
Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
585 

CORPORATE 

OWNERSHIP & CONTROL 

 

 

 

 

Postal Address: 

 

 

 

Postal Box 36 

Sumy 40014 

Ukraine 

 

 

 

Tel: +380-542-698125 

Fax: +380-542-698125 

e-mail: alex_kostyuk@virtusinterpress.org 

www.virtusinterpress.org 

 

 

 

Journal Corporate Ownership & Control is published four times a year, in September-November, December-

February, March-May and June-August, by Publishing House ―Virtus Interpress‖, Kirova Str. 146/1, office 20, 

Sumy, 40021, Ukraine. 

 

 

 

Information for subscribers: New orders requests should be addressed to the Editor by e-mail. See the section 

"Subscription details". 

 

 

 

Back issues: Single issues are available from the Editor. Details, including prices, are available upon request. 

 

 

 

Advertising: For details, please, contact the Editor of the journal.  

 

 

 

Copyright: All rights reserved. No part of this publication may be reproduced, stored or transmitted in any form 

or by any means without the prior permission in writing of the Publisher.  

 

 

 

 

Corporate Ownership & Control  

 

ISSN  1727-9232 (printed version) 

          1810-0368 (CD version) 

          1810-3057 (online version) 

 

Certificate № 7881  

 

 

Virtus Interpress. All rights reserved. 

 

 

mailto:alex_kostyuk@virtusinterpress.org


Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
586 

CORPORATE OWNERSHIP & CONTROL 
VOLUME 12, ISSUE 2, WINTER 2015, СONTINUED – 6 

 

CONTENTS 
 

 

 

 

 

 

 

 
IS GOOD CORPORATE GOVERNANCE PRACTICE THE PANACEA  
FOR SMALL-TO-MEDIUM BUSINESSES OPERATING IN THE SOUTH  
AFRICAN RETAIL SECTOR? 587 
 
Athenia Bongani Sibindi, Augustine Oghenetejiri Aren 
 
PROMOTER OWNERSHIP AND WORKING CAPITAL MANAGEMENT  
EFFICIENCY OF INDIAN MANUFACTURING FIRMS 598 
 
Amarjit Gill, Harvinder S. Mand, John D. Obradovich 
 
CORPORATE SOCIAL RESPONSIBILITY AND STOCK PRICES:  
A STUDY ON THE ITALIAN MARKET 608 
 
Giovanni Fiori, Francesca di Donato, Maria Federica Izzo 
 
AN INVESTIGATION INTO THE PERSONAL VALUES OF SMALL  
BUSINESS OWNERS IN SOUTH AFRICA 618 
 
Olawale Fatoki 
 
EXPLORING BUDGETARY SLACK: THE INFLUENCE OF ORGANIZATIONAL  
COMMITMENT AND JOB-RELATED TENSION 623 
 
Desmond C. Yuen, Philip K. Law, Mike Tayles 
 
CORPORATE GOVERNANCE AND FINANCIAL PERFORMANCE OF ITALIAN  
LISTED FIRMS. THE RESULTS OF AN EMPIRICAL RESEARCH 636 
 
Matteo Rossi, Marco Nerino 
 
DOES EFFECTIVE MONITORING BY THE BOARD OF DIRECTORS  
AFFECT THE RELATIONSHIP BETWEEN GLOBAL DIVERSIFICATION  
AND FINANCIAL LEVERAGE? 652 
 
Feras M. Salama, Taisier A. Zoubi 
 
 
 

  



Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
587 

IS GOOD CORPORATE GOVERNANCE PRACTICE THE PANACEA 
FOR SMALL-TO-MEDIUM BUSINESSES OPERATING IN THE 

SOUTH AFRICAN RETAIL SECTOR? 
 

Athenia Bongani Sibindi*, Augustine Oghenetejiri Aren 
 

Abstract 
 
The small, micro and medium business enterprises (SMMEs) sector is universally acclaimed for 
fostering economic growth in many economies. The health of this sector is largely premised on the 
observance of good corporate governance tenets. The purpose of this paper is to determine whether 
good corporate governance practice has been firmly embedded in the small-to-medium enterprise 
(SMMEs) sector in South Africa. In this study we interrogate the influence of good internal control 
systems, with a special focus on cash flow management practices on the survival or growth of the 
SMMEs. This paper utilised qualitative research methods and employed the survey technique amongst 
the SMMES operating in the retail sector of Pretoria in South Africa. We find evidence that good 
corporate governance practices enhance cash flow management processes. This is extremely important 
to the survival of a business, particularly small businesses, and poor corporate governance practices 
lead to weak cash flow management systems, which can thus lead to small business failure. We also 
proffer policy advice as to the remedial actions needed to safeguard this sector. 
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1 Introduction 
 

The significant and dynamic contributions of small 

businesses to the economy of countries cannot be 

overestimated. Small businesses are, globally, 

recognized as the backbone of country economies; 

instruments for fostering economic growth, 

entrepreneurship, and resourcefulness. It is estimated 

that 91% of formal business entities in South Africa 

are small, micro, and medium enterprises (SMMEs) 

and that these SMMEs contribute between 52 to 57% 

to the GDP and provide about 61% to employment 

(Abor and Quartey, 2010). Despite the notable 

contributions of small businesses as drivers of 

economic growth in terms of employment creation, 

and tremendous GDP contributions, SMMEs globally 

still face high failure rates with South Africa having 

one of the highest SMME failure rates in the world. 

The astonishing and unarguable contribution of 

SMMEs to the South African economy in terms of job 

creation, poverty alleviation and eradication, thus 

makes the issue of the growth and survival of small 

businesses a particularly exigent matter for academic 

discussion and study. 

A large body of academic literature has been 

devoted to the concept of cash flow and cash flow 

management. These include the works of Soenen 

(1973), Berryman (1983), Drever and Hartcher (2003), 

Mackevičius and Senkus (2006), Cui, Hastak, and 

Halpin (2010), Morin and Maux (2011) amongst 

others. They emphasise and reiterate the importance of 

good and effective cash flows and cash management 

for organisations/businesses. Important and relevant as 

this may be, there is scant research on whether internal 

corporate governance practices of micro, and medium 

enterprises (SMMEs) have an effect on cash flows and 

cash management processes. Research into the small 

business sector in South Africa has been insufficient 

and inadequate, and this has hampered the 

development of the sector (Mbonyane and Ladzani, 

2011). 

It is estimated that the failure rate of SMMEs in 

South Africa is between 70% and 80% (Fatoki, 2011). 

In consonance with this statement, SME South Africa 

(2012) identified poor inventory and cash flow 

management among the top ten reasons why small 

businesses fail. Several reasons are cited for this 

alarmingly high failure rates among small businesses 

in South Africa, inter alia, poor cash flow 
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management. The rationale for undertaking this study 

will thus be to examine the reasons for such 

outrageous and startling failure rates among SMMEs, 

primarily giving cognisance to the current cash 

management processes and pressing cash management 

needs of retail SMMEs in South Africa.  

This research effort seeks to unravel the 

corporate governance practices of SMMEs in the 

South African retail sector and recommend ways to 

improve and ensure better cash flow management for 

these businesses. The rest of the paper is organised as 

follows; a literature review is conducted in the next 

section, the research methodology is outlined in 

Section 3, the research findings are discussed in 

Section 4 and Section 5 concludes. 

 

2 Literature review 
 
2.1 SMMEs: Definitions and categories 
 
From the review of past research and academic books, 

it is noted that there is no single, universally accepted 

definition of the term ‗SMEs‘. Various research 

articles and books conducted on the topic of SMMEs, 

as well as various countries and economic legislations, 

have differing definitions of SMEs.  In reviewing past 

literature, several definitions of SMEs were provided, 

as these definitions vary from one country to the other, 

and what constitutes an SME has been argued 

differently in different research articles and books 

written by various research minds. 

Other research articles use measures such as the 

number of employees; annual sales or receivables; net 

worth, and the relative size of the business within its 

sector. Given the disparate criteria for defining 

SMMEs, it is evident that the definition of small 

businesses differs from country to country, and 

industry to industry.  Businesses considered as SMEs 

are those with less than 200 employees in the United 

Kingdom, less than 500 employees in the United 

States of America, and a maximum of 100 employees 

for the Organization for Economic Co-operation and 

Development (OECD) (Anderson, 2011). The Dalberg 

report on Support to SMEs in Developing Countries 

(2011) outlines the European Union definition of 

SMMEs as follows: ―The category of micro, small and 

medium-sized enterprises is made up of enterprises 

which employ fewer than 250 persons and which have 

an annual turnover not exceeding 50 million euro, 

and/or an annual balance sheet total not exceeding 43 

million euro.‖ 

The National Small Business Act (South Africa) 

defines a ―small business‖ as a separate and distinct 

business entity, including cooperative enterprises and 

non-governmental organizations, managed by one 

owner or more which, including its branches or 

subsidiaries, if any, is predominantly carried on in any 

sector or sub-sector of the economy and which can be 

classified as a micro-, a very small, a small, or a 

medium enterprise (SMME). Brand, Du Preez, and 

Schutte (2007) elucidate that the term ‗SMME‘ is 

mostly South African-related and includes ‗micro‘ 

enterprises, as opposed to the more general accepted 

term ‗SME‘ ‖. 

 

2.2 SMMEs in the South African retail 
sector 
 

The retail sector forms a critical element of a 

community‘s economic and social welfare and 

provides people with choices of products and services 

(Ligthelm, 2008). Small business or Microenterprise 

activity in retail trade is considered the most prevalent 

entrepreneurial activity in the informal sector of 

Africa. In a census of microenterprises conducted, it 

was found that about 70% of South African micro-

businesses are concentrated in the retail sector 

(Ligthelm, 2006). SMMEs operating in the wholesale 

and retail trade, repair of motor vehicles, motor 

Cycles, personal and household goods, and hotels and 

restaurants, industry, make up 22.9% of the formal 

sector, and 51.7% of the informal sector of the South 

African economy (The Department of Trade and 

Industry, 2008).  

 

2.3 The important, but precarious nature 
of SMMEs 
 

Globally, the momentous importance and contribution 

of SMMEs to various national economies cannot be 

overestimated. SMMEs play a significant role in the 

contribution to the Gross Domestic Product (GDP) of 

the economy as well as in the creation of employment 

opportunities for the employable workforce. Bruwer 

(2012) asserts that in South Africa, there are an 

estimated number of 3,830,511 small medium and 

micro enterprises (SMMEs) currently in operation. He 

further postulates that these business entities play a 

pivotal role in the creation of jobs, the alleviation of 

poverty and the overall enhancing of the economy. 

According to Indexmundi (2012), the estimated GDP 

of South Africa stood at a mammoth $491.4 billion 

(R3.149 trillion) in 2004. Of this total GDP, they 

believe that SMMEs contributed 35% thereof, which 

translates to $171.9 billion (R1.102 trillion) (De 

Jongh, Van der Merwe et al,  2012).  

Despite the noted contributions of SMEs to the 

world, and local economy in terms of increase in 

GDP, poverty alleviation, and job creation, SMEs 

worldwide, have a precarious nature, and are highly 

prone to failure. Past Research conducted estimate that 

40% of new business ventures fail in their first year, 

60% in their second year, and 90% in their first 10 

years of existence (Cant, 2012). In South Africa, the 

number of SME failures in year 5 varies between 50 

and 95% and about 75% of new SMEs do not become 

established firms. This makes the failure rate of 

SMMEs in South Africa one of the highest in the 

world (Neneh, 2012) 
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2.4 Reasons why small businesses fail? 
 

Van Scheers (2011) avers that a number of challenges 

have been identified as proffering to the failure of 

SMEs, not only in South Africa, but also worldwide. 

A number of research articles have cited several 

reasons why small businesses fail. Franco and Haase 

(2009) in reviewing past literature for their study on 

Failure factors in small and medium-sized enterprises, 

identified a lack of qualifications and experience 

possessed by SME founders or managers, as severe 

constraints on SME‘s development. Van Scheers 

(2011) reaches a conclusion in her research study that 

a positive correlation exists between marketing skills 

challenges and business failure in South Africa. Other 

reasons adduced for SMMEs failure include; Lack of 

Business management training and skills (Ngwenya, 

2012), poor bookkeeping, inexperience in the field of 

business and the lack of technical knowledge, poor 

managerial skills, lack of planning, and lack of market 

research (Okpara, 2011), the lack of institutional 

support, along with inadequate legislation and 

excessive regulations (Franco and Haase, 2009), to 

name but a few. However, in reviewing past and 

current academic literature on the causes of SMEs 

failure, one recurring factor which is continuously 

highlighted as possibly the most important reason why 

small businesses fail, is that of poor cash flow 

management. Hatten (2012) in discussing managing 

cash flow as an important principle of small business 

management asserts that each business day 

approximately a dozen U.S small businesses declare 

bankruptcy. The majority of these business failures are 

caused by poor cash-flow management. 

 

2.5 Embedding good corporate 
governance practices 
 

Embedding good corporate governance practices is the 

key to the survival of SMME‘s. Corporate governance 

practices have evolved over the years in South Africa. 

According to  Ntim, Lindop and Thomas (2013) 

formal attempts at enhancing corporate governance 

practices in SA corporations began in 1994 with the 

King I report, but whilst the proposals were 

observably similar to those of other Anglo-American 

countries, the report distinctively focused on both 

financial (shareholder) and non-financial (stakeholder) 

aspects, particularly regarding the environment, 

health, safety and affirmative action. They go on to 

observe that, however, and crucially, King I failed to 

explicitly make recommendations relating to sound 

corporate risk management and reporting practices 

(King Committee, 1994, 2002). Consequently, King I 

was revised and replaced with a second King Report 

(King II) in 2002. Similar to King I, King II focused 

on governing the firm in the broader interests of both 

shareholders and stakeholders, but distinct from King 

I, it placed special emphasis on the need for sound and 

robust risk management and reporting practices (King 

Committee, 2002). Specifically, it provided explicit 

guidance in three main areas of risk management: 

definition, identification, and classification of risks; 

risk governance structure; and application and risk 

reporting. The promulgation of the new Companies 

Act in 2008 and changes in international corporate 

governance trends necessitated the revision of the 

code and hence the birth of King III in 2009. 

King III extended the scope of reporting of 

companies to also cover: 

• how a company has, both positively and 

negatively, impacted on the economic life of the 

community in which it operated during the year under 

review; and 

• how the company intends to enhance those 

positive aspects and eradicate or ameliorate the 

negative aspects in the year ahead. 

 

2.6 Poor cash flow management and 
SMMEs failure 
 

Most of the successful small businesses ensure that 

they maintain a sound cash flow position for the 

business. Good cash flow management is essential 

because most of the SMEs that have failed, failed due 

to poor cash flow management (April, 2005). It is 

generally acknowledged as the single most pressing 

concern of most small and medium-sized enterprises 

(SMEs). These premises accentuate the cardinal 

influence that proper and effective cash flow 

management has on the failure or success of a 

business, particularly SMMEs.  Drever and Hartcher 

(2003) in their research paper exploring the issues 

relating to cash flow management practices on small 

businesses in a regional area of Australia, postulate the 

inevitable link between small business failure and 

poor or careless financial management. All too often, 

poor cash management systems have led small 

business managers to liquidate or reorganize under 

Chapter 7 or 11 of the Bankruptcy Code, and not just 

SMMEs, but even large corporations cannot afford to 

overlook the preeminent value of effective cash 

management (Harvard Business School, 1998). 

 

2.7 Techniques and methods for 
managing and/or improving a business’ 
cash flow 
 

Given the indubitable effect that poor cash flow 

management can have on businesses, particularly 

SMMEs, it is imperative that small businesses know 

how to- , and, manage their cash flows effectively. 

Different articles and books recognize several 

techniques and tools for managing cash – 

 

2.7.1 Receivables, payables, and inventory 

management (cash flow cycle) 
 

Zimmerer et al. (2008) in writing about managing 

cash flow in Small businesses, postulate that the first 
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step in effectively managing cash is to understand the 

businesses‘ cash flow cycle- which is the time lag 

between paying expenses to creditors and receiving 

payments from customers (debtors). They further 

assert that for small businesses to lower the possibility 

of a cash crisis, focus need to be paid on the three 

primary causes of cash flow problems, namely –

Accounts receivable, Accounts payable, and 

Inventory, which they term ―The Big Three of Cash 

Management‖. This assertion is supported by Cui, 

Hastak, and Halpin (2010) who also postulate that 

effective cash flow management involves forecasting, 

planning, monitoring and controlling of cash receipts 

and payments. Rodriguez (2011) avers that many of 

the key elements of a sound cash-management system 

deal with accounts receivable. Since every dollar of 

accounts receivable equals a dollar of cash invested on 

the balance sheet, it stands to reason that the quicker 

those receivables are collected, the more cash is 

available for additional investments‖ These findings 

are supported by Brigham and Daves (2007) who 

observe that the shorter the cash conversion cycle, the 

lower the required net working capital, and the higher 

the resulting free cash flow. An intelligent analysis of 

customer payment histories and collections processes 

can significantly improve a company‘s cash position 

(Harvard Business School, 1998). It is recommended 

that businesses find ways to speed up their 

receivables, while extending their accounts payables 

period, without destroying their credit ratings. This is 

the essential of effective working capital management, 

resulting in higher free cash flows (Brigham and 

Daves, 2007) 

 

2.7.2 Maintaining an optimal cash balance 

 

Cash flow problems can force a profitable firm into 

bankruptcy because the firm is unable to pay its bills. 

Failure to correctly assess timing and control of cash 

flows is one of the primary causes of small business 

bankruptcy (Cheatham, Dunn, and Cheatham, 1989) 

Cash management is a vital task because cash is the 

most important, yet the least productive asset that a 

small business owns (Zimmerer et al., 2008). All 

businesses require cash to finance their daily 

transactions. In addition to the transaction motive, 

businesses need to hold additional cash for unexpected 

requirements, or for precautionary purposes. The 

opportunity cost of holding excess cash, however, 

could be high, especially under high interest rates. A 

target cash balance that involves a trade-off analysis 

of covering cash deficiency and avoiding excessive 

cash balance, thus needs to be established (Cui, et al; 

2010). A cash flow forecast, or budget, is a 

recommended cash management tool, which can help 

small businesses predict their business‘ cash inflows 

and outflows over a certain period, and also identify 

potential cash flow gaps- periods when cash outflows 

exceed cash inflows when combined with the 

business‘ cash reserves. Using cash budgets, aging 

schedules, and float to control the inflow and outflow 

of cash is paramount for effective cash management 

(Hatten, 2012). Thus, the cash flow forecast, or 

budget, as a tool, can be used by small businesses to 

ensure that it is not overwhelmed by unexpected 

fluctuations in cash flows. 

 

2.7.3 Building and promoting a cash culture 
 

Van Scheers (2010), in her research study determining 

the challenges faced by small family groceries shops 

in South Africa, identified financial problems as a 

major challenge faced by small grocery shops. She 

posits- that the granting of consumer credit also 

presents significant challenges for small businesses. 

