competing costs and
benefits, and it is important to distinguish between ownership concentration by managers and
ownership concentration by outside shareholders.

The primary benefit of ownership concentration by managers is the convergence of
interests emphasized in Jensen and Meckling (1976). That is, as the manager owns a greater
share of the firm he bears a greater cost of any action that harms shareholders, and thus is led to
act in shareholders’ interests. An offsetting cost, discussed by Morck, Shleifer,‘ and Vishny
(1988), is that with larger shareholdings the manager may become entrenched, and immune to
other forms of discipline. A particular form of entrenchment that might be important in
emerging markets is that the manager could become resistant to monitoring by a large outside
shareholder.

The primary benefit of ownership concentration by outsiders is that the large shareholder
gains the power and incentive to monitor the actions of the manager (Shleifer and Vishny

(1997)). An offsetting cost is that, at some point, the outside shareholder himself gains enough

* Six major accounting firms remained at the outsct of the crisis as the Price Watcerhousc/Coopers & Lybrand merger
did not occur until late 1997.
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power to pursue personal objectives that may not coincide with the objectives of minority
shareholders. To the extent that this occurs, however, the convergence-of-interests hypothesis is
relevant for outside blockholders as well. Expropriation is costly, and higher ownership
concentration by any controlling party should mitigate expropriation.

Other studies of the effects of ownership concentration that are relevant to this paper
include Morck, Shleifer, and Vishny (1988), who study U.S. firms and find that as management
ownership increases, firm value first increases and then declines. They interpret this as
demonstrating the tradeoff of convergence of interests and entrenchment. Lins (1999) studies
firms from 18 emerging markets and finds that large blockholders generally increase firm value.
Claessens et al. (1998) find that ownership concentration is positively related to firm value in

East Asian countries prior to the crisis.

1.2.2 Corporate Diversification

Corporate diversification is not a direct corporate governance mechanism, but could
affect the expropriation problem and the effectiveness of corporate governance in a couple of
ways. First, diversified firms offer more opportunities for expropriation through misallocation of
capital. This occurs primarily because the divergence of product lines presents the opportunity
for inefficient cross-subsidization (as in Scharfstein and Stein (2000)), but also because a
diversified firm might have greater access to capital which presents the opportunity for over-
investment. Rajan, Servaes, and Zingales (1999) show that diversification reduces value
particularly when firms have high diversity in opportunities and resources, suggesting that cross-

subsidization might be at the heart of the loss in value. Scharfstein (1997) also presents evidence

of cross-subsidization.
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Second, diversification may hinder corporate governance simply because of the
complexity it creates. The complexity of the organization can increase the level of asymmetric
information and make it easier for managers or controlling shareholders to pursue their own
objectives (see Lins and Servaes (1999)). Expropriation may be more likely if it is more
difficult to detect.

Third, benefits might accrue to conglomerates, particularly in countries where capital
markets are less developed. Khanna and Palepu (1999) argue that diversification is beneficial in
emerging markets because conglomerates can perform through internal markets the functions
that external markets fail to provide. Stein (1997) presents a model in which internal markets
improve capital allocation. The conglomerate form may also be beneficial simply because it
allows greater access to capital to pursue worthwhile investments. Nevertheless, the benefits of
internal capital markets may be most favorable when a large number of good investment
opportunities is available. If profitable investment opportunities are scarce, as mighi be expected
in a financial crisis, these benefits could be less important.

Other papers related to corporate diversification that are especially relevant to this paper
include Claessens et al. (1999b) who find a diversification discount for East Asian firms and that
this discount is more pronounced during 1997 and 1998 in a broad sample of firms across nine
countries. Lins and Servaes (1999) find a discount for diversified firms in seven East Asian
emerging markets prior to the East Asian crisis. Fauver, Houston, and Naranjo (1999) find that
the impact of corporate diversification on firm value is negatively related to capital market

development across 35 countries.

1.2.3 Disclosure Quality
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Improved disclosure should reduce asymmetric information at the firm level and mitigate
opportunities for expropriation. LLSV (1998) argue that accounting standards play a critical role
in corporate governance by enabling investors to understand the companies they invest in and by
making contracts between managers and investors more verifiable in court. LLSV (1998)
compile country-specific measures of accounting standards which Johnson et al. (2000) also use
in their cross-country study of the East Asian crisis.