No less than 41.8 % ‗agree‘ or ‗strongly agree‘ that, 

bad debts pose a serious problem to their businesses. 

Cash flow is thus, a fundamental determinant of the 

survival of small businesses especially; not accounting 

profit or loss from credit sales; but cash flow.  

Building a ―cash culture‖, is thus, one such cash 

management practice that will ensure that businesses 

achieve sustainable, long-term improvements in cash 

management (Koon and Meng, 2012). SMEs, thus 

need to limit the amount of trade credit granted to 

customers, especially those with poor credit records, 

and insist on cash payments for a majority of its‘ 

transactions. This ensures the liquidity of small 

businesses and limits the costs of bad debts incurred. 

 

3 Methodology 
 
3.1 Research design 
 

A qualitative research study was conducted. The 

specific type of qualitative research design used was a 

survey research study. Survey research involves 

acquiring information about one or more groups of 

people by asking them questions. It can be about their 

characteristics, opinions, attitudes or experiences. 

The population for this study consisted of 

registered retail SMMEs located within the Pretoria 

Central and Pretoria East area (specifically Sunnyside, 

Pretoria CBD, Arcadia, Atterbury, Hatfield, Menlyn, 

and Brooklyn) of the city of Tshwane in the Gauteng 

province of South Africa. One of the primary 

attributes of qualitative research is the small number 

of participants in the study. The data for this study was 

collected from 31 SMMEs owners, managers, 

accountants and sales clerk responsible for the internal 

control processes of their respective businesses 

(n=31). The research study primarily made use of the 

purposive sampling and quota sampling methods.  

 

3.2 Data collection 
 

The data for this study was collected by means of 

interviews and questionnaire. Based on the research 

objective and research questions, an interview 

schedule and questionnaire was developed to collect 
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data from the research study sample. Interviews were 

conducted with 25 selected respondents, while six of 

the selected respondents refused to be involved in the 

interview process and opted rather to fill out the 

questionnaire. In the interview process, a series of 

semi-structured and open- ended questions were 

asked.  

 

3.3 Data and data analysis 
 

All questionnaires handed out to respondents were 

answered and returned. Respondents did not rush 

through the questions due to time constraints. 

Respondents who received questionnaires had ample 

time (1 – 2 weeks) to think through and provide 

answers to the questions. Further discussions were 

held with some respondents to clarify their answers 

and provide additional information on some of the 

questions not properly answered or to which the 

answers provided were not properly understood. The 

data collection process took place over a period of 

three wee 

Data analysis for this study was done by means 

of content analysis. Taylor-Powell and Renner (2003) 

define content analysis as a basic approach for 

analysing and interpreting qualitative and narrative 

data. The content analysis of the qualitative data was 

done by the researcher supported with the aid of the 

ATLAS.ti 6.0 CAQDAS (Computer-aided qualitative 

data analysis software).  

 

4 Research findings and discussion 
 

The questionnaires were dispensed to-, and interviews 

were sought with-, a total of 31 SMME owners, 

managers, and accountants/financial officers who took 

part in the research study. 25 interviews were 

conducted, and 6 of the participants refused to take 

part in the interview process and opted to rather fill 

out the questionnaire instead. 

 

4.1 Section A (demographic and 
background information) 
 

This aim of this section was to establish the job titles 

of staff in charge of the internal control processes of 

the respective SMMEs, and as well as to ascertain the 

educational background of the respondents. 

 

4.1.1 Job title  

 

Of the 31 respondents, 32.26% were owners, 54.84% 

managers, 3.23% accountants/financial managers and 

9.67% sales clerks. (See Table 1) 

 

Table 1. Job titles of staff responsible for cash flow management 

 

Title of personnel 

Size of enterprise 
Total 

(n) 

Percentage 

(%) 
Micro 

enterprise 

Small 

enterprise 

Medium 

enterprise 

Owner 5 5 0 10 32.26 

Manager 3 10 4 17 54.84 

Accountant/Financial 

manager 

0 0 1 1 3.23 

Other (Sales clerks) 1 2 0 3 9.67 

Total 9 17 5 31 100 

 

4.1.2 Educational qualification 

 

The findings from the research study with regards the 

educational qualification of respondents is presented 

in Fig. 1 below. 9.68% of respondents had studied up 

to primary level or below, 25.81% had completed their 

secondary education, 12.90% had technical/vocational 

training, and 51.62% had tertiary qualifications and 

above. 

 

Figure 1. Educational qualification 
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4.2 Section B (information about 
respondent SMMEs) 
 

Section B solicited responses about the nature of the 

respondents SMMEs. Questions asked included the 

classification categories of the respondent SMME, the 

nature of business the SMME was involved in [these 

preceding questions were to ensure that SMMEs 

surveyed, complied with the definition of retail 

SMMEs as defined by the National Small Business 

Amendment Bill (South Africa, 2003), the area the 

business was located, and the number of years it had 

been in existence.  

 

4.2.1 Classification category of SMME 

 

Of the 31 SMMEs surveyed, 9 (29.03%) were micro 

enterprises, 17 (54.84%) were small enterprises, and 

(5) 16.13% were medium enterprises (Refer to Fig.2 

below).  

 

 

Figure 2. SMME distribution 

 

 
 

Majority of the respondent SMMEs were 

reluctant to disclose their annual turnover, which is 

one of the metrics used by the National Small 

Business Amendment Bill (South Africa, 2003) in 

defining small retail businesses. Therefore, the 

respondent SMMEs were classified according to the 

number of employees they employed. Retail SMMEs 

employing less than 5 employees were classified as 

―micro enterprises‖, less than or equal to 50 

employees (i.e. 5 ≤ 50), were classified as ―small 

enterprises‖, and enterprises employing between 50 

and 200 employees (i.e. 50 ≤ 200) were classified as 

―medium-sized‖ (National Small Business 

Amendment Bill, South Africa, 2003). This metric 

was used in conjunction with the Companies and 

Intellectual Property Registration Office (CIPRO) 

website where the information provided by 

respondents such as the category of the business, 

number of years since existence, nature of business 

conducted, was cross-checked against the CIPRO 

registration database to ensure validity and reliability 

of the data collected.  

 

4.2.2 Location 

 

The population for this study consisted of registered 

retail SMMEs located in the city of Pretoria in the 

Gauteng province of South Africa. The sample 

comprised of 31 SMMEs who are operating from 

Pretoria. Of the SMMEs who participated in the 

research study, eight were from Brooklyn, three from 

Menlyn,  six from Hatfield, and four from Atterbury. 

The remaining 10 SMMEs were surveyed from the 

Pretoria central metropolis- two from Sunnyside, four 

from Arcadia, and four from the Pretoria CBD area.  

 

4.2.3 Nature of business SMMEs are engaged in 

 

9.68% of businesses surveyed were retail pharmacies, 

19.35% were restaurants, 6.45% were bookshops, 

35.49% were retail clothing, handbags, and shoe wear 

shops, and the remaining 29.03% comprised of shops 

that retailed general household items, gifts and other 

consumables such as- household furniture and arts, 

kitchen utensils, leisure goods (wine, coffee, etc.),  

gadgets (security and travel), apple products (iPads, 

iPhones, iPods and apple accessories) baby toys, 

perfumes, and a meat and vegetable shop which sold 

convenience products like bread, milk, and included a 

bakery and a butchery. This is outlined as in Fig. 3 

below. 
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Figure 3. Types of retail SMMEs surveyed 

 

 
 

4.2.4 The number of years respondent SMMEs have 

been in business 

 

Past research conducted estimate that 40% of new 

business ventures fail in their first year, 60% in their 

second year, and 90% in their first 10 years of 

existence (Cant, 2012). In South Africa, the number of 

SME failures in year 5 varies between 50 and 95% 

and about 75% of new SMEs do not become 

established firms. This makes the failure rate of 

SMMEs in South Africa one of the highest in the 

world (Neneh, 2012). This question was aimed at 

determining the number of years, the retail SMMEs 

surveyed had been in existence. 

22.58% of SMMEs had been open for 0 to 3 

years, 16.13% had been open for 3 to 5 years, 12.90% 

for 5 to 10 years, and an amazing 48.39% of retail 

SMMEs surveyed had been in business for 10 years 

upwards (Refer to Fig.4 below). Two retail SMMEs 

surveyed- a retail shop in Arcadia selling men‘s 

clothing and shoes, has been open for 95 years, while 

the second retail shop located in the Atterbury value 

mart shopping mall, which specializes in retail travel 

and corporate bags, has been open since 1887. 

 

Figure 4. Distribution of years among SMMEs 

 

 
 

Of the 15 SMMEs that have been in existence for 

10 years - upwards, 66.67% of these are small 

enterprises, 20% are medium enterprises, and the 

remaining 13.33% are micro businesses. 4 retail 

SMMEs report to being in business for 5 - 10 years. 

Of these, 50% are medium enterprises, and the 

remaining 50% are micro-, and small businesses, 

making up 25% respectively. The remaining 12 retail 

SMMEs report to have been in business for 5 years or 

less. Micro enterprises make up 50% of this number, 

and small enterprises make up the remaining 50%. 

In the interview process, 2 retail SMMEs 

disclosed that their business had failed previously. The 

manager of a small restaurant located in Brooklyn, 

indicated that a second branch of the business was 

opened in a different location but it failed within its 

1st year. The second SMME, a bookshop situated in 

Pretoria CBD (a micro business), revealed that his 

business failed initially within 6 months of it opening. 
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4.3 Section C (cash management practices 
of SMMEs) 

 

 

Table 2. Question of whether the SMME has formal cash management processes or not 

 

Response 
Size of enterprise 

Total (n) 
Micro Small Medium 

Yes 4 16 5 25 

No 5 1 0 6 

Total 9 17 5 31 

 

25 of the 31 SMMEs surveyed, responded to 

having formal and in-depth cash management 

processes/techniques, while 6 retail businesses had no 

formal processes for managing their cash flow. 

94.12% of small businesses, and 100% of medium-

sized retail businesses, had formal processes for 

managing their cash flows, while only 44.44% of 

micro retail businesses attested to having such 

processes.  

Of the 25 SMMEs that affirmed they had formal 

cash management processes for managing their cash 

flows, 11 SMMEs described their cash management 

process as basic, 7 SMMEs described their cash 

management process as ―not basic but somewhat 

limited‖. Only 7 SMMEs attested to having 

comprehensive cash management processes. The 7 

SMMEs that revealed they employ comprehensive 

cash management processes in managing their cash 

flows, comprised of the 5 medium-sized businesses 

surveyed in the study, and 2 small businesses; one 

pharmaceutical retail store, and one restaurant. The 

study revealed that no micro enterprise surveyed had 

comprehensive cash management processes for 

managing their cash flows. 

The most used cash management techniques by 

SMMEs was the cash float. 96.77% of retail SMMEs 

used this technique. One medium firm however, didn‘t 

use this technique. The least most used cash 

management technique was the accounts receivables. 

This was corroborated by the same result when retail 

SMMEs where asked if they offered goods on credit. 

77.42% of retail SMMEs did not use accounts 

receivables and did not offer goods on credit. 5 out of 

the 7 retail SMMEs that did credit sales where 

medium enterprises. The analysis of the questionnaires 

and interviews revealed that micro-, and small 

businesses shy away from offering goods on account 

or credit (Refer to Table 3 below). 

 

Table 3. Common cash management techniques 

 

Techniques Yes No Not familiar Total (n) 
Percentage (%) 

Yes No 

Accounts 

receivable 
7 24 0 31 22.58 77.42 

Accounts payable 17 14 0 31 54.84 45.16 

Cash Budgets 22 9 0 31 70.97 29.03 

Cash float 30 1 0 31 96.77 3.23 

Credit sales 7 24 0 31 22.58 77.42 

Cash flow cycle 11 20 (20)* 31 35.48 64.52 

Stock/Inventory 

management 
29 2 0 31 93.55 6.45 

Cash culture 27 4 0 31 87.10 12.90 

Process for 

recording cash 
29 2 0 31 93.55 6.45 

 

Another technique not used by retail SMMEs 

surveyed was the cash flow cycle. 64.52% of SMMEs 

were not familiar with the cash management 

technique. They had either not heard about it or did 

not employ it in their business. In explaining what a 

cash flow cycle was, and how it had to do with 

accounts payables, receivables, and inventory 

management, the term ―working capital management‖ 

was brought up. 87.10% of retail SMMEs surveyed 

didn‘t know what it was or what it meant. When asked 

if they had cash reserves for their business (working 

capital), only 10 of the 31 SMMEs disclosed to having 

working capital that the business was run with.  

These findings are consistent with those of 

Agyei-Mensah (2012) who found that only 3% of 

responding SMEs always have shortage of cash for 

spending while 60% always or sometimes have a 

surplus of cash. Nevertheless, only about 27% of 

SMEs deposit cash surplus into bank accounts, while 

up to 63% did not know how to use the temporary 

cash surplus for profitable purposes. This finding 

reveals that cash surplus rather than cash shortage is a 

problem for these SMMEs.   
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4.3.1 POS and security systems 

 

Of the 31 SMMEs surveyed, 64.52% had Point-of-sale 

(POS) till systems they used in their business 

transactions. Majority of small-, and medium retail 

enterprises used POS till systems complete with touch 

screens, bar code scanners, pin pad machines for 

credit and debit card payments, cash registers, and 

software programs such as Quickbooks, Micros, Titan, 

Integrity, ProPharm for Pharmacies, and Orderwise. 

These point-of-sale systems recorded sales, kept 

debtor and creditor records, did stock control; what 

stock was leftover, and what had been sold; helped in 

dispensing medication for pharmacies, helped in 

simplifying the ordering of stock,  and payroll system 

amongst other benefits. 4 out the 31 SMMEs had 

sensormatic security systems, which are Electronic 

Article Surveillance (EAS) and Radio-Frequency 

identification (RFID) technology systems to prevent 

shoplifting. The remaining 35.48% comprised of all 

the micro SMMEs surveyed and a few small 

businesses. These retail businesses still operated a 

manual cash management system ranging from the use 

of manual invoice books, not accepting debit and 

credit cards, to the basics of just receiving cash 

payments, writing cash received in a notebook and 

handing the cash over to the store owner at the end of 

business day instead of banking in the business‘ 

account.  

Despite the low percentage of retail SMMEs 

surveyed that do not use computerised systems, when 

asked whether or not POS systems if used by retail 

SMMEs would increase the survival rate of small 

businesses in the retail sector of South Africa, 93.55% 

of the retail SMMEs responded in the affirmative. The 

remaining 6.45% replied to the contrary. These 

findings are in line with that of McChlery, Meechan, 

and Godfrey (2004) who establish the use of 

computerised accounting systems as prominent 

catalyst in promoting efficient financial management 

in SMMEs. 

 

Figure 5. Training distribution 

 

 
 

20 out of the 31 retail SMME respondents 

attested to having received no formal training to equip 

them for their role in cash management in the business 

(Fig.5 above). When asked if education or training 

could help small business owners run their businesses 

and manage their cash flows more effectively, 90.32% 

of respondents replied in the affirmative.  However, 

when asked between education versus experience, 

which played a more important role in small business 

success and survival, 67.74% of respondents chose 

experience, 12.90% chose education, and the 

remaining 19.36% responded that both education and 

experience were equally important for small business 

owners/managers (See Fig.6 below). 

 

 

Figure 6. Education versus experience 
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4.4 Section D (cash flow management and 
small business failure) 
 
This section was to determine if respondents 
considered proper cash management as an important 

factor to the survival and success of a business, 
especially small businesses. 
 

 
Table 4. ‘Poor cash flow management can lead to small business failure‘ 

 

Extent Frequency (n) Percentage (%) 

Strongly agree 27 87.10 

Agree 4 12.90 

Total 31 100 

 
In line with the above assertion, when asked if 

their business had experienced any cash flow 
problems since inception, 17 of the 31 retail SMMEs 
surveyed replied to the affirmative, while the 
remaining 14 SMMEs said they hadn‘t experienced 
any cash flow problems till date (See Fig.7. below). 
These findings are in line with research done in the 
field of small businesses and go a long way in 
corroborating Okpara (2011) who adduces those 
management problems, including accounting, finance, 
personnel, and management issues, as a major cause 

of business failure for small businesses. Most small 
business managers claim that cash management is 
their leading concern. Small business managers face 
different cash management challenges than their 
counterparts in larger companies. Compared to larger 
firms, small businesses often have under-staffed and 
under-trained accounting staffs, volatile cash flows 
dependent on a single product line, limited access to 
new capital, and a significant share of their net worth 
tied up in working capital (Harvard Business School, 
1998).  

 
Figure 7. SMMEs and cash flow problems 

 

 
 

A further inquiry into problems, difficulties, 
and/or challenges experienced by retail SMME 
owners/managers, revealed several macro- and micro-
environmental variables which negatively affected 
retail SMMEs. It can be deduced from the analysis of 
the data that cash flow problems were not the only 
difficulties experienced by small retail businesses. 
These difficulties/challenges experienced by SMMEs 
operating in the retail sector in the Gauteng province 
of South Africa are summarised and as follows: 

 Excessive rental prices 

 Theft (Employee theft and shop-lifting) 

 Seasonal sales leading to inconsistent cash 
flows 

 Mismanagement of cash float and stock by 
employees leading to damages and loss of stock 

 Over-ordering of stock, abysmal inventory 
control, budgeting and working capital management 

 Bad debts from credit customers 

 Competition from larger enterprises 

 Inadequate location 

 Unfavourable government regulations 

 Labour issues 

5 Conclusion 
 
The aim of the present study was to examine the 
influence of good internal corporate governance 
practices on the survival and/or growth of the SMMEs 
operating in the metropolis of Pretoria. The motivation 
behind the study derived from previous studies 
published in the subject area of financial management 
on SMMEs that conjecture that small business failure 
can inevitably be related to poor or careless financial 
management (See for example Berryman, 1983 and 
Harvard Business School, 1998). We find strong 
evidence (87.10% of retail SMMEs surveyed strongly 
agreed) that cash flow management is extremely 
important to the survival of a business, particularly 
small businesses, and poor cash flow management can 
lead to small business failure. These findings thus 
adduce to the fact that cash flow is the life blood of all 
businesses and is the primary indicator of business 
health.  By improving their internal control processes, 
the SMMEs can be assured of corporate well-being 
and success. 
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We also wish to proffer policy advice to the 
newly created ministry dedicated to SMMEs in South 
Africa. Firstly there is a need to create an enabling 
environment to ensure the success of the SMES. There 
is a dire need for the entrepreneurs, especially the 
small ones to be trained in financial management, 
corporate governance and procurement practices 
amongst others. Secondly there is a need to make 
available credit to the SMMES at concessionary rates 
to help finance their working capital requirements. 
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Abstract 
 
Poor cash flow leads to insolvency of the firm. One of the most important factors that lead to poor cash 
flow is the inefficiency of working capital management. This study investigates relationships between 
promoter ownership and working capital management efficiency of Indian manufacturing firms. A 
sample of 151 manufacturing firms was selected from Top 500 Companies listed on the Bombay Stock 
Exchange (BSE) for a period of five years (from 2010-2014). Results indicate that changes in promoter 
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1 Introduction 
 

It is commonly agreed that poor cash flow leads to 

insolvency of the firm (Sharma, 2001; Hoque, 

Bhandari, Iyer, 2013). One of the important factors 

that lead to poor cash flow is the inefficiency of 

working capital management; that is, the longer the 

cash flow cycle, the poorer the cash inflow. Therefore, 

this study concentrated on the relationship between 

promoter ownership and the efficiency of working 

capital management by collecting data from Indian 

production firms.  