Variations in accounting standards and disclosure quality are found even among firms in
the same country. 1 consider two possible proxies for disclosure quality: ADRs and Big Six
auditors. If an East Asian firm has an ADR, disclosure quality could be affected in two ways.
First, in some cases (particularly for firms with “level 2” or “level 3” ADRs) the firm is subject
to additional reporting requirements beyond what is required in their home country. Second,
firms that are tapping additional markets will have a larger pool of investors and may have a
greater demand for accounting disclosure and more analysts scrutinizing their operations (see
Coffee (1999)). Reese and Weisbach (1999) argue that increased protection of minority
shareholders is a primary motivation for non-U.S. firms to cross-list in the U.S.

Firms that are audited by one of the international “Big Six” accounting firms rather than
locally based firms may also have higher disclosure quality. The Big Six firms may be less
likely to ignore problems in a firm’s financial statements because they have a greater reputation
to uphold. Alternatively, Big Six auditors may be perceived as producing better disclosure
simply because foreign investors associate a familiar, prominent name with better quality.

In the case of the ADRs it is important to recognize that there are other potential
interpretations of the results other than disclosure quality. In particular, if firms with ADRs tend

to be more internationally oriented and have a greater proportion of exports, then they might
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have been hurt relatively less by the currency depreciation during the crisis. This effect should
be reduced somewhat by controlling for industry in the regressions, but may stiil be present.
Another possibility is that firms with some types of ADRs have greater access to capital markets
(see Lins, Strickland, and Zenner 1999) and that this access has increased value during a

financial crisis.

1.3 Data

In this section 1 discuss sample selection, the time period studied, and the variables used
in the paper. A few other variables and methodological issues are discussed in later sections as

they arise.

1.3.1 Sample Selection

The countries studied in this paper are Indonesia, Korea, Malaysia, the Philippines, and
Thailand, which were the five countries most involved in the East Asian financial crisis.
Although other East Asian countries (and, indeed, other emerging markets outside of Asia) were
touched by the crisis, the five considered here suffered disproportionately in terms of currency
depreciation and stock market decline (see Table 1).

All firms from these five countries are included in the sample provided that they meet
three criteria. First, the firms must have financial data reported in the Worldscope database,
which is the primary data source used in this study. Second, the firms must be identified in
Worldscope as being included in the International Finance Corporation (IFC) global index.* The

IFC includes firms in this index only if they are among the largest and most liquid firms in a
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given market. This criterion substantially reduces the sample size, but is imposed because stock
prices are an essential part of this study, and the liquidity screen ensures that the prices 1 ;se are
informative and indicative of the price at which the stock actually trades. Clearly, this criterion
greatly reduces, but does not entirely eliminate, uninformative prices. Some firms (18 out of
399) that are included in the IFC global index prior to the crisis are dropped from the index in the
end of 1998. This could potentially indicate that some of these firms were not as liquid toward
the end of the crisis period. Nevertheless, such firms are still included in my sample because
deleting them could create a survivorship bias. Finally, I impose the criterion that the primary
business segment of the firm not be in financial services, that is, in SIC 6000-6999. I do this in
order to have comparable financial data across firms and to be consistent with other studies.

The final sample consists of a total of 399 firms from the five crisis countries. In general,
the sample is representative of the larger firms that trade on the major stock exchange of each
country. Small listed firms and other unlisted firms, including large multinationals with no local
listing (which may make significant contributions to GDP) are not represented in the sample. Of
the remaining 399 firms in the sample, 13 (about 3.3%) stopped trading during the crisis period
(July 1997 through August 1998.} For these 13 firms the crisis-period return is assumed to be
the return from the beginning of the crisis to the date of the final quoted stock price. This
assumption potentially understates the loss of value for these firms.

Table 1 shows that Korea has the most firms in the sample with 145, and the Philippines
has the fewest, with 29. The median size of firms, in terms of total assets, also varies, with
Korea having the largest (a median size of over $1.45 billion) and the Philippines the smallest (a

median size of over $316 million.) Malaysia has the largest percentage of diversified firms, at

* Firms are included if they are added to the IFC global index on or before the IFC’s 1997 review. Although this
review occurs in October 1997, a firm’s inclusion is based on liquidity during the prior vear, so I assume that firms



79.0%, while the Philippines has the smallest percentage, at 41.4%. Indonesia has the highest

ownership concentration (of the largest blockholder), at 47.7%, with Korea having the lowest, at

15.7%.°

1.3.2 Definition of Crisis Period

Figure 1 shows the movement of composite stock indices for all 5 countries from 1995
through 1998. The indices are set to 100 in January 1995 for comparative purposes, and ail
indices are converted to U.S. dollars. Lines on the chart delineate the crisis period as defined in
this paper. The beginning of the crisis period corresponds with the devaluation of the Thai baht
onJuly 2, 1997, a date generally considered to be the starting point of the crisis. The July
beginning point also corresponds to the date when all 5 indices began moving downward in
concert. As can be seen in Figure 1, prior to this time, some, but not all, of the indices had been
trending downward. The ending point of the crisis period, August 1998, corresponds with the
date on which the indices began a sustained upward trend. 1 also consider alternative definitions

of the crisis period in order to check the robustness of my results.

1.3.3 Description of Variables

Following is a description of the dependent variable, explanatory variables, and control
variables used in the basic regressions. In analyzing the results in each section, a few additional
variables will be introduced, but these will be discussed as they come up.

1.3.3.1 Dependent Variables

added in 1997 met the standard of liquidity prior to the beginning of the crisis.
® Diversification and ownership concentration are defined in subsection 3.3.
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To measure firm performance during the crisis I use stock returns over the crisis period,
from the end of June 1997 to the end of August 1998. These returns are raw unadjusted returns
and are expressed in $U.S. 1 do not calculate expected returns using firm-specific betas for two
reasons. First, the historical data does not go back far enough for many firms to allow for
reliable estimates of out-of-sample betas. Second, even if sufficient data were available, because
of the changes of leverage that occurred in firms prior to the crisis, and the extreme nature of
returns during the crisis, firm-specific betas may not be a good measure of expected covariation
with the market during the crisis. So instead of using such a benchmark, I use measures of debt
and size, industry dummies, and country dummies in the regressions to control for factors that
could affect expected returns.” Table 1 shows the average return by country for the crisis period.
1.3.3.2 Explanatory Variables

To measure ownership concentration, I use data reported by Worldscope. Worldscope
identifies all parties that own 5% or more of the cash flow rights of each firm. Clearly, two
important limitations of this data should be kept in mind when interpreting the results. Namely,
the data does not incorporate indirect shareholdings, and it does not indicate divergence between
cash flow rights and control rights. The ownership data I use is pre-crisis data, which means the
last reported data from each firm prior to July 1997. Data is missing for some firms in
Worldscope, in which cases I supplement the data with information from the Asian Company
Handbook (1998) and the Corporate Handbook: KLSE Main Board (1998) where possible.
Given the data limitations, I identify ownership concentration for 301 of the 399 firms in the
sample (75.4%). 1 consider two measures of ownership concentration. The first is the ownership

percentage (in terms of cash flow rights) of the largest shareholder in the firm, which I refer to as

7 Pre-crisis betas can be calculated for about 80% of the firms if a minimal requirement of 24 monthly pre-crisis
observations is imposcd. In regressions using this subsample of 80% of the firms, beta has no significant
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“largest blockholder concentration.” The second is the total holding of all shareholders that own
5% or more of the stock, which I refer to as “summed ownership concentration.”

I also measure the level of managerial ownership in each firm. This is done by
comparing a list of officers and directors in each firm (compiled from Worldscope and the
above-mentioned handbooks) with the list of significant owners in each company. If the name of
an officer matches the name of an owner, this ownership block is classified as managerial
ownership. (Thus the term “managerial” here implies that an individual is involved with
decision-making within the firm, and not necessarily that the individual is hired as an outside
professional.) This name-matching procedure is not exhaustive; it identifies a subset of
managerial blockholdings that are the most transparent. In some cases the true owner of a
particular block may be obscured if the owner places the block under the name of another
individual (say, a relative) or of another company.

To measure corporate diversification, 1 determine the number of industries in which each
firm operates, with industries being defined at the two-digit SIC level. The SIC codes are
reported by Worldscope. I use product segment data from Worldscope and other sources to
determine what percentage of each firm’s sales corresponds to each two-digit SIC code. The
first diversification variable is a multiple-segment indicator that is set to 0 if 90% or more of a
firm’s sales come from one two-digit SIC, and 1 otherwise. The second variable is the number
of industries in which a firm operates. Worldscope apparently reporis a maximum of 5 industries
per firm, so this variable could be truncated for some firms. Thus, I could be understating the
level of diversification for very diversified firms.

To measure disclosure quality I use two variables. The first is a dummy variable that is

set to 1 if the firm had an ADR listed in the U.S. at the beginning of the crisis and 0 otherwise.

explanatory power for returns once size, leverage, and industry are included as control variables.
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The second variable is a dummy variable that is set to 1 if the firm is audited by one of the “Big
Six” international accounting firms and 0 otherwise.®
1.3.3.3 Control Variables

1 use several variables to control for other factors that might be affect firm performance.
The first is firm size, measured by the natural logarithm of total firm assets. The second is the
firm’s debt ratio, measured as the book value of total debt divided by the book value of total
capital. This data is reported by Worldscope. Iinclude dummy variables for 4 of the 5 countries
included in the regressions to try to control for country-specific factors. I also include dummy
variables for 11 of 12 industries, where industries are defined broadly, as in Campbell (1996).