There are three types of shareholders in the 

Indian listed firms: promoter shareholders, non-

promoter shareholder institutions, and the general 

public. Firms operated by families are characterized as 

having concentrated ownership called promoters. 

Most of the shares are held by the ‗promoter‘ -- the 

entity with controlling stakes in the company and its 

associates. The ownership of these family firms is 

frequently associated with pyramiding, cross holding, 

and family trusts. The non-promoter shareholders 

include banks, financial institutions, and mutual fund 

companies (Chakraborthy et al., 2008). According to 

Kumar and Singh (2013), promoters are a group of 

persons who are involved in the incorporation and 

organization of a corporation. They are an important 

part of companies in the Indian business context, as 

most of the companies are of family origin. Thus, a 

majority of the promoters belong to the same families, 

relatives, and in some cases, friends. The agency 

problem under the governance of promoters is low 

because a majority of the shareholders is from the 

same family and from relatives (Schulze et al., 2003).  

The agency theory of Jensen and Meckling 

(1976), which focused on the function of the board, 

serves as the basic foundation of the structure of the 

board of directors (Fama and Jensen, 1983; Hillman 

and Dalziel, 2003). Based on agency theory, agency 

conflict (i.e., conflict between principal and agent) 

takes place in corporations because managers may not 

work in the best interests of shareholders to make 

‗corporate assets‘ productive and to maximize 

shareholders‘ wealth.    

The board of directors goes in the hands of 

majority vote holders and they control the corporation 

by formulating new policies and by amending existing 

corporate policies including policies related working 

capital management.  

According to Owens (2010), majority holdings 

occur when one party has more than 51% of the equity 

of the firm and the other partners have less than 49%. 
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Once board of directors changes, the policies of the 

corporation including working capital management 

may also change. The board of directors formulates 

corporate policies that affect the efficiency of working 

capital management. The components of working 

capital management include receivables, inventory, 

payables, and using cash efficiently for day-to-day 

operations (Gill and Biger, 2013). Since a majority of 

the shares in the hands of promoters belongs to family 

members and relatives, the board of directors formed 

by promoters can function better to improve working 

capital efficiency. This leads to the following research 

question: 

 

1.1 Do changes in promoter ownership 
impact working capital management 
efficiency? 

 

Although all the components of working capital 

efficiency such as accounts receivables, accounts 

payable, inventory, and the cash conversion cycle are 

important, cash held for the purpose of investment in 

physical assets, precautionary (i.e., safety reasons to 

protect firm from unforeseen fluctuations), speculative 

(i.e., to take advantages of any bargain purchases that 

may arise), and transactional motives (i.e., everyday 

transactions) is most vulnerable to wanton behavior by 

management (Besley and Brigham, 2005; Isshaq et al., 

2009; Gill and Biger, 2013) and it leads to poor 

governance of the corporation.  

Idle cash leads to opportunity cost of capital. 

According to the pecking order theory of Myers 

(1984), firms prefer to finance investments first with 

retained earnings or internal equity (i.e., cash 

available), then with safe debt and then risky debt, and 

finally with external equity in order to minimize 

asymmetric information costs and other financing 

costs. Since the board of directors formulate important 

corporate governance policies, it is responsible for the 

control of high cash balances, high volume of 

accounts receivable, high amounts of accounts 

payable, and a fast cash conversion cycle (Gill and 

Biger, 2013, p. 117). Therefore, it is expected that 

positive changes in promoter ownership cause 

favorable changes in working capital management 

efficiency.   

Although many studies in the area of working 

capital management have been conducted since Nadiri 

(1969) pioneered a study on the desired level of real 

cash balances, no published studies were found that 

investigated the impact of promoter ownership on 

working capital management efficiency. However, 

notable previous studies emphasized the relationships 

between:   

 Production output and cash balances (Nadiri, 

1969). 

 Cash balances and easiness of borrowing 

(Dittmar et al., 2003). 

 Leverage, firm size, and cash levels (Saddour, 

2006). 

 Corporate governance and cash holdings 

(Drobetz and Gruninger, 2007). 

 Sales growth and corporate liquidity (Gill and 

Mathur, 2011). 

 Corporate governance and cash policy (Kuan et 

al., 2011; Lau and Block, 2012). 

 Corporate governance and working capital 

management efficiency (Gill and Biger, 2013).  

The present study extends the above studies by 

testing the relationship between promoter ownership 

and working capital management efficiency of Indian 

manufacturing firms. This research study proposes 

that promoter ownership has a strong impact on 

working capital management efficiency. This is 

because the board of directors formed by promoters is 

generally controlled by family members and their 

relatives and they are expected to improve working 

capital management efficiency by playing a better 

stewardship role. Thus, this study adds empirical 

substance to existing theory.  

The organization of the remainder of the paper is 

as follows. Section two examines the previous 

literature and develops hypotheses. Section three 

describes the data and methodology used to 

investigate our research question. Section four 

discusses and analyzes the empirical results. Section 

five concludes and considers the implications of the 

findings. 

 

2 Literature review 
 

Stewardship theory of Donaldson and Davis (1991) 

indicates that the main role of the board of directors is 

to advise and support management by acting as 

stewards, rather than to discipline and monitor as 

agency theory prescribes, and align the interest of 

employees with corporate objectives to maximize 

shareholders‘ wealth (Davis et al., 1997; Corbetta and 

Salvato, 2004; Pieper et al., 2008; Arosa, Iturralde and 

Maseda, 2010).    

Among all working capital items, the asset with 

the most liquidity is cash and it is one measure of a 

corporation‘s ability to pay its short-term liabilities, as 

they are due. However holding higher cash balances 

does not maximize shareholders‘ wealth or returns and 

may lead to agency problems. Therefore, an optimal 

cash policy is necessary to maximize shareholders‘ 

wealth and to avoid underpricing issues (Cossin and 

Hricko, 2004). Strong corporate governance is 

required to control cash and other components of 

working capital. Although firms require cash for the 

growth of production by increasing inventories 

(Michalski, 2008) to smooth operations, a higher level 

of inventory and cash can begin to backfire. Paying 

accounts payable after the due date also hurts the firm 

because of the penalty charged by suppliers. Building 

unnecessary working capital also does not benefit the 

firm because it has a negative impact on shareholders‘ 

wealth. Therefore, an optimal working capital 

management policy is necessary for the firm (Gill and 
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Biger, 2013). The agency problem is low in the family 

controlled firms; that is, the board of directors formed 

by promoters can be useful in improving the 

efficiency of working capital management and in 

maximizing shareholders wealth. 

The CEO, together with the board of directors, 

formulates policies, including those related to working 

capital management. According to Yermack (1996) 

and Lipton and Lorsch (1992), a small board of 

directors is more effective in the decision-making 

process than a larger board of directors. According to 

Kyereboah-Coleman (2007), small board sizes should 

be encouraged to promote effective communication 

and decision-making. Jensen (1993) indicated that a 

lack of independent leadership creates difficulty for 

boards to respond to failure in top management. Fama 

and Jensen (1983) also argued that concentration of 

decision management and decision control in one 

individual hinders boards‘ effectiveness in monitoring 

top management.  

The empirical studies on working capital 

management are as follows. 

Nadiri (1969) pioneered the study on working 

capital management efficiency by building a model on 

optimal cash holdings and found that the demand for 

real cash balances is determined by the firm‘s output. 

Dittmar et al. (2003) found that cash holdings 

double up in countries where the rights of 

shareholders are not well protected. The authors also 

found that when shareholder protection is poor, factors 

such as investment opportunities and asymmetric 

information become less important and firms hold 

larger cash balances when access to funds is easier. 

These findings suggest that agency problems are 

important determinants of corporate cash holdings. 

Therefore, strong corporate governance is necessary. 

The board of directors formed by promoters can be 

more successful in minimizing agency problems and, 

consequently, improving the efficiency of working 

capital management. 

Saddour (2006), using tradeoff theory and 

pecking order theory, sampled 297 French firms and 

found that growth companies hold higher cash levels 

than mature companies.  

Kuan et al., (2011) found that the impact of 

corporate governance differs between family-

controlled and nonfamily-controlled firms. The 

authors also found that the separation of seat control 

rights and cash flow rights significantly affects the 

cash policy within different levels of cash holdings in 

firms. 

Lau and Block (2012) found that founder firms 

hold a significantly higher level of cash than family 

firms. In addition, they found a positive interaction 

effect between founder management and cash 

holdings on firm value, suggesting that the presence of 

founders as managers helps to mitigate the agency 

costs of cash holdings. 

Gill and Biger (2013) found that corporate 

governance plays some role in improving the 

efficiency of working capital management. 

Ding, Guariglia, and Knight (2013) used Chinese 

companies‘ data and found that firms characterized by 

high working capital display high sensitivities of 

investment in working capital to cash flow. Therefore, 

an optimal level of working capital is required to 

improve the efficiency of working capital 

management.  

Baños-Caballero, García-Teruel, and Martínez-

Solano (2014) found the optimal level of investment 

in working capital balances, costs and benefits related 

to working capital management. The optimal level of 

investment decisions, however, are made by the board 

of directors and CEO. 

In summary, the limited availability of literature 

indicates that promoter ownership influences the 

efficiency of working capital management. Since 

promoters belong to the same family, relatives, and 

their friends, the board formed by promoters is 

expected to improve the efficiency of working capital 

management. Hence following hypotheses:  

H1: Changes in promoter ownership change cash 

holdings. 

H2: Changes in promoter ownership change 

current ratio. 

H3: Changes in promoter ownership change 

accounts receivables. 

H4: Changes in promoter ownership change 

inventory holdings. 

H5: Changes in promoter ownership change 

accounts payables. 

H6: Changes in promoter ownership change cash 

conversion cycle. 

H7: Changes in promoter ownership change cash 

conversion efficiency. 

 

3 Methods 
 

The study applied co-relational and non-experimental 

research design. This process of measurement is 

central to quantitative research because it provides the 

fundamental connection between empirical 

observation and mathematical expression of 

quantitative relationships. There is no single measure 

that fully expresses the efficiency of working capital 

management (Gill and Biger, 2013). We, therefore, 

chose seven different component measures of working 

capital management efficiency described in table 1. 

 

3.1 Measurement 
 

To remain consistent with previous studies, all the 

measures were adopted from the Gill and Biger (2013) 

study. 

Table 1 shows the measurements of the 

dependent, independent, and control variables that 

were used in regression analysis. 
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Table 1. Proxy Variables and their Measurements 
 

Dependent Variables Measurement 

Change in Cash Holdings (∆CHi,t) (Current year CH - Previous year CH)/Previous year CH 
Change in Current Ratio (∆CRi,t) (Current year CR - Previous year CR)/Previous year CR 
Change in Accounts Receivables (∆ARi,t)  (Current year AR - Previous year AR)/Previous year AR 
Change in Inventory (∆INVi,t) (Current year INV - Previous year INV)/Previous year INV 
Change in Accounts Payables (∆APi,t) (Current year AP - Previous year AP)/Previous year AP 
Change in Cash Conversion Cycle (∆CCCi,t) (Current year CCC - Previous year CCC)/Previous year CCC 
Change in Cash Conversion Efficiency (∆CCEi,t) (Current year CCE - Previous year CCE)/Previous year CCE 

Independent (explanatory) Variables Measurement 
Change in Promoter Ownership (∆POi,t) (Current year PO - Previous year PO)/Previous year PO 

Control Variables Measurement 
Change in Sales Growth (∆SGi,t)  (Current year sales - Previous year sales)/Previous year sales  
Change in Firm Size (∆FSi,t) (Current year FS - Previous year FS)/Previous year FS 
Change in Firm Performance (∆FPi,t)  (Current year FP - Previous year FP)/Previous year FP 

Notes:  

 Cash holdings = Log of average cash 

 Current ratio = Current assets/current liabilities 

 Accounts receivables = (Accounts receivables/sales)/365 days 

 Inventory = (Inventory/cost of goods sold)/365 days 

 Accounts payables = (Accounts payables/cost of goods sold)/365 days 

 Cash conversion cycle = No. of days A/R + no. of days inventory - no. of days A/P 

 Cash conversion efficiency = Cash flow from operations/sales 

 Sales growth = (Current year sales - previous year sales)/previous year sales 

 Firm size = Natural log (ln) of average assets 

 Firm performance = Net income after tax/revenue 
 

The regression models used in this study are as 
follows: 
 

∆CH = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (1) 
 

∆CR = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (2) 
 

∆AR = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (3) 
 

∆INV = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (4) 
 

∆AP = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (5) 
 

∆CCC = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (6) 
 

∆CCE = ∆ + ∆1∆POit + ∆2∆SGit + ∆3∆FSit + ∆4∆FPit + μit (7) 
 

In the above models, i refers to the individual 
firm, t refers to a specified time period, and μi,t refers 
to the error term. 

In the estimated models, α measures the 
magnitude at which changes in promoter ownership 
changes the working capital management efficiency. 
We extend the above models by considering a set of 
control variables (SG, FS, and FP). We estimate the 
coefficients of variables of models by applying the 
weighted least squares (WLS) method. 
 
3.2 Data collection 
 
A database was built from a selection of 500 financial 
reports from Top 500 Publicly Traded Companies 
listed on the Bombay Stock Exchange (BSE) between 

January 1, 2010 and December 31, 2014 to collect a 
sample of Indian manufacturing firms. Out of 
approximately 500 financial reports announced by 
Top 500 Publicly Traded Companies between January 
1, 2010 and December 31, 2014, only 151 financial 
reports were usable. Cross sectional yearly data was 
used in this study. Thus, 151 financial reports resulted 
in 755 total observations. The sample included 
manufacturing firms that manufactured and processed 
products for the following sectors:   

 Industrial equipment (40 firms).  

 Materials (74 firms). 

 Energy (25 firms). 

 Utilities (12 firms).   
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3.3 Descriptive statistics 
 
Table 2 reports descriptive statistics of the collected 
variables. The explanation on descriptive statistics is 
as follows: 

 Accounts receivables: ∆AR12 = 7%; ∆AR13 = 
8%; ∆AR14 = -1%. 

 Inventory: ∆INV12 = -1%; ∆INV13 = -4%; 
∆INV14 = -2%. 

 Accounts payables: ∆AP12 = -1%; ∆AP13 = -
1%; ∆AP14 = 4%. 

 Cash conversion cycle: ∆CCC12 = -12%; 
∆CCC13 = -7%; ∆CCC14 = -5%. 

 Cash holdings: ∆CH12 = 5%; ∆CH13 = -1%; 
∆CH14 = 2%. 

 Current ratio: ∆CR12 = -3%; ∆CR13 = 2%; 
∆CR14 = -1%. 

 Cash conversion efficiency: ∆CCE12 = -11%; 
∆CCE13 = -8%; ∆CCE14 = -3%.  

 Promoter ownership: ∆PO11 = 1%; ∆PO12 = 
2%; ∆PO13 = 1%. 

 Sales growth: ∆SG11 = 15%; ∆SG12 = 20%; 
∆SG13 = 8%. 

 Firm size: ∆FS11 = 2%; ∆FS12 = 1%; ∆FS13 = 
2%. 

 Firm performance: ∆FP11 = -6%; ∆FP12 = -
9%; ∆FP13 = -6%. 

 
Table 2. Descriptive statistics 

 

 Minimum Maximum Mean Std. Deviation 

∆AR12 -0.82 0.96 0.07 0.27 
∆AR13 -0.53 0.94 0.08 0.27 
∆AR14 -0.77 0.87 -0.01 0.25 
∆INV12 -0.75 0.87 -0.01 0.23 
∆INV13 -0.77 0.98 -0.04 0.25 
∆INV14 -0.99 0.94 -0.02 0.25 
∆AP12 -0.84 0.90 -0.01 0.28 
∆AP13 -0.80 0.93 -0.01 0.28 
∆AP14 -0.74 0.99 0.04 0.25 

∆CCC12 -0.96 0.99 -0.12 0.42 
∆CCC13 -0.98 0.92 -0.07 0.40 
∆CCC14 -0.99 0.98 -0.05 0.42 
∆CH12 -0.42 0.74 0.05 0.17 
∆CH13 -0.57 0.40 -0.01 0.13 
∆CH14 -0.59 0.80 0.02 0.18 
∆CR12 -0.96 0.90 -0.03 0.32 
∆CR13 -0.84 0.96 0.02 0.26 
∆CR14 -0.90 0.99 -0.01 0.24 

∆CCE12 -0.96 0.97 -0.11 0.46 
∆CCE13 -0.99 0.88 -0.08 0.41 
∆CCE14 -0.98 0.91 -0.03 0.50 
∆PO11 -0.51 0.44 0.01 0.08 
∆PO12 -0.13 0.51 0.02 0.06 
∆PO13 -0.40 0.52 0.01 0.08 
∆SG11 -0.66 0.93 0.15 0.22 
∆SG12 -0.82 0.98 0.20 0.22 
∆SG13 -0.89 0.91 0.08 0.22 
∆FS11 -0.02 0.76 0.02 0.07 
∆FS12 -0.01 0.06 0.01 0.01 
∆FS13 -0.03 0.43 0.02 0.04 
∆FP11 -0.98 0.93 -0.06 0.36 
∆FP12 -0.91 0.95 -0.09 0.38 
∆FP13 -0.95 0.95 -0.06 0.36 

Notes: Variables include changes in accounts receivables (∆FP), inventory (∆INV), accounts payables 
(∆AP), cash conversion cycle (∆CCC), cash holdings (∆CH), cash conversion efficiency (∆CCE), promoter 
ownership (∆PO), sales growth (∆SG), firm size (∆FS), and firm performance (∆FP).  
 
3.4 Pearson bivariate correlation 
analysis  
 
Bivariate correlation analysis shows that: 

 ∆AR12 is negatively correlated with ∆SG11. 

 INV13 is negatively correlated with ∆SG12.   

 ∆AP12 is negatively correlated with ∆SG11; 
∆AP13 is positively correlated with ∆SG12; and 
∆AP14 is negatively correlated with ∆SG13.  

 ∆CCC12 is negatively correlated with ∆PO11 
and ∆CCC13 is negatively correlated with ∆PO12. 
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 ∆CH12 is positively correlated with ∆FS11; 
∆CH13 is negatively correlated with ∆PO12; and 
∆CH14 is negatively correlated with ∆PO13 and 
∆SG13.   

 ∆CR12 is negatively correlated with ∆PO11 
and positively correlated with ∆SG11. 

 ∆CCE14 is positively correlated with ∆PO13 
and ∆SG13 (see Table 3).     