By including leverage as a control variable, 1 am potentially making it more difficult to
detect the effects of poor governance. Specifically, poor corporate governance may have been
correlated with higher debt levels prior to the crisis (see Friedman and Johnson (1999)), so poor
stock price performance attributed to leverage could also be partially caused, indirectly, by poor
corporate governance. Still, because higher ievels of debt will naturally lead to worse stock price
performance in a downturn, leverage is appropriately included as a control variable.

I have tested other control variables that are not reported in the regression results that
follow. The first is the percentage of sales to foreign countries. This variable is important
because firms with foreign sales would naturally be partially insulated from the effects of the
crisis (to the extent that sales are to countries that did not experience relative currency
depreciation.) Worldscope reports this variable for less than 50% of the firms in my sample.
The variable is insignificant in regressions involving the subsample of firms for which the data is

available. A second control variable not reported is the firm’s book to market ratio. This

® The Big Six firms,are Arthur Andersen, Coopers & Lybrand, Deloitte & Touche, Emst & Young, KPMG Peat
Marwick. and Price Waterhouse (which merged with Coopers & Lybrand after the onset of the crisis.)
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variable is available for about 95% of the firms in the sample, but as it is insignificant in all

regressions, it is not reported in order to focus on results from the complete sample.

1.4  Empirical Results

To assess the impact of corporate governance variables on firm stock price performance

during the crisis, I estimate the following model:

CrisisPeriod Return = a + b, (log( TotalAssets )) + b, ( TotalDebt / TotalCapital )

6 17 n
+ > b,(Country, ,Dummy)+ " b, (Industry, ,Dummy)+ > b.(CorpGovVariable,_,, ) +e

=3 1=7 k=18

where the corporate governance variables included will change according to the specification,

and the other variables are as defined previously.

1.4.1 The Impact of Ownership Concentration on Firm Performance

Table 2 presents the results of regressions of crisis period stock returns on ownership
concentration. As noted in Section 3, these regressions are based on a subsample of 301 firms
because I am unable to obtain ownership data on all firms. Panel A presents the results for
general measures of ownership concentration. The coefficient on largest blockholder
concentration is positive, and indicates each rise of 10% in ownership concentration is associated
with a higher return of around 1.3% during the crisis. The coefficient is significant at the 1%
level in both specifications, that is, whether or not the control variables for size and debt are
included. The coefficient on summed ownership concentration is also positive, and of a

somewhat smaller magnitude than for largest blockholder concentration. The coefficient is
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significant at the 1% level in the first specification and at the 5% level in the second, and
indicates that each rise of 10% in single ownership concentration is associated with a higher
return of about 1%. These results indicate that, in general, the presence of a strong blockholder
was beneficial during the crisis, perhaps because the blockholder has the incentive and power to
prevent expropriation.

In Panel B of Table 2 I differentiate between ownership blocks held by management and
blocks held by other parties. In the first two specifications I include management ownership
concentration without non-management concentration. The coefficient on management
ownership concentration is not significantly di;ferent from zero in either specification. In the
final two specifications I included management ownership concentration and non-management
concentration, measured as the holdings of the largest non-managerial blockholder. Non-
management concentration has a positive coefficient in both specifications. The coefficients are
similar in magnitude to those in Panel A and are significant at the 1% level. The coefficient on
management concentration remains insignificant. This indicates that managers with large
shareholdings may be able to resist the monitoring efforts of outside shareholders; that is, that the
entrenchment effect seems to dominate the convergence-of-interests effect for managerial

ownership.

1.4.2 The Impact of Corporate Diversification on Firm Performance

In this section I analyze the effect of diversification on firm performance during the
crisis. 1 start with regression analysis, as in section 4. 1 then try to understand the source of the
loss of value for diversified firms by looking at the variation in investment opportunities across

divisions of a firm. To confirm the results on diversification, I also use the methodology that has
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been employed in the past to calculate the discount for corporate diversification. This procedure
also indicates that diversified firms lost significantly more value than single-segment firms
during the crisis.

Table 5 presents summary statistics of diversified firms and undiversified firms by
country. Diversified firms, on average, had lower ownership concentration, lower profitability,
higher levels of short-term debt, and lower levels of capital expenditures prior to the crisis.
1.4.2.1 Regressions of Firm Performance on Corporate Diversification

Panel A of Table 3 presents the results of regressions of crisis period stock returns on
diversification variables. The coefficient on the multiple-segment indicator is negative and
significant at the 1% level when all control variables are included, and at the 5% level without
the controls. The magnitude of the coefficient indicates that on average, diversified firms lost an
additional 4.7% of value during the crisis relative to single-segment firms even after controlling
for debt, size, industry, and country. Given two equally valued firms prior to the crisis, one
diversified and one not, after the crisis the single-segment firm was valued at a premium of over
20% to the diversified firm, on average. The coefficient on the second diversification measure,
number of industries, is also negative and significant at the 1% level with the size and debt
controls inciuded, and at the 5% level without the controls. These results suggest a loss of value
to diversified firms during the crisis that could potentially be attributable to greater expropriation
of minority shareholders.
1.4.2.2 Diversification and Investment Opportur ities

To try to understand the source of the loss in value for diversified firms, | create a
measure of the diversity of investment opportunities similar to that employed in Rajan, Servaes,

and Zingales (1999). Specifically, I use the market-to-book ratio of each firm as a proxy for
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Tobin’s q to indicate the level of investment opportunity. I find the industry median market-to-
book ratio for single-segment firms in each industry in each country. Ithen match each segment
of each conglomerate to its appropriate industry median market-to-book ratio. Industries are
defined at the two-digit SIC level, but if no single-segment firms are available for a particular
two-digit SIC in a particular country, I use the broader industry classifications as defined in
Campbell (1996). If no match is available at ali, I use the country-wide median market-to-book
ratio as a fill-in. This occurs for about 15% of segments, and the unmatched segments are

typically small relative to the total value of the diversified firm.

To measure variation in investment opportunities for diversified firms I take the standard
deviation of the market-to-book ratios for all segments in the firm. A high standard deviation
would indicate greater diversity in investment opportunities across divisions of the firm. To
assess the importance of investment opportunities in explaining the loss in value for diversified
firms during the crisis, I split the diversified firms into two equal groups: high (above median)
and low (below median) variation in investment opportunities.

In Panel B of Table 3 Diversified*High Variation indicates that a firm is both diversified
and has a high standard deviation of investment opportunities. Diversified*Low Variation
indicates those diversified firms with a low standard deviation of investment opportunities. The
coefficient is negative on both variables in both specifications, indicating that diversification was
harmful during the crisis for both classes of firms. But the magnitude and significance of the
coefficients on each variable are quite different. The diversified firms with high variation in
investment opportunities had an additional negative return of about 4.7%, and this coefficient is
significant at the 1% level. The diversified firms with low variation in investment opportunities

had an additional negative return of about 1.7%, and this coefficient is not significant. These

25



results are consistent with cross-subsidization of faltering divisions as a source of the value loss
for diversified firms during the crisis.
1.4.2.3 The Discount for Corporate Diversification

In order to check the robustness of the above results on the performance of diversified
firms during the crisis 1 use a methodology similar to that employed by Berger and Ofek (1995)
to assess the diversification discount for firms during the crisis. 1 do this in order to be
comparative with other literature on diversification, but this methodology does present a couple
of problems for usage in this study. First, the methodology uses data collected over the course of
an entire year, making it impossible to pinpoint the exact loss in value over the crisis period.
Second, performing the calculation requires a certain critical mass of firms in each country in
order to match diversified firms with single-segment firms by industry. The number of firms per
country in my sample is relatively small, particularly for the Philippines.

I compute diversification discounts for four consecutive years. The years are defined
from July to June in crder to correspond more closely to the timing of the crisis (with July 2,
1997 being considered the beginning of the crisis.) Two years occur prior to the crisis, one in the
middle of the crisis, and one in the rebound period following the crisis. Thus, the years begin in
July each year from 1995 to 1998 and end in June of the following year.” 1 use product segment
information broken down by sales to categorize each firm’s sales by percentage according to
two-digit SIC codes. I classify firms in the sample as single-segment if 90% or more of the
firm’s sales correspond to a single two-digit SIC code and as diversified otherwise.

My measure of valuation for each firm is the ratio of the market value of equity to total

sales. I calculate the “excess value” of each firm as the log of the ratio of actual value to

? The final year rumber is preliminary, because at the time of writing, Worldscope had not yet reported data for all
firms for fiscal year-ends from July 1998 to June 1999. A final estimate shouid be available within a few months.
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impﬁted value. A firm’s actual value is its actual ratio of market value to sales. A firm’s
imputed value is calculated as follows. First, I compute the median market-to-sales ratio for all
single-segment firms that operate in each two-digit SIC in each country. Then for each firm 1
take the weighted average (according to percent of sales) of the appropriate medians of two-digit
SICs in which that firm operates. If no single-segment firm operates in a given two-digit SIC in
a given country, then the median used is the median of single-segment firms in the broader
industry classifications used by Campbell (1996). If no single segment match is found even in
the broader classification, then the median of all single-segment firms in the country is used.
Industry matches at some level are found for about 85% of the segments, and the segments
without matches are typically small relative to the entire firm. This weighted average is the
imputed value. Imputed values are calculated for single-segment firms as well as diversified
firms in order to make appropriate comparisons. To reduce the influence of outliers, a firm is
eliminated from the sample if its actual value is more than 4 times its imputed value or less than
v4 of its imputed value. '