 
Table 3. Pearson correlations 

 

Variables ∆AR12 ∆INV12 ∆AP12 ∆CCC12 ∆CH12 ∆CR12 ∆CCE12 ∆PO11 ∆SG11 ∆FS11 ∆FP11 

∆AR12 1           
∆INV12 0.174** 1          
∆AP12 0.210*** 0.150 1         

∆CCC12 0.213*** 0.039 0.211*** 1        
∆CH12 -0.001 -0.184** -0.014 -0.092 1       
∆CR12 0.003 -0.049 -0.248*** 0.118 0.201** 1      

∆CCE12 -0.069 -0.080 0.181** -0.043 -0.018 -0.032 1     
∆PO11 -0.007 0.046 0.094 -0.181** 0.020 -0.230*** 0.141 1    
∆SG11 -0.210*** -0.030 -0.214*** -0.068 0.017 0.246*** -0.026 0.018 1   
∆FS11 0.036 -0.062 -0.098 -0.004 0.193** -0.023 -0.121 -0.264*** -0.207** 1  
∆FP11 0.087 0.096 0.106 0.017 -0.060 0.097 -0.078 -0.133 -0.085 -0.141 1 

            

Variables ∆AR13 ∆INV13 ∆AP13 ∆CCC13 ∆CH13 ∆CR13 ∆CCE13 ∆PO12 ∆SG12 ∆FS12 ∆FP12 

∆AR13 1           
∆INV13 -0.062 1          
∆AP13 0.174** 0.059 1         

∆CCC13 0.084 0.004 0.281*** 1        
∆CH13 -0.147 -0.080 0.023 -0.019 1       
∆CR13 -0.083 0.048 -0.252*** 0.009 .092 1      

∆CCE13 -0.096 0.004 0.162** 0.005 .179** -0.118 1     
∆PO12 0.138 -0.001 -0.031 -0.189** -.168** 0.067 0.024 1    
∆SG12 0.082 -0.176** 0.175** 0.060 -.068 -0.043 0.108 0.206** 1   
∆FS12 -0.115 0.005 0.001 0.064 .070 0.015 0.070 -0.036 0.285*** 1   
∆FP12 -0.098 0.038 -0.022 -0.052 .073 -0.015 0.044 -0.019 -0.279*** -0.057 1 

            

Variables ∆AR14 ∆INV14 ∆AP14 ∆CCC14 ∆CH14 ∆CR14 ∆CCE14 ∆PO13 ∆SG13 ∆FS13 ∆FP13 

∆AR14 1           
∆INV14 0.062 1          
∆AP14 0.234*** 0.226*** 1         

∆CCC14 0.022 0.049 0.175** 1        
∆CH14 0.056 -0.047 0.169** 0.068 1       
∆CR14 0.122 -0.075 -0.079 -0.004 0.071 1      

∆CCE14 0.094 0.050 0.068 -0.115 -0.028 -0.009 1     
∆PO13 0.104 0.124 -0.010 -0.159 -0.175** 0.002 0.188** 1    
∆SG13 0.075 0.076 -0.208** 0.108 -0.237*** -0.076 0.227*** 0.121 1   
∆FS13 -0.107 0.001 0.047 0.056 -0.086 -0.045 -0.076 -0.017 0.023 1  

Notes: Variables include changes in accounts receivables (∆AR), inventory (∆INV), accounts payables 
(∆AP), cash conversion cycle (∆CCC), cash holdings (∆CH), cash conversion efficiency (∆CCE), promoter 
ownership (∆PO), sales growth (∆SG), firm size (∆FS), and firm performance (∆FP). ***, ** and * imply 
significance of each mean difference at the 1%, 5%, and 10% level, respectively.   
 
4 Analysis and discussion 
 
In this section we present the empirical findings on the 
relationship between promoter ownership and working 
capital management efficiency of the Indian 
manufacturing firms. To counter problem of 
heteroskedasticity (changing variation after short 
period of time), we used the weighted least square 
(WLS) model with cross section weight of four 
industries (industrial equipment manufacturing, 
material production, energy production, and utilities 
products manufacturing). There was also possibility of 
endogeneity issues because we used multiple 

regression analysis. The issues of endogeneity also 
take place if certain variables are omitted and there are 
measurement errors. To minimize endogeneity issues, 
the most important variables that impact the working 
capital management efficiency were used and the 
measurements were borrowed from the previous 
empirical studies. As the sample of companies only 
included companies that ―survived‖ during the study 
period, there might have been a survival bias in the 
study (Gill and Biger, 2013, p. 124). 
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4.1 Promoter ownership, cash holdings, 
and current ratio 
 
Table 4 reports the estimated coefficients of Equations 
1 and 2. Negative relationships between: 

 ∆PO12 and ∆CH13 and ∆PO13 and ∆CH14 
indicate that changes in promoter ownership reduce 
cash holdings in the Indian manufacturing firms. 

 ∆SG13 and ∆CH14 indicate that changes in 
sales growth reduce current ratio. 

 ∆PO11 and ∆CR12 indicate that changes in 
promoter ownership reduce current ratio. 

Positive relationships between ∆FS11 and 
∆CH12 indicate that changes in firm size increase 
cash holding in Indian production firms. 

 
Table 4. WLS regression – promoter ownership, cash holdings, and current ratio 

 
Variables ∆CH12 ∆CH12 ∆CH13 ∆CH13 ∆CH14 ∆CH14 ∆CR12 ∆CR12 ∆CR13 ∆CR13 ∆CR14 ∆CR14 

∆PO11 0.163 0.320 - - - - -0.740** -0.684** - - - - 

 (0.89) (1.70) - - - - (-2.17) (-1.99) - - - - 

∆SG11 - 0.057 - - - - - 0.438*** - - - - 

 - (0.90) - - - - - (3.75) - - - - 

∆FS11 - 0.898** - - - - - 0.278 - - - - 

 - (2.91) - - - - - (0.49) - - - - 

∆FP11 - 0.030 - - - - - 0.050 - - - - 

 - (0.73) - - - - - (0.67) - - - - 

∆PO12 - - -0.407*** -0.413** - - - - 0.382 0.467 - - 

 - - (-2.77) (-2.71) - - - - (1.24) (1.47) - - 

∆SG12 - - - 0.021 - - - - - -0.125 - - 

 - - - (0.42) - - - - - (-1.19) - - 

∆FS12 - - - 0.400 - - - - - -0.223 - - 

 - - - (0.51) - - - - - (-0.14) - - 

∆FP12 - - - 0.021 - - - - - 0.030 - - 

 - - - (0.77) - - - - - (0.52) - - 

∆PO13 - - - - -0.440*** -0.377* - - - - 0.003 -0.013 

 - - - - (-2.14) (-1.88) - - - - (0.01) (-0.05) 

∆SG13 - - - - - -0.175** - - - - - -0.048 

 - - - - - (-2.75) - - - - - (-0.62) 

∆FS13 - - - - - -1.519 - - - - - -1.317 

 - - - - - (-1.61) - - - - - (-1.14) 

∆FP13 - - - - - -0.057 - - - - - 0.074 

 - - - - - (-1.37) - - - - - (1.47) 

Constant 0.046** 0.020 -0.011 -0.019 0.021 0.049** -0.013 -0.093** 0.020 0.049 -0.028 0.001 

 (3.27) (1.05) (-1.02) (-1.10) (1.36) (2.51) (-0.50) (-2.68) (0.93) (1.39) (-1.50) (-0.05) 

Obs 151 151 151 151 151 151 151 151 151 151 151 151 

χ2-test 0.80 2.37* 7.66** 2.12* 4.60** 4.28** 4.72** 4.82** 0.153 0.94 0.000 1.18 

R2 0.006 0.066 0.051 0.057 0.031 0.108 0.034 0.127 0.011 0.026 0.000 0.032 

Adjusted R2 -0.001 0.038 0.044 0.030 0.024 0.083 0.026 0.100 0.004 -0.002 -0.007 0.005 

Notes: In the Weighted Least Square Regression (WLS) models, the dependent variables are changes in 

cash holdings (∆CH) and changes in current ratio (∆CR). Independent variable is changes in promoter ownership 

(∆PO) and control variables include changes in sales growth (∆SG), firm size (∆FS), and firm performance 

(∆FP). ***, ** and * imply significance of each mean difference at the 1%, 5%, and 10% level, respectively.  
 

4.2 Promoter ownership, accounts 
receivables, and inventory 
 
Table 5 reports the estimated coefficients of Equations 
3 and 4. Negative relationships between: 

 ∆SG11 and ∆AR12 indicate that changes in 
sales growth reduce accounts receivables. 

 ∆FS12 and ∆AR13, and ∆FS13 and ∆AR14 
indicate that changes in firm size decrease accounts 
receivables in production firms.  

 ∆SG12 and ∆INV13 indicate that changes in 
sales growth reduce inventory level of production 
firms. 

Positive relationships between: 

 ∆PO13 and ∆AR14 indicate that changes in 
promoter ownership increase accounts receivables. 

 SG13 and ∆INV14 indicate that changes in 
sales growth increase inventory level of production 
firms. 

 FP13 and ∆INV14 indicate that changes in firm 
performance increase inventory level of production 
firms. 
 

4.3 Impact of promoter ownership on 
accounts payables and cash conversion 
cycle 
 
Table 6 reports the estimated coefficients of Equations 
5 and 6. Negative relationships between: 

 ∆SG11 and ∆AP12 indicate that changes in 
sales growth reduce accounts payables. 

 ∆PO11 and ∆CCC12; ∆PO12 and ∆CCC13; 
and ∆PO13 and ∆CCC14 indicate that changes in 
promoter ownership reduce cash conversion cycle of 
Indian production firms. 

 ∆FS13 and ∆CCC14 indicate that changes in 
firm size reduce cash conversion cycle of Indian 
production firms.  

Positive relationships between ∆SG12 and 
∆AP13 indicate that changes in sales growth increase 
accounts payables. 
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Table 5. WLS regression – promoter ownership, accounts receivables, and inventory 
 

Variables ∆AR12 ∆AR12 ∆AR13 ∆AR13 ∆AR14 ∆AR14 ∆INV12 ∆INV12 ∆INV13 ∆INV13 ∆INV14 ∆INV14 

∆PO11 -0.122 -0.074 - - - - 0.011 -0.074 - - - - 

 (-0.40) (-0.23) - - - - (0.05) (-0.29) - - - - 

∆SG11 - -0.222** - - - - - -0.070 - - - - 

 - (-2.06) - - - - - (-0.81) - - - - 

∆FS11 - 0.024 - - - - - -0.530 - - - - 

 - (0.05) - - - - - (-1.30) - - - - 

∆FP11 - 0.085 - - - - - -0.003 - - - - 

 - (1.23) - - - - - (-0.06) - - - - 

∆PO12 - - 0.401 0.298 - - - - -0.119 0.088 - - 

 - - (1.16) (0.843) - - - - (-0.39) (2.85) - - 

∆SG12 - - - 0.068 - - - - - -2.60** - - 

 - - - (0.581) - - - - - (-2.58) - - 

∆FS12 - - - -3.441* - - - - - 2.358 - - 

 - - - (-1.88) - - - - - (1.50) - - 

∆FP12 - - - -0.096 - - - - - -0.005 - - 

 - - - (-1.49) - - - - - (-0.084) - - 

∆PO13 - - - - 0.549** 0.476* - - - - 0.258 0.161 

 - - - - (2.01) (1.76) - - - - (0.93) (0.589) 

∆SG13 - - - - - 0.117 - - - - - 0.200** 

 - - - - - (1.36) - - - - - (2.32) 

∆FS13 - - - - - -2.840** - - - - - 0.811 

 - - - - - (-2.23) - - - - - (0.63) 

∆FP13 - - - - - 0.077 - - - - - 0.126** 

 - - - - - (1.37) - - - - - (2.23) 

Constant 0.076*** 0.119*** 0.082** 1.14** -0.033 0.000 0.018 0.040 -0.034 -0.022 -0.040* -0.055** 

 (3.23) (3.73) (3.37) (2.88) (-1.58) (0.007) (0.95) (1.56) (-1.58) (-0.64) (-1.89) (-2.06) 

Obs 151 151 151 151 151 151 151 151 151 151 151 151 

χ2-test 0.16 1.80 1.34 1.78 4.02** 3.09** 0.002 0.52 0.154 1.99* 0.865 2.68** 

R2 0.001 0.051 0.009 0.049 0.027 0.081 0.000 0.016 0.001 0.054 0.006 0.071 

Adjusted R2 -0.006 0.023 0.002 0.021 0.020 0.055 -0.007 -0.014 -0.006 0.027 -0.001 0.044 

Notes: In the Weighted Least Square Regression (WLS) models, the dependent variables are changes in 

accounts receivables (∆AR) and changes in inventory (∆INV). Independent variable is changes in promoter 

ownership (∆PO) and control variables include changes in sales growth (∆SG), firm size (∆FS), and firm 

performance (∆FP). ***, ** and * imply significance of each mean difference at the 1%, 5%, and 10% level, 

respectively.  

 

Table 6. WLS regression – promoter ownership, accounts payables, and cash conversion cycle 

 
Variables ∆AP12 ∆AP12 ∆AP12 ∆AP13 ∆AP14 ∆AP14 ∆CCC12 ∆CCC12 ∆CCC13 ∆CCC13 ∆CCC14 ∆CCC14 

∆PO11 0.395 0.375 - - - - -1.022** -1.173** - - - - 

 (1.24) (1.15) - - - - (-2.16) (-2.35) - - - - 

∆SG11 - -0.271** - - - - - -0.062 - - - - 

 - (-2.44) - - - - - (-0.37) - - - - 

∆FS11 - -0.364 - - - - - -0.587 - - - - 

 - (-0.68) - - - - - (-0.71) - - - - 

∆FP11 - 0.069 - - - - - -0.129 - - - - 

 - (0.98) - - - - - (-1.19) - - - - 

∆PO12 - - -0.051 -0.259 - - - - -1.252** -1.349** - - 

 - - (-0.15) (-0.73) - - - - (-2.83) (-2.96) - - 

∆SG12 - - - 0.291** - - - - - 0.194 - - 

 - - - (2.47) - - - - - (1.29) - - 

∆FS12 - - - -1.033 - - - - - 2.483 - - 

 - - - (-0.56) - - - - - (1.06) - - 

∆FP12 - - - 0.014 - - - - - 0.005 - - 

 - - - (0.22) - - - - - (0.061) - - 

∆PO13 - - - - -0.012 0.089 - - - - -0.998** -1.137** 

 - - - - (-0.04) (0.33) - - - - (-2.19) (-2.53) 

∆SG13 - - - - - -0.345 - - - - - 0.331 

 - - - - - (-4.01) - - - - - (2.33) 

∆FS13 - - - - - 0.671 - - - - - -4.279** 

 - - - - - (0.53) - - - - - (-2.03) 

∆FP13 - - - - - 0.010 - - - - - 0.07 

 - - - - - (0.17) - - - - - (0.75) 

Constant 0.014 0.073** 0.005 -0.031 0.027 0.047* -0.107** -0.092* -0.028 -0.101** -0.087** -0.053 

 (0.59) (2.21) (0.22) (-0.79) (1.25) (1.75) (-2.94) (-1.81) (-0.90) (-2.00) (-2.50) (-1.21) 

Obs 151 151 151 151 151 151 151 151 151 151 151 151 

χ2-test 1.54 2.65** 0.021 1.56 0.002 4.13** 4.65** 1.56 7.99** 2.89** 4.81** 3.47** 

R2 0.011 0.074 0.000 0.043 0.000 0.105 0.033 0.045 0.053 0.076 0.032 0.090 

Adjusted R2 0.004 0.046 -0.007 0.015 -0.007 0.079 0.026 0.016 0.046 0.050 0.026 0.064 

Notes: In the Weighted Least Square Regression (WLS) models, the dependent variables are changes in 

accounts payables (∆AP) and changes in cash conversion cycle (∆CCC). Independent variable is changes in 

promoter ownership (∆PO) and control variables include changes in sales growth (∆SG), firm size (∆FS), and 

firm performance (∆FP). ***, ** and * imply significance of each mean difference at the 1%, 5%, and 10% 

level, respectively.  
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4.4 Relationship between changes in 
promoter ownership and changes in cash 
conversion efficiency 
 
Table 7 reports the estimated coefficients of Equation 
7. Negative relationships between ∆FS13 and 
∆CCE14 indicate that change in firm size decrease 
cash conversion efficiency of Indian production firms. 

Positive relationships between: 

 ∆SG11 and ∆CCE12 and ∆SG13 and ∆CCE14 

indicate that changes in sales growth increase cash 
conversion efficiency of Indian production firms. 

 ∆PO11 and ∆CCE12 and ∆PO13 and ∆CCE14 
indicate that changes in promoter ownership increase 
cash conversion efficiency of Indian production firms. 

 ∆SG12 and ∆CCE13 indicate that changes in 
sales growth increase cash conversion efficiency of 
Indian production firms. 

 

Table 7. WLS Regression – Promoter Ownership and Cash Conversion Efficiency 
 

Variables ∆CCE12 ∆CCE12 ∆CCE13 ∆CCE13 ∆CCE14 ∆CCE14 

∆PO11 1.005** 0.834 - - - - 
 (1.99) (1.57) - - - - 

∆SG11 - -0.125 - - - - 
 - (-0.69) - - - - 

∆FS11 - -0.811 - - - - 
 - (-0.93) - - - - 

∆FP11 - -0.095 - - - - 
 - (-0.83) - - - - 

∆PO12 - - 0.019 -0.153 - - 
 - - (0.04) (-0.31) - - 

∆SG12 - - - 2.78* - - 
 - - - (1.70) - - 

∆FS12 - - - 1.061 - - 
 - - - (0.41) - - 

∆FP12 - - - 0.010 - - 
 - - - (0.12) - - 

∆PO13 - - - - 1.332** 1.159** 
 - - - - (2.44) (2.22) 

∆SG13 - - - - - 0.609*** 
 - - - - - (3.68) 

∆FS13 - - - - - -4.354* 
 - - - - - (1.78) 

∆FP13 - - - - - -0.093 
 - - - - - (-0.86) 

Constant -0.136** -1.03* -0.090** -1.56** -0.017 -0.018 
 (-3.51) (-1.92) (-2.64) (-2.83) (-0.40) (-0.36) 

Obs 151 151 151 151 151 151 
χ

2
-test 3.97** 1.34 0.002 0.89 5.96** 5.81*** 

R
2
 0.028 0.039 0.000 0.025 0.040 0.141 

Adjusted R
2
 0.021 0.010 -0.007 -0.003 0.033 0.117 

Notes: In the Weighted Least Square Regression (WLS) models, the dependent variable is changes in cash 
conversion efficiency (∆CCE). Independent variable is changes in promoter ownership (∆PO) and control 
variables include changes in sales growth (∆SG), firm size (∆FS), and firm performance (∆FP). ***, ** and * 
imply significance of each mean difference at the 1%, 5%, and 10% level, respectively.  
 

5 Conclusion 
 
The present study found that promoter ownership and 
promoter control improve the efficiency of working 
capital management of Indian manufacturing firms. 
Increases in promoter ownership and control reduce 
the cash conversion cycle of the Indian manufacturing 
firms (see Table 2). This may be because the agency 
problem is low when promoters control firms. As 
described in the introductory section, a majority of the 
promoters belong to same families, relatives, and in 
some cases, friends. The agency problem under the 
governance of promoters is low because a majority of 
the shareholders is from the same family and from 
relatives (Schulze et al., 2003). Thus, the findings lend 

some support to agency theory of Jensen and 
Meckling (1976) in that promoter ownership reduces 
cash holdings and cash conversion cycle, and 
increases cash conversion efficiency which is in the 
favor of the firm. The results of this study also lend 
some support to the tradeoff theory of cash holdings.  
 
5.1 Limitations 
 
This study is limited to the sample of Indian 
manufacturing firms. This is a co-relational study that 
investigated the association between promoter 
ownership and the components of working capital 
management efficiency. There is not necessarily a 
causal relationship between the two. The findings of 
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this study could only be generalized to firms similar to 
those that were included in this research. In addition, 
sample size is small. Future study should be conducted 
on different countries to see if the findings support the 
findings of this study in other countries.  
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Abstract 

 
This study investigates the impact of Corporate Social Performance on stock prices of Italian listed 
companies. The main stream of literature focuses on the relation between CSR and financial 
performance, showing contradictory results that still feed a debate, which has not yet reached a 
unanimous and widely shared position. Concerning the selection of the measure of performance, we 
chose stock prices as a proxy for financial performance, in order to measure the perception and 
reaction of financial markets to the companies’ socially responsible behaviors. Using different social 
performance indicators concerning environment, community and employment activities, we found 
evidence that a good social performance has a negative influence on stock prices in the Italian Stock 
Exchange Market. This phenomenon is particularly evident if the environmental strategies of the 
Italian listed companies are considered. Hence, the Italian investors perceive these practices as 
avoidable expenses reducing shareholders’ income and companies’ value and recognize a negative 
market premium, in terms of lower stock prices, to socially responsible enterprises. This evidence is 
consistent with the peculiarities of the Italian capitalism structure, which, because of its backwardness 
in CSR topics and related issues, seems to be not yet mature enough to evaluate appropriately the 
value of these policies.   
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1 Introduction 
 

This study aims at contributing to the increasing 

discussion in the literature about the relation of 

Corporate Social Responsibility (CSR) and Corporate 

Financial Performance (CFP) of listed companies, 

trying to answer one of the main questions of the 

scientific debate: does Corporate Social Responsibility 

(or, in a broad sense, Corporate Social Performance – 

CSP) affect somehow Corporate Financial 

Performance? The focus in on the Italian context 

which is characterized by a strong blockholders‘ 

orientation and relatively scarce attention to 

companies‘ socially responsible behaviors. We 

assume that Italian financial market does not award 

socially responsible listed companies and the 

empirical findings support this hypothesis. 

The increasing relevance of CSR issues is 

witnessed by the pressure arising from social 

community and environmental constraints; socially 

responsible behaviors improve companies‘ image and 

strengthen their reliability: hence this element may 

affect somehow their financial performance even if 

there is a lack of suitable key performance indicators 

to measure it. In companies‘ perspective there is a big 

trade-off between higher costs (i.e. environmental and 

safety costs) and higher returns (better reputation and 

corporate image) concerning socially responsible 

behaviors.  

The literature has not come to unique results yet, 

since empirical studies about the relationship between 

CSR and profitability have been mostly contradictory 

(Margolis & Walsh, 2003), showing negative 

(Aupperle & Van Pham, 1989; Friedman, 1962; 

Freedman and Jaggi, 1982; Waddock and Graves, 

1997; Jensen, 2002; Marcoux, 2000; Sternberg, 2000; 

Preston and O‘Bannon, 1997; Aupperle et al., 1985; 

Ullman, 1985) and positive (Alexander and Buchholz, 

1982; Moskowitz, 1972) correlation between the two 

variables. Besides, even when it is possible to 

establish a link between CSR and financial 

performance, it is not clear what is the cause-effect 

linkage, thus making necessary additional 

investigation (Preston and O'Bannon, 1997; Waddock 

& Graves, 1997).  

Considering the Italian context, the scientific 

knowledge shows remarkable areas of potential 

improvements/completion, since a limited evidence 
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about the relation between CSR and financial 

performance may be observed. In this perspective, the 

topic turns out to be relevant in order to try to fill up 

this literature gap. Italian scenario is particularly 

interesting because CSR awareness is a relative new 

issue compared to other countries, both in the 

(communicated) priorities of the firms and in the 

literature‘s debate. ―Italian firms have only recently 

shift from implicit to more explicit CSR and that could 

affect in a relevant way the results of this work‖ 

(Matten and Moon, 2008). 

Since the reporting activities on CSR vary across 

country, due to different culture, institutional 

environments and stakeholders expectations, also in 

the Italian market the role of socially responsible 

companies must be analyzed taking into account the 

characteristics of the corporate governance system and 

the capitalism structure (Fiori et al. 2004; di Donato, 

2005). The high number of small-medium-sized 

family companies is traditionally one of the most 

known features of Italian capitalism; moreover, 

publicly held companies are quite absent, most 

companies are closely held, the market for corporate 

control seems to be quite ineffective and a few 

blockholders, mainly represented by entrepreneurial 

families, play a decisive role in the economic system‘s 

performance.  

The focus on CSR topics increases with the 

increasing relevance of the different classes of 

stakeholders such as, among the others, institutional 

investors (Graves and Waddock, 1994). The Italian 

market is not characterized by institutional investors 

activity due to an ineffective development of financial 

market where social responsibility is not a top priority 

of Italian managers. In Italy, primarily emphasizing 

the blockholders‘ role focused on short-term 

profitability, we expect a negative relationship 

between CSR policies and any kind of performance 

because socially responsible behaviors are perceived 

as avoidable expenses reducing companies‘ profits (di 

Donato and Izzo, 2012).  

Thus, the paper provides empirical evidence 

concerning the impact of CSP on stock prices of 

Italian listed companies. According to some authors 

(Matten and Moon, 2008; Kolk, 2005; Brammer et al, 

2006), the attention paid by European firms to CSR 

issues is gaining a new momentum, even if until 

recently they were not so developed and widespread, 

together with management education and firms‘ tools. 

While research has provided rich analysis of the 

relation between CSP and CFP in the American and 

Anglo-Saxon scenario, and now it‘s moving toward 

Chinese and Indian background, little attention has 

been dedicated to the ―Old Europe‖. Our paper 

provides a contribution on this context. 

We assume that Italian financial market does not 

award socially responsible listed companies showing a 

negative correlation between stock prices and social 

performance. The empirical findings support this 

hypothesis.  

We chose the stock prices as a significant proxy 

for performance in order to test the market reaction to 

CSP. Our assumption is consistent with Bowman‘s 

position (1973) stating that ―the market‘s perception 

of corporate responsibility may affect stock prices 

and, therefore, investors returns (where both dividends 

as well as capital gains are considered as included in 

total return). In addition to this direct effect, the price 

of stock will have subsequent effects on the cost of 

capital to the growing company and, ultimately, on its 

earnings‖. This dated assumption related to the US 

market in 1973 fits well the actual Italian context due 

to the Italian backwardness in CSR topics and related 

issues.    

Our results provide a contribution to the 

international debate on the relationship between CSP-

CFP in the Italian context and the impact on stock 

prices. Moreover, these outcomes could be useful both 

for financial statement users in dealing with socially 

responsible companies and for policy makers in 

defining corporate social responsibility incentives.  

The paper is structured as follows: section 2 

examines related literature on CSR, Stakeholders 

Theory, the impact of CSR on companies‘ 

performance and presents our hypotheses. Section 3 

describes the methodology for defining CSR score and 

testing the hypotheses. Section 4 shows and discusses 

the results and, finally, section 5 presents the 

conclusions. 

  

2 Theoretical background  
 
2.1 Corporate social responsibility and 
stakeholder theory 
 

Among the most relevant issues of CSR, two main 

questions arise concerning the area of company‘s 

responsibilities: ―What is the company responsible 

for?‖ or ―Whom is the company responsible to?‖. 

According to the literature, there are two main 

answers: (a) the company is responsible only towards 

its shareholders and for this reason, its supreme goal 

is to increase its economic value; (b) the 

responsibility of business is the maximization of 

stakeholders value and managers have to satisfy 

several groups who have some interests or stakes in a 

company and can influence its outcome. According to 

Freeman (1984), in fact, a stakeholder is ―any group 

or individual who can affect or is affected by the 

achievement of the organization‘s goal‖. 

Concerning the answer (a), traditional finance 

theory claims that maximization of shareholders 

value has to be the first goal of the management 

(Ross, 1973; Jensen and Meckling, 1976). In this 

sense, the Shareholder Theory states that the social 

responsibility of the company should be seen only 

through the lens of the profit maximization ethic 

(Lazonick and O‘Sullivan, 2000).     

According to many authors (Grant, 1991; Kotter 

and Heskett, 1992; Donaldson and Preston, 1995; 
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Handy, 1997; Delves, 2003; among others), 

shareholders approach is not satisfying enough in 

order to explain companies‘ behaviors, because 

shareholders maximization value sometimes leads to 

short term profitability decisions rather than long 

term profitability or interests‘ alignment mechanisms, 

thus causing economic instability or insecurity. The 

Stakeholder Theory and its emphasis on the role of 

different stakeholders in the value creation path, 

seems to bridge this gap. According to this theory, 

company‘s responsibility is multiple and managers 

have to satisfy different requirements of several 

stakeholders (Freeman, 1984; Weeler et al., 2006, 

Freeman and Velamuri, 2006). By addressing and 

balancing the claims of multiple stakeholders, the 

management can increase company‘s efficiency and 

create value. In this case, CSR is perceived as a 

strategic tool in order to satisfy stakeholders 

expectations.  

As Blowfield and Murray (2008) underline, 

Freeman didn‘t set the Stakeholder Theory against the 

Shareholder one. He adopted an instrumental 

approach to Stakeholder Theory, stating that 

companies choose their primary stakeholders on the 

ground of their potential role in jeopardizing the 

firm‘s survival (see also, Post et al., 2002; Phillips, 

2003; Husted and Salazar, 2006).  

Concluding, there is no intrinsic opposition 

between the Shareholder Theory and the Stakeholder 

Theory concerning CSR issues, value creation and 

company‘s performance. Both, in fact, can be 

considered a tool to increase the firm‘s performance 

(financial, operational, social, etc.) and finally, to 

create value. 

 

2.2 Corporate social responsibility and 
firm performance 
 

Considering the trade-off between CSR costs and 

returns and according to the profit-maximizing theory 

(McWilliams and Siegel, 2000; Bagnoli and Watts, 

2003), many authors have focused their attention on 

the existence of an impact of socially responsible 

behaviours on financial performance (Griffin and 

Mahon, 1997; Dowell, Hart and Yeung, 2000; 

McWilliams and Siegel, 2000; Orlitzky, Schmidt and 

Rynes, 2003).     

According to Margolis and Walsh (2003), 122 

studies published between 1971 and 2001 empirically 

examined the relationship between corporate social 

responsibility and financial performance. The effects 

reported in those studies are ambiguous (e.g., 

Waddock and Graves, 1997; Guenster et al., 2006; 

Schuler and Cording, 2006), but, with some 

approximation, this debate consists of three principal 

strands.  

A first group of authors states the existence of a 

positive correlation between CSR and financial 

performance (Soloman and Hansen, 1985; Pava and 

Krausz, 1996; Preston and O‘Bannon, 1997; Ruf et al., 

2001). Companies highly focused on CSR matters 

may obtain greater returns on their investments, i.e. in 

terms of image and reputation (Fombrun et al., 2000; 

Schnietz and Epstein, 2005) or in terms of positive 

impact on their cost of debt (Izzo and Magnanelli, 

2012) and, consequently, higher financial results, due 

to the fact that the benefits related to CSR activities 

are greater than the related costs (Izzo, 2014). In this 

sense, according to Soloman and Hansen (1985) the 

costs of having a high level of investments in CSR are 

definitely lower than the potential benefits that a 

responsible company can seize thanks to a better 

relationship with employees, good morale and 

improvements in productivity rates. Stanwick and 

Stanwick (1998) and Verschoor (1998) underline that 

a good CSR behavior simplifies the relationship with 

stakeholders in general and Ruf et al. (2001) define 

the period of years (3) positively affected by changes 

in CSR, studying the growth in sales and the return on 

sales. 

A second group of authors underlines that there 

is no relationship between CSR and companies 

performance (McWilliams and Siegel, 2000; 

Anderson and Frankle, 1980; Aupperle et al. 1985; 

Elsayed and Paton, 2005). Statman (2000), for 

example, justifies the neutral relationship with the 

financial market‘s inability to put a monetary value on 

companies‘ responsible behaviors. Alternatively, it 

might not be possible for current market models to 

measure effectively the impact of CSP on firm and 

portfolio performances (Derwall et al. 2005). 

The third strand supports the existence of a 

negative relationship between CSR and performance 

and it is focused on empirical studies and 

contributions that refer to managerial opportunism 

hypotheses (Freedman and Jaggi, 1982; Waddock and 

Graves, 1997; Marcoux, 2000; Sternberg, 2000). 

Preston and O‘Bannon (1997) point out that managers 

can reduce investments in CSR in order to increase 

short term profitability and their personal 

compensation as well and Sternberg (2000) concludes 

that Stakeholder Theory ―effectively destroys business 

accountability … because a business that is 

accountable to all, is actually accountable to none‖. 

According to Ullmann (1985) the results of these 

studies are only ―data in search of a theory‖, 

underlying the difficulty in defining the nature of 

relationship between CSR and firm performance. In 

particular, the different findings could be attributed to 

both the wide array of measures used in empirical 

studies on CSR and the variety of firm performance‘s 

definitions but, in conclusion, the debate remains still 

open. 

Starting from this point, one of the first issues is 

to define the performance measure. As occurs with 

CSR, in fact, a wide variety of definitions of firm 

performance have been proposed in the literature 

(Barney, 2002). Trying to restrict the possibilities and 

referring to the measures traditionally used to analyse 

the relationship between CSR an firm performance, 
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we could refer alternatively to accounting measures or 

market measures. Given the cited debate on CSR and 

the Stakeholder Theory, and assuming that socially 

responsible decisions can create or destroy 

shareholder value, market measures of firm 

performance are assumed more suitable in this 

context. In fact, in our model, we focus on how 

socially responsible activities affect the market value 

of listed firms, measured by their stock price.  

 

2.3 Hypothesis 
 

Consistent with Bowman (1973) we analyzed CFP in 

terms of stock price because CSR can affect 

companies‘ performance either in terms of risk 

reduction (increase) or in terms of higher (lower) 

value. In particular, we assumed that the Italian 

market does not award socially responsible listed 

companies highlighting a negative correlation between 

social performance and stock prices. We based this 

assumption on the fact that any relation existing 

between CSR and performance depends on the 

characteristics of corporate governance, on the cultural 

and historical background and on the role of different 

stakeholders (Graves and Waddock, 1994). In other 

terms the relation between social and financial 

performance is affected by different factors such as 

institutional commitment on social topics, market 

attention to social problems, investors‘ trust on CSR 

policies disclosure and the relevance attributed to the 

different categories of stakeholders.  

In the Italian market, characterized by a strong 

blockholders‘ leadership with a short term orientation 

and a limited role of others stakeholders, the 

disclosure related to CSR practices negatively affects 

stock prices since socially responsible behaviors are 

perceived as avoidable costs reducing-value and short 

term profits. 

Accordingly, we formulate the first hypothesis as 

follows:  

HP1: In the Italian financial market, social 

performance negatively affects stock prices of listed 

companies.  

Since CSP as a unique variable is expected to 

have a negative impact on stock prices, there could be 

some compensation effects related to the specific 

social performance indicators composing the unique 

variable. This can occur because, investors could be 

more interested in some particular social activities, 

and their decisions could be affected only by some 

kind of strategies implemented by the firms. 

According to Brammer et al. (2006) we separated the 

CSR variable into three parameters: employees, 

environment and community, assumed to be the main 

perspectives of CSR policies. This is also consistent 

with Derwall et al. (2005) underlining that the 

contribution of social or environmental screening 

policies to investment returns depends on the financial 

markets‘ ability to evaluate the financial consequences 

of corporate social responsibility into stock prices. We 

assume that in Italy any kind of socially responsible 

policy is perceived as an increase of costs and profit 

reduction with a negative effect on stock price of 

listed companies. This depends again on the powerless 

stakeholders‘ role in this context and on the poor value 

put down to socially responsible behaviors.   

This assessment leads to the second hypothesis:  

HP2: In the Italian market, all the different 

aspects composing CSR, such as employees, 

environment and community, negatively affect stock 

prices of listed companies. 

The empirical evidence does not fully confirm 

this second hypothesis. In fact, we found that only the 

social environmental performance has a negative 

impact on stock prices in the Italian market. This 

evidence is not consistent with the main literature 

attributing a crucial role to environmental issues. For 

example Feldman et al. (1997) focus only on the 

environmental aspects of CSR and suggest that 

companies that are able to improve their 

environmental performance can reduce their risk and 

raise their stock prices by up to 5%. Contrary to these 

findings, we found that in the Italian financial market 

the disclosure on CSR environmental policies has a 

negative impact on stock prices. 

The following paragraph will explain the 

methodology used for the study.  

 

3 Methodology 
 
3.1 Sample and methodology of the 
analysis 
 
Our analysis is based on a sample of 32 Italian 

companies listed on the Milan Stock Exchange (MSE) 

that regularly draw up voluntary corporate social 

responsibility reports (e.g. sustainability reports, 

environmental reports, environmental and social 

reports or corporate social responsibility reports) 

covering the period 2004-2008. According to Gray et 

al. (1995), we decided to analyze these different 

documents not focusing on a single reporting format. 

We made a first screening of the available documents 

in order to verify the comparability of the information 

regardless the official format used by the firm.  

The analysis does not include banks and 

insurance companies even if they realize CSR reports 

because, due to their specific core business and risk 

profile, they would have altered the average results. 

For these firms, in fact, the environmental variables do 

not have much importance compared to other sectors 

and the most important variable is the customer 

relationship. Moreover, we only considered companies 

drawing up CSR reports for the entire temporal range 

analyzed in order to guarantee homogeneity to our 

analysis. The sample consists of 32 listed firms 

operating in different industries for a five years time 

period (160 firms-observations overall). The financial 

data were collected from Datastream database and ―Il 

Sole 24 ore‖ (an important Italian financial 
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newspapers). Information on CSR and the official 

documents were collected from companies‘ websites 

or on the Borsa Italiana (Milan Stock Exchange) 

website. 

The analysis is performed through the following 

steps. 