Following Lins and Servaes (1999) 1 estimate the value of corporate diversification with
the following regression model for two pre-crisis years, one mid-crisis year, and one post-crisis

year:

Excess Value = a + b)(Multiple-Segment Indicator) + by(Log(Total Assets))

+ b3(CAPX/Sales) + e

'° Although no specific rationale dictates the use of this screen, it is the standard screen that has been used in other
studies.
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Consistent with other studies, firm size and capital expenditures are included as control
variables.

Table 6 reports the regression results. Two different specifications are reported for each
year, one with CAPX/Sales included as a contro! and one without. The logarithm of total assets
is included as a control in all specifications. The coefficient cn the multiple-segment indicator
can be interpreted as the discount for diversification. In all years and all specifications a
negative coefficient is reported, indicating a discount for diversification. In the two pre-crisis
years the discount measures around 2%, but these discounts are not significant at standard
significance levels. In the mid-crisis year, the discount widens to 8%, with the discount being
significant at the 1% level. In the post-crisis year, the discount widens furcher to 13%, and this is
also significant at the 1% level. This widening of the diversification discount during the crisis
supports the results of the previous regressions showing that diversification was detrimental for
performance during the crisis. The result could be indicative of the greater costs of expropriation
due to weakened corporate governance. The result is consistent with Claessens et al. (1999) who
find a stronger diversification discount during the crisis period, although the Claessens e al.
(1999) result is based on nine Asian countries (the sample is dominated by Japan) and a broader
sample of firms in each country (including smaller and less-liquid stocks.)

The widening of the discount to 13% is less than the value loss estimated by the
regressions in section 4.1. Three factors could account for this. First, the mechanics of
calculating the discount may be problematic, particularly because I have a relatively small
number of firms to work with. Second, sales may be dropping relatively more for diversified
firms during the crisis, a value loss that would not necessarily be picked up by the diversification

discount. However, I find that sales declined about equally for diversified and single-segment
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firms during the crisis. Finally, and most likely, the discrepancy could occur because the
regressions use points in time precisely at the beginning and end of the crisis, whereas the

discount calculation, of necessity, combines data compiled for an entire year’s time.

1.43 The Impact of Disclosure Quality on Firm Performance

Table 4 presents the results of regressions of crisis-period stock returns on measures of
disclosure quality. The coefficient on ADR, the first variable, is positive and significant at either
the 5% level in each specification. The magnitude of the coefficient indicates that firms with
ADRSs had more than a 7% return above what firms without ADRs had during the crisis. "' The
coefficient on the dummy variable for having a Big Six auditor is also positive and significant at
the 5% or 10% level in all specifications. The magnitude of the coefficient indicates that firms
with Big Six auditors had a 5% return above that of firms with other auditors, suggesting-scme
benefit during the crisis to having an auditor with a more prominent international reputation

The final two specifications in Table 4 show that both disclosure variables retain their
significance when included in the regression simultaneously, indicating that there are separate
positive effects for each measure of disclosure quality. Having both indicators is assoctated with
a retention of 11.4% of pre-crisis value above that of firms without the indicators. In a post-
crisis perspective, the difference seems even larger. Given two equally valued firms prior to the
crisis, one with both indicators of disclosure quality and one with neither, the firm with higher

disclosure quality traded at a 58% premium, on average, to the firm with lower disclosure quality

by the end of the crisis.

1" Additional evidence on the benefits of additional listings comes from Malaysia. Many firms listed on the Kuala
Lumpur Stock Exchange were also (until recently) listed on Singapore’s central limit order book. The firms with
dual listings also significantly outperformed firms with single listings during the crisis, even though the dual listing
had no additional formal disclosure requirements.
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1.4.4 Additional Tests

In this section I give results of regressions that include all corporate governance variables
simultaneously. 1 also test the same variables on pre-crisis and post-crisis time periods to see if
the significance of the variables is unique to the crisis period.
1.4.4.1 Regressions of Firm Performance on All Corporate Governance Variables