Firstly, according to the Brammer et al. (2006) 

model, we chose three CSR parameters (related to 

employees, environment and community) and ranked 

them according to the sample of the companies. Then, 

we tested the first Hypothesis, with a regression model 

(―Model 1‖), where stock market price represents the 

dependent variable and CSR is the independent one as 

unique variable calculated as weighted average of the 

three previous parameters.  

Lastly, we tested the second Hypothesis, with a 

regression model (―Model 2‖), in which the previous 

unique CSR variable is broken-down into three 

different parameters: employees, environment and 

community. In both cases we considered some 

controlling variables affecting CSR and stock price.  

The models assume that capital markets are 

semi-strong efficient (Fama, 1970). This means that 

publicly available information about the perceived 

value of companies‘ assets will be reflected, on 

average, in the company‘s market price. Semi-strong 

efficiency, in particular, implies that ―if firms engage 

socially responsible activities, in a public way, that 

current and potential equity holders will be aware of 

both the nature of these activities and their impact on 

the present value of a firm’s future cash flows, and 

will, on average, adjust their evaluation of a firm’s 

equities‖ (Mackey et al. 2007). Semi-strong efficiency 

suggests that when a firm publicly pursues socially 

responsible activities, the market is able to recognize 

them and such information is embedded, on average, 

into the stock prices.    

  

3.2 Variables 
 
3.2.1 Dependent variable: corporate financial 

performance 

 

CFP can be empirically analyzed with different 

approaches and using multiple proxy variables. 

Literature examining the link between CSR and CFP 

uses both accounting-based indicators such as return 

on assets, return on sales or return on equity (Orlitzky 

et al., 2003; Griffin and Mahon, 1997) and market 

based financial performance measures (Brammer et 

al., 2006). The latter choice is justified assuming the 

central role of investors, upon whom accounting-based 

measures have only an indirect impact. In this sense, 

the stock return is frequently used as a measure of 

company‘s financial performance (Anderson and 

Frankle, 1980; Jacobson, 1987; Klassen and 

McLaughlin, 1996; Ziegler et al., 2007). According to 

these authors, the market assessment of firm value and 

its expected performance are reflected in the equity 

value of the company and new public information is 

continually assessed, valued, and reflected in the stock 

price. Moreover, accounting-based measures are often 

criticized because they can be subject to bias from 

managerial manipulation and differences in 

accounting estimates (Branch, 1983; Brilloff, 1976) 

and they are not appropriate for cross industry 

comparison (Griffin and Mahon, 1997). 

In this study we used a market-based financial 

performance measure in order to overcome the 

previous limitations and because these kinds of 

proxies represent investors‘ evaluation of the 

company‘s ability to generate future economic 

earnings rather than past results (McGuire et al., 

1988). In particular, we decided to test the relation 

between CSR and company performance using stock 

prices, our dependent variable, consistently with 

Bowman (1973) who claims that ―the market‘s 

perception of corporate responsibility may affect the 

price of the stock and, therefore, the investor return‖. 

The time period of the analysis is 2004-2008. 

Moreover, CSR reports at time t are related to stock 

price at time t+1, this being consistent with the 

evidence that every year companies produce these 

reports in April or later, so that the stock prices take 

time to incorporate the new information and produce 

some effects. 

 

3.2.2 Independent variables 

 

The most relevant problem concerning the CSR 

evaluation is that managers need to justify the 

consequent investments and the allocation of scarce 

resources in that area. Obviously, accurate measures 

of corporate social responsibility outcomes are 

required but the lack of a clear set of indicators makes 

the debate on CSR controversial and still a 

contradictory issue (Friedman, 1970; Freeman, 1984; 

Jones, 1995). Many studies identify and rank 

Corporate Social Responsibility characteristics and 

results by grading its policies and performance (e.g. 

firm-level data provided by Kinder, Lydenberg, 

Domini and Co. – KLD), or by surveying how the 

firm‘s activities and efforts are perceived (Fortune‘s 

Best 100 Companies to work for in America) or by 

deducting such elements from companies‘ inclusion 

(or exclusion) in the portfolio of socially responsible 

investment (SRI) funds (as, for example, Calvert 

Social Investment Fund or Domini Social Index 

Trust).  

We decided to assess CSR practices according to 

Brammer et al. (2006) model, mainly for two reasons: 

(a) there is a lack of such CSR ranking database for 

Italian listed companies; (b) this model seems suitable 

in order to monitor and measure the main 

requirements of Italian stakeholders related to socially 

responsible firms.    

We considered three main parameters composing 

CSR: (a) employees (CSR_EMPL); (b) environment 

(CSR_ENV) and (c) community (CSR_COMM); then, 

for the first hypothesis we built a unique CSR variable 
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(CSR) resulting from the weighted average of the 

three parameters, while for the second hypothesis we 

considered the three parameters as independent 

variables.  

The CSR_EMPL is represented by five 

components:  

1. the health and safety systems; 

2. the systems for employees training and 

development; 

3. the equal opportunities policies; 

4. the systems for good employees relations; 

5. the systems for job creation and security.  

The CSR_ ENV consists of three components:  

1. the quality of environmental policies; 

2. the environmental management systems;  

3. the environmental reporting.  

Finally, the CSR_COMM is measured only by a 

single component, the community responsiveness. 

Then, we translated each of the text ratings into 

quantitative figures. We ranked each component with 

a scale scores from 0 to 3 or from 0 to 4. In particular: 

(a) Employees score: 5 components (health and 

safety, training and development, equal opportunities 

policies, employee relations, systems for job creation 

and job security) each of them ranked from 0 to 3, 

yielding a total employees responsibility score of 15. 

Concerning the score, we attributed 0 if the company 

did not take into account the specific variable at all 

and 3 if it stated to take it into consideration with a 

satisfying description. Instead, we ranked the variables 

with 1 or 2 if their description was poor (e.g. if the 

company only named the variables without any or 

with an unclear description).  

(b) Environmental score: 3 components (policies, 

management systems, and reporting), each ranked 

from 0 to 4, so that, the maximum score for this 

variable is 12. We attributed 0 if the company did not 

take into account the specific variable at all and 4 if it 

stated to take it into consideration with a satisfying 

description. Instead, we ranked the variables with 1, 2 

or 3 depending on the broadness of the description 

(e.g. if the company only named it or there is a very 

poor description). 

(c) Community score, ranked from 0 to 3. Also 

in this case, we attributed 0 if the company did not 

consider the component at all and 3 if it stated to take 

it into account with a satisfying description. Instead, 

we ranked the variables with 1 or 2 if the description 

was very poor.  

After scoring each parameter for all the 32 firms 

over the five years period we aggregated all the 

weighted scores for each variable in building up the 

unique variable CSR for HP1. While, the independent 

variables used to test HP2 are: 

(a) CSR_EMPL, given by the total score of the 

variables representing the CSR practices related to 

Employees divided by the number of its components 

(5); 

(b) CSR_ENV, given by the total score of the 

variables representing the CSR practices related to 

Environment divided by the number of its components 

(3); 

(c) CSR_COMM, given by the total score of the 

variables representing the CSR practices related to the 

Community divided by the number of its 

components (1). 

 

3.2.3 Control variables 

 
We included in our analysis several control variables 

related to the broad concept of financial and social 

performance. According to Ullman (1985), size and 

risk have a fundamental role in the relation between 

company‘s performance and CSP, in fact there is some 

evidence that smaller companies are less committed in 

socially responsible behaviors (Burke et al. 1986); 

besides, the management‘s risk tolerance influences 

the decisions in terms of CSR activities (Waddock and 

Graves, 1997), due to the effects that they can produce 

on the management reputation.  

So, consistently with existing literature on 

companies‘ performance, the control variables are: 

 Ln(TA), Ln of Total Assets, to control for size. 

It is expected to be positively correlated with stock 

price; 

 Return on Equity (ROE), to control for 

profitability. It is expected to be positively correlated 

with stock price; 

 Leverage (LEV), Net Debt/Equity ratio to 

control for financial pressure. It is expected to be 

negatively correlated with stock price;  

 BETA, to control for operating risk. It is 

expected to be negatively correlated with stock price. 

Moreover, we controlled for the industry and 

time effects. Industries were broken down according 

to Milan Stock Exchange classification codes and 

represented as dummy variables.  

 

3.3 The regression models 
 

In order to test our first hypothesis, the linear 

regression model is the following: 

 

  

SPi,t =a + b0CSRi,t-1 + b4LEVi,t-1 + +b5ROEi,t-1 + b6BETAi,t-1 + +b7Ln(TA)i,t-1 +e
 (1) 

 

Where SP is the stock price of the companies 

(dependent variable) in year t (where each year runs 

from January 1
st
 ); CSR is the composite CSR measure 

defined above; LEV is the Debt/Equity ratio; BETA is 

the coefficient representing the volatility compared to 

the market; ROE is the Return on Equity; Ln(TA) is 

the Ln of Total Assets; CSRUTILITY is the parameter 

representing the companies belonging to Utility 

industry (energy, oil, water..); CSRICT is the 

parameter representing the Information and 
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Communication Technology industry (High tech 

services, telecommunications); CSRGEN is the 

parameter representing the General industry 

(companies do not belonging to the previous ones); 

fixed effects are year effects. 

Next, we run a second regression model, in order 

to test the second hypothesis, in which the single 

variable CSR is broken-down into the three 

components Employees (CSR_EMPL), Environment 

(CSR_ENV) and Community (CSR_COMM). The 

control variables are the same used in the previous 

regression. 

The linear regression model used is the 

following: 

 

   

SPi,t = a + b0CSR_ EMi,t-1 + b2CSR_ ENi,t-1 + b3CSR_COM i,t-1 + b4LEVi,t-1 +

+b5ROE i,t-1 + b6BETAi,t-1 + +b7Ln(TA)i,t-1 + e  (2) 

 

4 Empirical results 
 

The results of regression analyses are reported below.  

 

4.1 Hypothesis 1 
 

The adjusted R² of the first regression model 

(MODEL 1) is 0.358 and Durbin-Watson index is high 

(1.919). In Table 1 the sign of the CSR coefficient is 

negative (t-statistic equal to -2.481) suggesting that 

Italian financial market recognizes a negative financial 

premium, in terms of lower stock prices, to socially 

responsible companies. This result is consistent with 

our expectations about the behaviors of Italian 

investors, who have a negative perception of socially 

responsible policies attributing them a negative value 

in terms of lower stock price. This negative perception 

is particularly evident in the Utility and ICT sectors 

where there is a significant and negative correlation 

between stock price and CSR disclosure (t-statistic 

equal to -3.294 and -2.978). 

 

Table 1. Regression results (model 1) 

 

Independent variables Beta coefficients t Sig 

Constant -64.566 -5.824 0.000 

Ln(TA) 5.822 7.468 0.000 

BETA -9.278 -3.453 0.001 

LEV -5.789 -3.915 0.000 

ROE 0.054 1.028 0.306 

CSR -0.359 -2.481 0.015 

CSRUTILITY -0.502 -3.294 0.001 

CSRICT -0.623 -.2.978 0.004 

CSRGEN -0.217 -1.435 0.154 

Adj. R square 0.358     

Durbin-Watson 1.919     

 

The other variables show the expected significant 

correlation with stock price. LEV (t-statistic equal to -

3.915) and BETA (t-statistic equal to -3.453) are 

negatively and significantly correlated with stock 

price because the higher the financial pressure, the risk 

of insolvency and the operating risk, the lower the 

stock price. The size, Ln(TA), is positively and 

significantly correlated with stock price (t-statistic 

equal to 7.468), meaning that the bigger the firm the 

higher the stock price because the company is 

supposed to be ―stable‖ and profitable. Finally, ROE, 

against our expectations, is not significantly correlated 

to stock price (t statistic equal to 1.028), and it seems 

that good profitability does not have any impact on 

stock price. 

The variables of the model show a slight 

multicollinearity because the tolerance is not very 

high. 

4.2 Hypothesis 2 
 

The adjusted R² of the second regression model 

(MODEL 2) is 0.356 and Durbin-Watson index is 

quite high (1.719). In Table 2 the sign of the 

CSR_ENV coefficient is negative and significant (t-

statistic equal to -2.353) suggesting that Italian 

financial market recognizes a negative financial 

premium, in terms of lower stock prices, to companies 

disclosing environmental policies. This result is 

consistent with our expectations about the behaviors 

of Italian investors, who perceive negatively the 

socially responsible strategies of the companies 

attributing them a negative value in terms of lower 

stock price. But, contrary to our assumptions, the 

market is not interested in socially responsible 

behaviors concerning the employees and the 

community, in fact the CSR_EMP and CSR_COM 

coefficient are not significant at all. 
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Table 2. Regression results (model 2) 

 

Independent variables Beta coefficients T Sig 

Constant -62.865 -5.725 0.000 

Ln(TA) 5.931 7.507 0.000 

BETA -8.627 -3.258 0.001 

LEV -5.595 -3.661 0.000 

ROE 0.050 0.940 0.349 

CSR_ENV -2.427 -2.353 0.020 

CSR_COM -1.006 -0.648 0.518 

CSR_EM 0.878 0.512 0.610 

Adj. R square 0.356 

  Durbin-Watson 1.719     

 

The other variables show, as in the first 

regression, the expected significant correlation with 

stock price. LEV has a t-statistic equal to -3.661, 

BETA has a t-statistic equal to -3.258 and Ln(TA) has 

a t-statistic equal to 7.507. Once again, instead, ROE 

is not correlated at all to stock price. 

 

5 Conclusions  
 

Regarding the link between Corporate Social 

Responsibility and Corporate Financial Performance, 

the literature still shows contradictory results about the 

sign of the relation between these two variables; 

furthermore, the empirical evidence and scientific 

interest for this issue are still very limited in the Italian 

scenario. 

The purpose of this paper has been to shed light 

on the question of whether CSP affects positively, 

negatively or does not affect financial performance – 

measured in terms of stock prices – of Italian listed 

companies. In this study, we contributed to Corporate 

Social Responsibility theoretical debate, in the field of 

the relationship between CSP and CFP, by: (a) feeding 

the existing evaluation theoretical stream of market 

financial performance measures; (b) testing the effect 

of CSR disclosure in the Italian stock market, which is 

not very much investigated; (c) verifying the effect of 

CSP variables on stock prices. 

According to Matten and Moon (2008), the 

Italian scenario presents the characteristics of a 

National Business System (Whitley, 1997) that 

hypothetically can favor what they call ―implicit 

CSR‖: (a) a political system heavily influenced by the 

power of the state, (b) a stock market not well 

developed and not representing the most important 

source of capital; (c) high levels of union membership 

and (d) the absence of ―giving back‖ philosophy with 

a cultural reliance on the role played by the state, 

political parties, the Church and so on. These 

elements, together with the embedded relations with 

few key stakeholders, lead the Italian companies 

toward CSR practices that seem to be a reaction to the 

institutional environment, or simply a 

―Americanization‖ of management practices (Child, 

2000) rather than a deep, really voluntary and well 

planned corporate‘s decision.   

The empirical evidence showed that in Italy, 

even if an increasing number of firms started to 

develop socially responsible behaviors, financial 

markets recognize a negative premium to them: a 

good CSP reduces stock prices of listed companies 

especially in the Utilities and ICT sectors and this 

reduction is particularly evident in the case of 

environmental policies disclosure. A higher focus on 

CSR practices related to the Environment (such as the 

reduction of environmental impact and its 

measurement, the implementation of controlling 

emission ratios, etc.), is negatively evaluated.  

Hence, the Italian investors, being mainly 

focused on blockholders‘ perspective with a short term 

view, attribute a negative value to these practices 

perceiving them as avoidable expenses reducing 

companies‘ profits. A potentially interesting key of 

lecture of our work is linked to the results of Barnea 

and Rubin (2006). They argue that firm‘s insiders, 

such as the large blockholders, so much spread in 

Italy, may have an incentive to over-invest in CSR for 

their private benefits: in fact, by doing so, they could 

improve their private reputation as good global 

citizens. In particular, they demonstrate that, after a 

given threshold, the marginal effect of an additional 

dollar of CSR expenditure is a decrease of both 

shareholder income and firm value.  

In summary, our research confirms that the 

relationship between CSR and company‘s 

performance is still a ―work-in-progress‖ issue 

strongly dependent on the particular context of each 

country, the different sensitivity of the investors and 

the bargaining power of the different categories of 

stakeholders. Thus, it is difficult (and maybe wrong) 

to assume an overall general framework for this topic. 
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1 Introduction 
 

Chinomona and Pooe (2013) points out that small and 

medium enterprises (SMEs) are drivers of economic 

growth in many countries.  A healthy SME sector 

significantly contributes to the economy by creating 

employment opportunities and introducing innovation 

and entrepreneurial skills. About 91% of the formal 

business entities in South Africa are SMEs. The SME 

sector contributes between 52% and 57% of the gross 

domestic product and account for approximately 61% 

of employment in South Africa (Abor and Quartey, 

2010).  SMEs are one of the major drivers of inclusive 

and sustained economic growth and employment in 

both developed and developing nations (Organisation 

for Economic Cooperation and Development, 2014). 

Effective decision-making is critical to the success of 

SMEs. This is important in light of the high failure 

rate and weak performance of SMEs in South Africa. 

It is estimated that the failure rate of SMEs in South 

Africa is between 70% and 80% (Adeniran and 

Johnston, 2011). In addition, SMEs need to adapt to 

changes in the dynamic environment to maintain their 

productivity. According to Pushpakumari (2011), 

values are very important in decision-making by 

SMEs. Values have implications for the behavior of 

the owners or managers of SMEs and their approach 

to managing their organizations. The values and goals 

of the owners of SMEs are not different from the goals 

of their businesses. Personal values have important 

implications for the decision to engage in 

entrepreneurship and the management of the business. 

The management and business practices adopted by 

SMEs and ultimately the performance of the business 

are influenced by the personal values of the owners 

(Pushpakumari and Wijewickrama, 2009).  A review 

of the empirical literature on personal values and 

ethics in South Africa (Viviers and Venter, 2008; 

Fatoki, 2014) revealed a deficiency of studies on the 

personal values of the owners of SMEs in South 

Africa. This identified research gap necessitated this 

study. 

 

2 Objectives of the study 
 

The primary objective of the study is to investigate the 

personal value of the owners of SMEs in South Africa. 

In addition, the study examined if male and female 

small business owners exhibit significant differences 

in their personal values. 

 

3 Literature review 
 
3.1 Small and medium enterprises in 
South Africa 
 
Ngaruiya et al. (2014) point out that there is no 

universally agreed definition of the term small and 

medium enterprises. Numerous factors related to a 

country‘s social-economic environment influence the 

definition of an SME. Most definitions currently 

follow quantitative and qualitative lines. Quantitative 

factors are primarily the number of employees, the 

annual turnover and the balance sheet total. The 
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qualitative factors require that an SME have a 

relatively small share of its market, be run by its 

owners and not be a subsidiary of a large firm. Also, 

the definition of SMEs on the basis of a specific 

criterion is not uniform across countries. 

The National Small Business Act of South Africa 

of 1996, as amended in 2003, describes an SME as ―a 

separate and distinct entity including cooperative 

enterprises and non-governmental organisations 

managed by one owner or more, including its branches 

or subsidiaries if any is predominantly carried out in 

any sector or sub-sector of the economy mentioned in 

the schedule of size standards, and can be classified as 

an SME by satisfying the criteria mentioned in the 

schedule of size standards‖ (Government Gazette of 

the Republic of South Africa, 2003).  The National 

Small Business Act provides a schedule of size 

standards for the definition of SMEs in all the sectors 

of the South African economy. The small business 

sector can be classified into four distinct groups. 

These are micro, very small, small and medium. The 

groups are distinguishable by the required level of 

employees, turnover and gross asset value 

(Government Gazette of the Republic of South Africa, 

2003). 

 

3.2 Personal values 
 

The term ―values‖ has been defined differently by 

many authors. Rokeach (1973) describes human 

values as ―core conceptions of the desirable within 

every individual and society‖. Hofstede (1980) defines 

values as ―a broad tendency to prefer certain states of 

affairs over others.‖ Schwartz (2012) points out that 

values are important for explaining social and personal 

organization and change. The value theory by 

Schwartz (1992, 1996, 2006 and 2012) specifies six 

main features of values. (1) Values are beliefs linked 

inextricably to affect; (2) Values refer to desirable 

goals that motivate action; (3) Values transcend 

specific actions and situations; (4) Values serve as 

standards or criteria; (5) Values are ordered by 

importance relative to one another; and (6) The 

relative importance of multiple values guides action.  

Personal values can have significantly impact on 

organisational performance. Hemingway and 

Maclagan (2004) find that the adoption of corporate 

social responsibility (CSR) by corporations can be 

associated with the changing personal values of 

individual managers. CSR initiatives represent 

individuals' values. Ling et al. (2007), Zainol and 

Ayadurai (2011) and Asah (2012) find that there is a 

significant relationship between personal values and 

SME performance. The findings support the evidence 

that the performance of a firm is positively related 

with the values and cognitive bases of powerful actors 

in the organisation.  Values are important in 

understanding the relationship between the personal 

characteristics of the entrepreneur and firm 

performance. Shariff and Peou (2008) investigate the 

relationship between entrepreneurial values, firm 

financing and the management and growth 

performance of SMEs. Entrepreneurs having values 

such as creativity, integrity, achievement are more 

likely to have better firm performance than 

entrepreneurs without these values. In addition, values 

related to high quality work of an entrepreneur 

positively impact on the growth and performance of 

SMEs. Donker et al. (2008) examine corporate values, 

codes of ethics and firm performance in Canada and 

find statistically significant evidence that corporate 

values positively correlated with firm performance. 

Values have an impact on employee commitment to 

work and lead to improvement in the financial 

performance of a firm. In addition, the stock markets 

react negatively to firms that commit socially 

irresponsible or illegal acts.  

The gender of the owner or manager of a small 

business can influence personal values. Yegletu and 

Raju (2009) find that there is a significance difference 

in the value priorities of male and female students. 

Females tend to place higher values on tradition, 

benevolence, and conformity while males tend to 

place higher values on self-direction, achievement and 

stimulation.  Boohene (2010) report that female small 

business owners give significantly greater weight than 

males to power, ambition and social recognition.  

Male small business owners give greater weight than 

females to the values of risk taking, personal 

development, innovation, broadmindedness, 

capability, courageousness and imagination.  

 

4 Methodology 
 

The study used the quantitative research method with 

a descriptive research design. The empirical approach 

consists of data collection through the use of self-

administered questionnaire in a survey.  The survey 

was conducted in Polokwane, and Mankweng in the 

Limpopo province of South Africa. Because of the 

difficulty in obtaining the population of small 

businesses in the study area, convenience and 

snowball sampling methods were used. A pilot study 

was conducted on the survey instrument used in this 

research with fifteen small business owners in order to 

ensure face and content validity.  Owners were 

assured of confidentiality with regard to the data 

collected. The questionnaires were given to the 

owners to complete. The questionnaire was divided 

into two parts (1) biographical information (2) 

personal values. Various methods have been 

developed by researchers to measure value (Chen and 

Flesischmann, 2012), (Fatoki, 2014).  Two of the most 

widely used methods are the Schwartz Personal 

Values Scale (SVS) and Schwartz Portrait Value 

Questionnaire (PVQ). The study used the Schwartz 

Portrait Value Questionnaire (PVQ) to measure the 

personal values of the owners of SMEs.  Schwartz et 

al. (2006) point out that the PVQ measures values 

indirectly while the SVS elicits direct, self-conscious 
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reports of values. The PVQ obtains judgments of the 

similarity of another person to oneself while the SVS 

asks for the ratings of the importance of values as 

guiding principles in one‘s life. Thus, the respondents‘ 

judgment task is quite different. The stimuli in the 

PVQ are persons, portrayed in terms of their goals, 

aspirations, and wishes; the stimuli in the SVS are 

abstract, context-free values. Schwartz (1992) 

identifies ten types of value namely power, 

achievement, hedonism, stimulation, self-direction, 

universalism, benevolence, tradition, conformity and 

security. These types of value can be arranged in a two 

dimensional circular structure representing the 

dynamic relationships between the values depending 

on their compatibility and conflicts between their 

respective motivational goals. The PVQ is made up of 

forty questions. The distribution of the questions is as 

follows. Conformity: 7,16,28,36; Tradition: 

9,20,25,38; Benevolence: 12,18,27,33; Universalism: 

3,8,19,23,29,40; Self-Direction: 1,11,22,34; 

Stimulation: 6,15,30; Hedonism: 10,26,37; 

Achievement: 4,13,24,32; Power: 2,17,39; Security: 

5,14,21,31,35. The study used two versions of the 

PVQ as suggested by Schwartz. One version was used 

for male respondents and the other version was used 

for female respondents. The male version used 

―he/his‖ and female version ―she/her‖. Respondents‘ 

personal values are inferred from their self-reported 

similarity to people who are described in terms of 

particular values. Six point Likert scale ranging from 

―6 Very much like me‖, ―5 like me‖, ―4 Somewhat 

like me‖, ―3 A little like me‖, ―2 not like me‖ and ―1 

not like me at all‖. The Cronbach‘s alpha was used to 

measure reliability. In this study, the Cronbach‘s alpha 

coefficients for the ten PVQ groups ranged between 

0.70 and 0.81 indicating the reliability of the scales. 

Descriptive statistics and the T-test were used for data 

analysis. 

 

5 Results 
 

166 questionnaires were distributed to small business 

owners and 78 questionnaires were returned. The 

response rate was 47%. 45 respondents were in the 

retail sector and 33 respondents were in service sector. 

48 respondents were males and 30 respondents were 

females. 46 respondents had post-matric 

qualifications, 32 respondents had Matric qualification 

or below. None of the respondents had more than five 

employees and can be considered as micro enterprises.  

 

5.1 Personal values of small business 
owners 

 

Table 1. Personal values of small business owners 

 

 PVQ group Mean Standard deviation 

1 Conformity 4.75 1.01 

2 Tradition 4.69 0.98 

3 Benevolence 4.65 0.92 

4 Universalism 5.04 0.92 

5 Self-direction 5.15 0.96 

6 Stimulation 5.10 1.02 

7 Hedonism 4.52 0.92 

8 Achievement 5.13 0.98 

9 Power 5.09 0.91 

10 Security 5.07 1.02 

 

The results as presented in table 1 showed that 

self-direction, achievement, stimulation, power and 

security are the five most significant personal values 

for small business owners.  Hedonism is the least 

significant of the measures of personal value. 

According to Schwartz (2012), self-direction involves 

thinking up new ideas and being creative and 

independent.  Achievement focuses on being 

ambitious, risk-taking, successful and getting ahead in 

life. Stimulation is defined by excitement, novelty and 

challenge in life. Power values focus on the need of 

individuals for dominance and control. Security is 

defined by safety, harmony and the stability of society 

and of relationships. Self-direction is the most 

significant personal value. Self-direction involves 

creativity and innovation and risk-taking.  Fairoz et al. 

(2010) and Hung and Chiang (2010) point out that 

innovation in the firm of new products, services and 

processes can lead to sustainable competitive 

advantage. Allah and Nakhaie (2011) and Fatoki 

(2013) find that successful entrepreneurship is 

associated with risk-taking which involves the 

identification of the new opportunities and resources 

mobilization. Achievement is another significant 

personal value.  Some of the characteristics or 

behaviours associated with entrepreneurs are that they 

are opportunity driven, optimistic, emotionally 

resilience high mental energy and hard work (Simpeh, 

2011).  According to Tapies and Fernandez (2012), 

values are a key element in managing a business and 

in business longevity. Quality, honesty and hard work 

are values that contribute significantly to business 

longevity.  
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5.2 Gender difference in the personal 
values of small business owners 

 

 

Table 2. Gender difference in the personal values of small business owners 

 

Measures of personal value Gender Mean T-test sig. 

Conformity Male 

Female 

4.931 

4.809 

0.769 

Tradition  Male 

Female 

4.694 

4.761 

0.717 

Benevolence Male 

Female 

5.037 

5.079 

0.777 

Universalism Male 

Female 

5.102 

4.953 

0.215 

Self-direction  Male 

Female 

4.917 

5.235 

0.223 

Stimulation Male 

Female 

5.167 

4.934 

0.635 

Hedonism Male 

Female 

4 686 

4.597 

0.263 

Achievement Male 

Female 

5.405 

5.203 

0.248 

Power Male 

Female 

4.568 

4.357 

0.301 

Security Male 

Female 

5.015 

5.093 

0.717 

Note: Sig. 0.05 

 

Table 2 depicts the results of the differences in 

the measures of personal values for male and female 

small business owners. The results indicated that the 

male respondents in the study have higher means than 

female respondents in the some of the measures of 

personal values. These are self-direction, stimulation, 

achievement, hedonism and power. Female 

respondents have higher means in universalism, 

conformity, tradition, benevolence, and security. The 

results of the study show that there is no significant 

gender difference in all the measures of personal 

values.  The results of this study are consistent with 

the findings of Boohene  (2010) in some variables 

used to measure personal values. Boohene  (2010)  

find that female owner-managers give significantly 

greater weight than males to values of power, 

ambition, social recognition aggressiveness. However, 

male owner-managers give greater weight than 

females to the values of risk taking, personal 

development, innovation, broadmindedness, 

capability, courageousness and imagination. 

 

6 Conclusion 
 

The management and business practices adopted by 

small business owners and ultimately the performance 

of the business are influenced by the personal values 

of the owners. Values are important in understanding 

the relationship between the personal characteristics of 

the entrepreneur and firm performance. The study 

investigated the personal values of small business 

owners in South Africa. In addition, the study 

examined if male and female small business owners 

exhibit significant differences in their personal values. 

The results indicated that self-direction, achievement, 

stimulation, power and security are the five most 

significant personal values for small business owners. 

Hedonism is the least significant personal values. The 

results indicated that male respondents in the study 

have higher means than female respondents in the 

some of the measures of personal values. These are 

self-direction, stimulation, achievement, hedonism and 

power. Female respondents have higher means in 

universalism, conformity, tradition, benevolence, and 

security. There is no significant gender difference in 

all the measures of personal values. 
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1 Introduction 
 

For some time the management accounting literature 

has examined the design and use of budgeting systems 

and their various effects on budgetary behaviour and 

financial performance (Dunk 2011).  Indeed, it caused 

Brownell and Dunk (1991.703) to assert at the time 

that it constitutes ―the only organized mass of 

empirical work in management accounting‖.  One 

such effect on budgetary behavior is the propensity of 

managers to create budgetary slack.  The term 

‗budgetary slack‘ essentially refers to the setting of 

budget targets such that they become easier to achieve 

(Lukka, 1988). From an individual perspective, 

budgetary slack can be beneficial as a buffer against 

uncertainty regarding the achievement of preset 

targets (Cyert and March, 1963). From an 

organizational perspective, budgetary slack has 

several negative implications—including reduced 

managerial effort, misallocation of the organization‘s 

resources and distorted performance evaluations of 

managers and their areas of responsibility (Davis, 

DeZoot and Kopp, 2006; Nouri and Parker, 1998). 

The contingent nature of many of these factors has 

meant that the results of research into these matters 

have often been contradictory and difficult to 

integrate. 

Research suggests that budgetary slack is 

common in organizations (Buchheit, Pasewark and 

Strawser, 2003; Merchant, 1985; Merchant and 

Manzoni, 1989). Several studies have investigated the 

relationship between budgetary participation and the 

propensity to create slack (Chow, Cooper and Waller, 

1988; Davila and Wouters, 2005; Merchant, 1981; 

Nouri and Parker, 1998). In some studies budgetary 

participation has been found to have a positive effect 

on managerial propensity to create budgetary slack, 

i.e. a positive effect on the incidence of budgetary 

slack. However, other studies have suggested that the 

level of participation has weak effects or even 

negative effects on managerial behaviour, i.e. a 

positive effect on the undesirable organizational 

implications of budgetary slack. Because previous 

studies have been inconclusive, the purpose of the 

current study is to explore further these conflicting 

results using a contingency theory approach 

(Govindarajan, 1986).  
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We take the view that budgetary participation 

alone is insufficient to explain the propensity to create 

slack, and many studies have noted that the creation of 

budgetary slack requires the interaction of budgetary 

participation with other factors (Dunk, 1993; Lau and 

Eggleton, 2003; Mia, 1989; Yuen, 2001).  Many 

studies have investigated the budget process in the 

manufacturing sector.  There have been fewer studies 

within the services sector, and particularly the hotel 

industry, of the relationship between budgetary 

participation and budgetary slack and the variables 

identified for investigation in the present paper.   

Macau like Hong Kong is a Special 

Administrative Region (SAR) of the Peoples Republic 

of China; it lies on the western side of the Pearl River 

Delta across from Hong Kong. It is a former 

Portuguese colony (the first and last European Colony 

in China) and operates with a considerable degree of 

autonomy
1
.  Macau is ranked highly as a tourist 

destination in terms of tourist arrivals and tourism 

receipts. Many new hotels have been opened, where 

efficient operation and high quality service levels are 

critical, (Galaxy, MGM Grand, Sands, Sheraton, 

Venetian, Wynn) such that it rivals Las Vegas as a 

tourist and gaming location.  Preliminary interviews 

were held with 10 corporate managers to investigate 

the current operational problems of the hotel industry 

in Macau, China. A major problem which emerged 

was the high staff turnover rate at a managerial level 

and this was noted to disturb the normal operation of 

their business.  The mobility of labour in the Macau 

hotel industry is very high and there is considerable 

demand for the middle management in this sector. The 

dysfunctional impacts of budgetary slack to these 

organizations during the participation phase of budget 

setting was seen to reduce the effectiveness of the 

organization and impact the motivation of these 

managers.  In this context the objective of the study is 

to have a greater understanding of the factors 

impacting on the budget operation in the hotels, 

whether setting financial targets or non-financial 

performance measures, and through this to suggest 

ways to remove negative effects and to motivate and 

retain employees in the organizations and in the hotel 

industry.  

Researchers who have examined participatory 

management strategies have suggested that such 

strategies increase employees‘ commitment and 

involvement, which, in turn, leads to more favourable 

job-related outcomes, such as a reduced propensity to 

create budgetary slack (Gray and Ligouri, 1994; 

Parsons, 1995).  Potter and Schidgall, (1999) Fisher, 

Frederickson and Peffer (2002) and Dunk (2007) have 

all suggested that there is a need for continuing 

research to investigate the links between the design of 

accounting systems and the overall organizational 

design, with a view to improving organizational 

                                                           
1
 Macau maintains its own legal system, monetary system 

and immigration policy. The population is predominantly 
Chinese though Portuguese and English is also spoken.  

efficiency.  This paper therefore presents an empirical 

examination of the moderating role of two individual 

level variables, managers‘ organizational commitment 

and job-related tension, on the propensity to create 

budgetary slack in settings of high and low levels of 

participation.  It is of importance in that it is the basis 

of suggesting a better budgeting environment that 

facilitates effective management in the hotel industry, 

improved employee attitude and more appropriate 

motivation.  

The results of the study indicate that, in a 

situation of high budgetary participation, highly 

committed managers who report lower job-related 

tension are associated with low propensity to create 

budgetary slack.  In the low-participation situation this 

study finds that organizational commitment and job-

related tension have no effect on propensity to create 

budgetary slack.  This latter finding is in contrast with 

the literature which suggests that low-committed 

managers with higher job-related tension are often 

associated with a greater propensity to create 

budgetary slack. 

Following this introduction, the next section 

reviews the relevant literature to develop a theoretical 

framework linking the variables of interest. This 

review leads to statements of the hypotheses of the 

current study. Sections dealing with research methods, 

results, and discussion then follow in turn.  

 
2 Literature and hypothesis development 
 
2.1 Budgetary participation 

 

Whether managers should or should not participate in 

budget setting continues to exercise the minds of 

researchers who use various perspectives and 

methodologies to improve our understanding (Byrne 

and Damon 2008). The results of studies on budgetary 

participation are mixed; some have found that 

budgetary participation has a positive effect on 

managerial behaviour (Agbejule and Saariloski 2006; 

Becker and Green 1962; Brownell 1981; Kenis 1979, 

Marginson and Ogden, 2005).  Other studies have 

suggested that the level of participation has weak 

effects (Lau and Buckland, 2001; Milani 1975; Steers, 

1976) or even negative effects on managerial 

behaviour (Brownell and McInnes, 1986; Bryan and 

Locke, 1967; Emsley, 2003). Given these conflicting 

findings, the current study attempts to contribute to a 

discussion of the nature of the relationship between 

budgetary participation and one aspect of managerial 

behaviour—the propensity to create budgetary slack 

and address this in a specific organizational setting 

that of hotel management. 

The effect of budgetary participation on a 

propensity to create budgetary slack has been a 

common focus in the literature (Dunk, 1993; 

Lilleyman, 1979; Merchant, 1985; Nouri, 1994). 

Managers protect themselves from the ‗downside 

potential‘ of an uncertain future by means of slack 
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creation, for example, Merchant and Manzoni (1989) 

found that slack increases the chances of achieving 

budget targets, thus avoiding unwelcome intervention 

from senior management.  

Young (1985) used an agency model and 

Govindarajan (1986) used contingency theory to 

explain the propensity to create budgetary slack. Both 

these studies suggested that variable findings can 

occur as a consequence of contextual differences 

among organizations—such as organizational 

differences, varying environmental conditions, and 

different norms and values within organizations and 

the wider society. For example, Merchant (1981) 

found a greater propensity to create budgetary slack 

among employees of larger companies, more 

diversified companies, and decentralized companies. 

Merchant (1985) also conducted a field study to 

investigate how managers‘ propensities to create 

budgetary slack were affected by the budgeting system 

and the technical context of their environment. His 

results showed that employees demonstrated a reduced 

propensity to create slack if managers participated 

actively in budgeting, particularly when technologies 

were relatively predictable. In contrast, the propensity 

to create budgetary slack was greater if a tight budget 

required frequent tactical responses to avoid overruns. 