In Table 7 I present results from regressions including ownership concentration,
diversification, and disclosure quality simultaneously to assess whether the results in separate
regressions are manifestations of the same effect. 1include the measures of outside and
managerial ownership concentration, diversification interacted with variation in investment
oppertunities, and both disclosure quality variables. In the first two specifications 1 leave out
ownership concentration because the sample size drops when this variable is included. As is
seen in Table 7, all variables retain the expected sign in all specifications. All variables that
were significant separately retain significance at the 1%, 5%, or 10% level with the exception of
the dummy variable for a Big Six auditor, which retains significance in three out of four
specifications. The resuits indicate that the effects discussed in previous sections are primarily
separate effects, and not manifestations of the same phenomenon. The adjusted R? in the final
regression is 0.328, indicating that the variation in these corporate governance variables, along
with the control variables, explains about a third of the variation in firm stock price performance
during the East Asian financial crisis.
1.4.4.2 Regressions on Pre-Crisis and Post-Crisis Time Periods

Table 8 shows the results from regressions using the same corporaie governance variables

on pre-crisis and post-crisis periods. For the pre-crisis period it will be important to know if
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variables that were significant during the crisis have always had an effect on returns. If so, then
the performance of the variables during the crisis may not be entirely attributable to the crisis.
For the post-crisis period it will be important to see the effect of these variables once the
countries begin to rebound. To the extent that the variables have no significance after the crisis,
it will tend to indicate that the market learned something about these firms during the crisis that
is still reflected in their pricing. To the extent that the abnormal performance associated with
these variables is reversed after the crisis, it will tend to indicate more that these factors just
make firms more vulnerable to this type of shock.

Panel A of Table 8 shows the results of regressions of returns from the pre-crisis pericd
of June 1995 to June 1996. Panel B shows the results for the pre-crisis period of June 1996 to
June 1997. The number of observations is reduced by about 10% in each earlier year because of
a lack of earlier return data. Looking at the coefficients for both pre-crisis years, very few strong
patterns emerge. In some cases the sign of the coefficients is opposite of the sign during the
crisis period, but in other cases the sign is the same. None of the variables in this regression is
significant at standard levels, with the exception of the coefficient on the variable indicating
diversification and high variation in investment opportunities, which is positive and significant at
the 10% level in one of the two pre-crisis years. In general the results in Panels A and B indicate
that the impact of these variables during the crisis was not the continuation of effects that existed
prior to the crisis. Nor was the performance of these variables during the crisis was simply the
reversal of some abnormal returns prior to the crisis.

Panel C of Table 8 shows the results of regressions of returns from the post-crisis period
of August 1998 to July 1999. In this period it appears that there was something of a reversal of

trends from during the crisis. The coefficients cn the key corporate governance variables have
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the reverse sign of what they had during the crisis. For diversification variables and the ADR
indicator, the coefficients are significantly different from zero, while the coefficients on the other
variables are not significantly different from zero. The magnitude of the coefficients is generally
large, but should be viewed in light of the fact that the average firm return over this period was
well over 300%. Furthermore, the sample size is somewhat smaller in the post-crisis period.
Firms that stopped trading during the crisis are not included in the post-crisis sample. This
potentially biases the post-crisis results relative to the results from the crisis period. In general,
however, the results from the post-crisis period indicate that the performance of variables related
to corporate governance during the crisis are somewhat reflective of certain firms just being

more susceptible to this type of shock.

1.5  Conclusion

[ have shown that variables related to corporate governance can explain a significant
amount of cross-firm variation in stock price performance during the East Asian crisis.
Ownership concentration, corporate diversification, and disclosure quality all have separate
effects on firm performance even after controlling for other important factors. Although some
alternative interpretations of the results cannot entirely be discarded, this paper is a step toward
understanding the role of corporate governance during the crisis, and at a minimum shows that
corporate governance cannot be ruled out as a cause of the crisis.

In a more general sense, this paper suggests that in times of distress, corporate
governance can have large, first-order effects on firm value. The results highlight the need for
effective corporate governance and support the often-stated policy recommendation that

countries that open up to capital flows should do so with a solid institutional foundation in place.
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This paper also provides evidence of a link between corporate governance and macroeconomic
events. But perhaps most importantly for decision-makers in firms, these results show that firms
are not entirely hostages to the countrywide practices of corporate governance in their home
country. To some degree, firms may be able to opt out of the corporate governance systems of
their own country. By unilaterally improving corporate governance at the firm level, firms may

be able to provide some protection to shareholders in a period of extreme economic distress.
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Table 2: Ownership Concentration
Coefficient estimates from regressions of stock returns on ownership concentration variables and control varables

For sample firms in Indonesia, South Korea, Malaysia, the Philippines, and Thailand

Panel A. General Ownership Concentration

(Specification) (i) (ii) (i) (v)
Intercept -0.706 *** -1.068 *** -0 752 *** -1 062 ***
[-9.25) [-6.86] [-9 08] [-6 84]
Largest Blockholder Concentration 0170 *** 0.131 ***
[3.88) [3.08]
Summed Ownership Concentration 0.159 *** 0.098 **
[3.64] [2.23]
Log(Total Assets) 0.051 ™** 0048 ***
(3.37) [3.03]
Total Debt/Total Capital -0.0017 *** -0.0017 ***
[-4.50} [-4.53]
Country Dummies included Iincluded Included Included
Industry Dummies Included included Included Included
Number of Observations 301 294 301 294
Adjusted R-squared 0.233 0.308 0.237 0.304

Regressions of stock returns on ownership concentration variables and other control variables of firms over the East Asian
crisis period of June 1997 to August 1998. Firms not included in the IFC global index and firms operating primarily in SIC
codes 6000-6999 are excluded. Stock returns are compound raw returns measured over the cnsis period and are in
$U.S. Firms with missing data on ownership concentration are exciuded from all regressions. Firms with missing data on
total assets or debt ratios are excluded from regressions where these variables are included. Summed ownership
concentration is defined as the sum of the percentages owned by all shareholder owning 5% or more of the firm. Largest
blockholder concentration is defined as the percentage owned by the largest shareholder in the firm. Country dummy
variables are included for 4 of the 5 countries. Industry dummy variables are included for 10 of 11 industries, broadly
defined as in Campbell (1996). Heteroskedasticity-consistent t-statistics are in parentheses, and asterisks denote
significance levels: * indicates significance at the 10% level, ** indicates the 5% level, and *** indicates the 1% level.



Table 2: Ownership Concentration (Continued)

Coefficient estimates from regressions of stock returns on ownership concentration variables and control variables
For sample firms in Indonesia, South Korea, Malaysia, the Philippines, and Thailand

Pane! B. Management Ownership Concentration

(Specification) (i) (i) iii) ~(iv)
Intercept -0.622 *** -1.041 *** -0.727 *** -1.068 ***
[-9.39] [-6.91) [-9.41) [-7.01]
Largest Management Blockhoider % -0.092 0.007 -0.066 0.062
[-0.83) [0.06) [-0.06) [0.56])
Largest Non-Management Blockholder % 0.189 *** 0.133 ***
[4.26] [3.02)
Log(Total Assets) 0.056 *** 0.650 ***
{3.81} [3.47]
Total Debt/Total Capita! -0.0018 *** -0.0016 ***
[-4.89) [-4.40)
Country Dummies Included Included Included Included
Industry Dummies Included Included Included Included
Number of Observations 301 294 301 294
Adjusted R-squared 0.209 0.293 0.237 0.305

Regressions of stock returns on ownership concentration variables and other control variables of firms over the East Asian crisis
period of June 1997 to August 1998. Firms not included in the IFC global index and firms operating primarily in SIC codes 6000-
6999 are excluded. Stock returns are compound raw returns measured over the crisis period and are in $U.S. Firms with missing
data on ownership concentration are excluded from all regressions. Firms with missing data on total assets or debt ratios are
excluded from regressions where these variables are included. Management ownership concentration is defined as the sum of the
percentages owned by all shareholder owning 5% or more of the firm who are also listed as officers of the company in Worldscope.
Country dummy variables are included for 4 of the S countries. Industry dummy variables are included for 10 of 11 industries,
broadly defined as in Campbell (1996). Heteroskedasticity-consistent t-statistics are in parentheses, and asterisks denote
significance levels: * indicates significance at the 10% level, ** indicates the 5% level, and *** indicates the 1% level.



Table 3: Diversification
Coefficient estimates from regressions of stock returns on diversification measures and control vaniables
For sample firms in indonesia, South Korea, Malaysia, the Philippines, and Thailand

Panel A: Diversifcation Measures

(Specification) (i) (ii) (1ii) (iv)
intercept -0.61 *** -0.77 *** -0.61 *** -0.79 ***
[-11.23) [-5.11] [-11.15] [-5.25]
Muitiple-Segment Indicator -0.046 ** -0.047 ***
[-2.53] [-2.62]
Number of Industries -0.014 ** -0.016 ™
[-2.47) [-2.65]
Log(Total Assets) 0.028 * 0.031 **
[1.89] (2.05]
Total Debt/Total Capital -0.0021 *** -0.0021 ***
[-6.27] [-6.31]
Country Dummies Included Inctuded included Included
Industry Dummies Included Included Included Included
Number of Observations 398 384 398 384
0.216 0.270 0.211 0.267

Adjusted R-squared
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