He also found that the propensity to create slack was: 

(i) positively related to the importance placed on 

meeting budgetary targets; (ii) negatively related to 

the level of participation allowed in the budgeting 

process; (iii) negatively related to the degree of 

predictability in the production process; and (iv) 

negatively related to their superiors‘ abilities to detect 

slack. 

Dunk (1993) and Van der Stede (2000) 

replicated earlier studies to investigate the propensity 

to create slack during budgetary participation. They 

found that slack was low when rigid budgetary control 

increased the likelihood of senior management 

detecting slack. Moreover, during participation in 

budgetary activities, managers who were committed 

and those who adopted long-term thinking were less 

likely to create budgetary slack than those with low 

commitment and short-term thinking.  On the basis of 

the above discussion, it would seem that budgetary 

participation, considered in isolation, has no clear 

relationship with the propensity of managers to create 

slack. The following null hypothesis is therefore 

proposed: 

Ho1: There is no significant relationship between 

budgetary participation and propensity to create 

budgetary slack. 

 

2.2 Moderating variables 
  

A possible reason for the equivocal results reported in 

the previous studies is that the relationship might be 

moderated by other variables, and several studies have 

investigated possible interactions among various 

factors (Brownell, 1981; Frezatti, Braga de Aguiar and 

Rezende, 2007; Lau and Eggleton, 2003; Nouri and 

Parker, 1998; Van der Stede, 2000). In particular, 

Hopwood (1972) has suggested that the moderating 

role of certain variables (such as job characteristics, 

personal characteristics, and social conditions) should 

be considered when studying the effect of budgetary 

participation on managerial behaviour.  

Mia (1988; 1989), Reid (2002) and Magner, 

Johnson, Staley and Welker (2006), all studied 

employees‘ attitudes, motivation, and job difficulty in 

assessing the relationship between budgetary 

participation and managerial performance.  They 

found that participation in the budgeting process by 

managers who reported a more favourable attitude or 

motivation was associated with improved 

performance; conversely, a less favourable attitude or 

motivation was associated with impaired performance. 

Dunk (1993) and Yuen (2001) showed that the 

relationship between budgetary participation and 

budgetary slack was contingent upon information 

asymmetry and managerial commitment to the 

achievement of budgetary targets. Their results 

showed that managers who possessed more 

information, and those who placed emphasis on the 

achievement of the budget, demonstrated improved 

performance and less budgetary slack; in contrast, 

managers who possessed less information, and those 

who placed less emphasis on the achievement of the 

budget, demonstrated diminished performance. As a 

result, Dunk (1993) and Yuen (2001) concluded that 

budgetary-participation factors interact with other 

factors in influencing a manager‘s propensity to create 

budgetary slack. 

Researchers have also considered budgetary 

participation in association with other factors. For 

example, Young (1985) and Chong & Leung (2003) 

found that, in a working environment characterized by 

high uncertainty, a participatory budgetary process led 

to an increase in budgetary slack; in contrast, a 

working environment characterized by low uncertainty 

led to a decrease in budgetary slack. Onsi (1973) 

provided evidence that participation leads to a 

reduction in slack, which was attributed to positive 

communication between managers and subordinates, 

such that subordinates felt less pressure to create 

slack.  Chow et al., (1988) found that, when 

information asymmetry was absent, budgetary slack 

did not differ significantly among various pay 

schemes; in contrast, when information asymmetry 

was present, slack was found to be significantly lower 

under a reward-based ‗truth-inducing‘ pay scheme. 

However, Lau, Dunk and Smith (1996) found that the 

correlation between participation and slack was 

negative only when chances of slack detection was 

high; when slack detection was low, these authors 

found that budgetary participation did not influence 

the propensity to create slack. 
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2.3 Organizational commitment and job-
related tension as moderating variables 

 

It is apparent that a variety of possible moderating 

variables have been investigated in an attempt to 

clarify the relationship between budgetary 

participation and budgetary slack. The current study 

investigates two such possible moderating factors—(i) 

organizational commitment; and (ii) job-related 

tension. Previously researchers have often treated 

these constructs as outcome variables in evaluating the 

effectiveness of budgetary participation on managerial 

behaviour.  

Organizational commitment has been the focus 

of numerous studies, including some that have 

attempted to identify its antecedents, because of its 

potential for improving work outcome.  For example, 

several researchers have proposed that employee 

participation in decision-making increases employee 

commitment to an organization. These authors have 

included March and Simon (1958); Lincoln and 

Kalleberg (1985); Boshof and Mels (1995); Parker and 

Kyj (2006) who all found that greater participation in 

organizational policy-making enhanced the tendency 

for subordinates to identify with the organization. In 

terms of participatory budgeting, it is therefore 

reasonable to contend that organizational 

commitment, which implies a belief in organizational 

goals and values, might be increased through 

participation in budgetary processes.  

Nevertheless, Boshof and Mels (1995) and 

Macky and Boxall (2008) found that employees can 

have low organizational commitment, but still have 

significant participation in budgetary activities; 

however, in these circumstances, dysfunctional 

behaviour is possible. Nouri (1994) attempted, 

unsuccessfully, to explain the results of earlier 

research by introducing two motivational factors (job 

involvement and organizational commitment) to 

explain slack. Whilst not totally successful he was 

able to indicate that, for highly committed managers, 

job involvement was associated with decreased 

propensity to create budgetary slack.   

Organizational commitment is a bond that links 

the individual to the organization (Mathieu and Zajac, 

1990; Randell, 1990). Meyer, Paunonen, Gellatly, 

Goffin and Jackson (1989) described ‗commitment‘ as 

being characterized by a strong belief in, and 

acceptance, of the organization‘s goals, and a 

willingness to exert considerable effort on behalf of 

the organization. It has therefore been argued that 

organizational commitment improves work outcomes 

(Adler and Corson, 2003; Douglas and Wier, 2000). 

Furthermore, high organizational commitment might 

cause employees to suffer from various issues of job-

related tension, which might not be constructive in 

motivating employees. However, low organizational 

commitment might also result in psychological 

uneasiness, and thus induce a propensity to create 

budgetary slack—perhaps because employees seek to 

protect their jobs and their self-image (Cyert and 

March, 1963).  

Job-related tension is a situation in which 

managers feel frustration, stress, and anxiety, all of 

which can have a negative effect on their budgetary 

behaviour. Examples include: (i) a tendency for 

managers to charge costs to incorrect accounts; (ii) a 

tendency to delay repairs until more budgetary funds 

are available (in spite of the higher costs that are 

incurred) (Hopwood, 1972); or (iii) providing invalid 

data in reports (Hirst, 1981).  Significant job-related 

tension can result from task uncertainty and a high 

reliance on accounting performance measures (Hirst, 

1981). In particular, Hopwood (1972) examined 

various evaluations of employee performance, and 

noted that a greater emphasis on achievement can 

induce more job-related tension.  However, in 

replicating this study in a different environment, Otley 

(1980) found no significant relationship between the 

level of job-related tension and the styles of 

performance evaluation. Several studies have used a 

contingency approach to ascertain how job-related 

tension affects managerial behaviour (Bottger and 

Hirst, 1988; Dunk, 1990; Govindarajan, 1986). 

However, these studies have produced conflicting 

results, probably as a consequence of contextual 

differences among various organizations. 

When employees are able to have significant 

budgetary participation, they have more opportunity to 

influence budgetary slack. Highly committed 

managers are more likely to have a sense of 

achievement and task enjoyment in the role and thus 

they might not consider working in the organization to 

be a form of pressure and tension (Brownell and 

McInnes, 1986).  Such managers are likely to have a 

reduced propensity to create budgetary slack because 

they understand the dysfunctional effect it can create.  

Additionally a reduced propensity to create budgetary 

slack may apply to managers who have a lower level 

of job related tension, because either they do not care 

about their jobs or they do not feel pressure and stress 

in their roles (Shuler, 1980; Weick, 1983). Thus, for 

managers who are highly committed to the 

organization, or those with low job-related tension 

there may be a reduced propensity to create budgetary 

slack. 

On the other hand, managers with low 

commitment, those who do not subscribe to the 

organization‘s goals and values, might feel under 

pressure when they have more budgeting 

responsibilities and thus might have a greater 

propensity to create slack (Nouri, 1994).  Managers 

with high levels of job-related tension might have a 

greater propensity to create budgetary slack—in order 

to release the stress associated with their job 

(Langfield-Smith, 1997).   Thus managers with a low 

level of organizational commitment and higher job-

related tension are most likely to create budgetary 

slack as a means of defence. The above discussion 

leads to the formulation of the following hypothesis: 
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H1: At a high level of participation, highly 

committed managers who report low job-related 

tension are associated with low propensity to create 

budgetary slack. 

According to Dunk (1993), when budgetary 

participation is low, subordinates have few 

opportunities to determine the amount of slack. Kren 

(1993) suggests that a low level of budgetary 

participation reduces the opportunities of sharing 

information. Some managers may not care about their 

achievement of the budget (lower commitment), or 

others may feel a need to achieve the budget under the 

instruction from the upper management (higher 

commitment). In either case, they may perceive 

different levels of job related tension. If their 

budgetary participation is low they are unlikely to 

have any opportunity to create slack. In this case their 

level of organizational commitment and job-related 

tension has no effect on the production of budgetary 

slack under this situation.  The hypothesis in its null 

form can be stated as follows: 

Ho2: Organizational commitment and job-related 

tension have no effect on the production of budgetary 

slack in a low level of participation. 

In summary, it is suggested that the level of 

participation is not directly associated with the 

presence of slack in unit budgets.  If this was the case 

subordinate management could try to increase the 

level of budgetary participation to benefit from highly 

valued incentives and perks. However the extent of 

participation, the extent to which this give rise to 

stress and tension for the employee and the access to 

such incentive for participation are all tied up with the 

perceptions of the employee and his or her 

commitment, hence the issue is justified for further 

empirical investigation.  

The paper proposes that organizational 

commitment and job-related tension might have 

interactive effects on managers‘ creation of budgetary 

slack at different levels of budgetary participation. 

Hence, the study examines the potential for job-related 

tension and organizational commitment to act as 

moderating variables of the relationship between 

budgetary participation and a propensity to create 

budgetary slack see Figure 1. 

 

Figure 1. Conceptual Model of the study 

 

 
 

3 Methodology 
 
3.1 Data collection 
 

A field survey method was adopted for this study 

whereby the data were obtained through 

questionnaires distributed to managers in selected 

hotels in Macau. Before circulating the questionnaires, 

pilot questionnaires were distributed to five potential 

respondents to check the clarity of the wording. To 

overcome any language barriers, the questionnaire was 

also translated into the Chinese language. The Chinese 

version of the questionnaire was also tested with 

another five Chinese respondents, to ensure their 

understanding of the wording, and back-translated for 

comparison purposes and to check for accuracy.  

With the cooperation of the companies 

concerned the respondents for this study were selected 

from managers in 19 hotels in Macau employing 

between 100 and 600 staff in their particular units.  

The survey was conducted with a sample of 152 

middle managers who had responsibility for preparing 

and implementing budgets in their departments. All 

responses were returned to the researchers 

anonymously and no respondents were identifiable in 

the data.  A total of 131 completed questionnaires 

were collected, yielding a good response rate of 

86.18% (Cohen and Manion, 1994) partly attributable 

to the support from the companies and the careful 

preplanning of the study. The responding managers 

were all between 25 and 57 years of age, had held 

their current positions for an average of 3.75 years, 
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and had experience in their present companies for 

between 5 and 15 years. They consisted of senior 

supervisors, middle managers and senior managers. 

Respondents were from all departments in the hotels, 

such as, marketing, food and beverage, sales, front 

office, and recreation in addition to service 

departments of the hotel (for example, accounting, 

personnel, and central services).  Late and early 

replies were compared in order to test for non-

response bias which was not found to be a problem.  

 

3.2 Measurement of variables and 
descriptive statistics 
 

The variables incorporated into the questionnaire 

were: (i) organizational commitment; (ii) job-related 

tension; (iii) budgetary participation; and (iv) 

propensity to create budgetary slack. Factor analysis 

was applied in order to determine vales for each of the 

items of interest.   

Organizational commitment was measured using 

the nine-item short-form scale developed by Mowday, 

Steers and Porter (1979). Responses were assessed on 

a seven-point Likert-type scale. Earlier studies had 

reported acceptable levels of reliability and validity 

for this nine-item scale (Blau, 1987; Price and Muller, 

1981). In the current study, the Cronbach alpha 

coefficient of internal reliabilities was 0.72. The factor 

accounted for 76% of the variance. Job-related tension 

was measured by the instrument developed by the 

Institute for Social Research at the University of 

Michigan (Kahn, Wolfe, Quinn, Snoek and Rosenthal, 

1964). This index is a 15-item, seven-point, Likert-

type scale. The measure is based upon the perceptions 

of employees of their routine work—such as 

employees being unclear on the scope and 

responsibility of the job, beliefs that they have 

insufficient authority or qualifications to carry out 

their assignments, and feelings that they must do 

things against their better judgment (Kahn et al., 

1964). Acceptable levels of reliability and validity 

have been reported. The coefficient alpha score for 

this instrument was calculated for this study as being 

0.83. The factor accounted for 52% of the variance.  

Budgetary participation was assessed by Milani‘s 

(1975) six-item instrument on a seven-point Likert-

type scale to measure the amount of influence and 

involvement that an individual employee perceives to 

have in a jointly set budget (Brownell, 1981). This 

instrument has been used and tested extensively in 

many other studies, and has provided high internal 

reliability (Brownell and Hirst, 1986; Dunk, 1993; Lau 

and Buckland, 2001; Mia, 1988; Subramaniam and 

Ashkanasy, 2001). The measurement yielded a 

Cronbach alpha coefficient of internal reliability of 

0.69. The factor explained 63% of the variance in 

participation. Propensity to create budgetary slack was 

measured by Onsi‘s (1973) four-item instrument. This 

instrument has been used by earlier studies (Merchant, 

1985; Nouri, 1994). The response format was a seven-

point Likert-style scale. A Cronbach alpha coefficient 

of internal reliabilities of 0.76 was calculated. The 

factor explained 64% of the variance in participation. 

For each of the variables, a factor analysis of the 

scores yielded one eigenvalue greater than unity, 

resulting in the extraction of one factor for each 

variable. The study used the mean score to incorporate 

the data into further analysis, for example, to decide 

the high or low level of budgetary participation. For 

the whole dataset, means, standard deviations and 

correlations among the four variables are given in 

Table 1 Panel (a) and Panel (b).  

 

Table 1. Panel (a). Descriptive statistics of variables of the study 

 

 Means Standard Deviations Theoretical Range Actual Range 

1. Organizational commitment 4.31 0.79 1-7 1.1-6.8 

2. Job-related tension 3.65 0.24 1-7 1.2-6.9 

3. Budgetary Participation 4.87 1.12 1-7 1.3-6.5 

4. Budgetary slack 3.83 0.82 1-7 1.5-6.25 

 

Table 1. Panel (b). Correlations among variables of the study 

 

 Crobach Alpha 1 2 3 

1. Organizational commitment 0.72 --   

2. Job-related tension 0.83 -0.22**   

3. Budgetary Participation 0.69 0.28*** 0.11*  

4. Budgetary slack 0.76 -0.24** 0.08 0.25** 

Note: 2N= 131, p<0.1*, p<0.05**, p< 0.01*** 

 

4 Results 
 

Table 1 Panel (b) shows that bivariate correlations 

existed among the four variables of budgetary 

participation, organizational commitment, job-related 

tension, and propensity to create budgetary slack. 

There were significant positive associations between: 

(i) organizational commitment and budgetary 

participation; (ii) job-related tension and budgetary 

participation; and (iii) budgetary participation and 
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budgetary slack. In contrast, there were significant 

negative associations between: (i) organizational 

commitment and budgetary slack; and (ii) 

organizational commitment and job-related tension.  

It is of interest to evaluate the relationship 

between organizational commitment and propensity to 

create budgetary slack, but as shown in Table 1 panel 

(b), it is suspected that job-related tension has an 

effect on this relationship.  By controlling the job-

related tension variable (not shown), it is observed that 

a relationship between organization commitment and 

propensity to create budgetary slack variables is at the 

non-significant level (r = 0.21 and p = 0.128). The 

job-related tension, has caused a change in the 

observed relationship between the other two variables.  

Thus, the job-related tension variable is influencing 

the relationship between organizational commitment 

and propensity to create budgetary slack. It appears 

from the correlations presented that it is appropriate to 

proceed to further more detailed analysis but bearing 

in mind the interaction that has been established 

between the variables of interest.   

 

4.1 Tests of hypothesis Ho1 and three-way 
interaction 
 

A linear regression analysis was adopted to test 

hypothesis Ho1— that is, the main effect of the 

relationship between budgetary participation and the 

propensity to create budgetary slack. The results are 

shown in Table 2. They support Ho1—that there was 

no significant relationship between the two variables.  

 

Table 2. Regression of budgetary participation against propensity to create budgetary slack 

 

Source Coefficient Coefficient Value S.E. T P 

Constant b1 2.421 0.481 5.04 <0.05 

Budgetary Participation b2 0.085 0.006 2.78 n.s. 

Note: R²= 14%, F3, 127 = 1.05, n=131, p=0.214 

 

However, as argued above, the relationship 

between these two variables might be significant if 

other moderating factors are taken into consideration. 

A further three-way analysis was therefore conducted 

to test the interaction among the variables of 

budgetary participation, organizational commitment, 

and job-related tension—and their effect on a 

propensity to create budgetary slack. The following 

multiple regression equation (1) was employed: 

 

Y = b0+b1X1+b2X2+b3X3+b4X1X2+b5X1X3 +b6X2X3+b7X1X2X3+ e                                (1) 

 

Where:  Y = propensity to create budgetary slack;   

X1 = organizational commitment (OCM);   

X2 = job-related tension (JRT);  

X3 = budgetary participation (BP); and 

e = error term 

 

Table 3. Regression of propensity to create budgetary slack against job-related tension, organizational 

commitment, and budgetary participation 

 

Source Coefficient Coefficient Value Std. Error T P 

Constant Bo 7.218 0.637 15.678 <0.01 

OCM b1 -0.115 0.056 -2.070 <0.01 

JRT b2 0.023 0.013 0.023 n.s. 

BP b3 0.014 0.101 0.456 n.s. 

JRT X OCM b4 -0.182 0.002 -1.731 <0.05 

JRT X BP b5 0.002 0.008 0.701 n.s. 

OCM X BP b6 -0.090 0.010 -2.424 <0.01 

JRT X OCM X BP b7 -0.214 0.016 -1.242 <0.05 

Note: JRT = Job-related tension; OCM = Organizational Commitment; BP =Budgetary participation; R² = 

28%, F7, 123 = 3.67, n=131, p = 0.003, VIF =1.239  

 

It is observed that there is still no relationship 
between budgetary participation and a propensity to 
create budgetary slack.  However, Table 3 shows that 
job-related tension, organizational commitment, and 
budgetary participation interact to influence a 
propensity to create budgetary slack at the 0.5 level.  
The focus here is not on the individual independent 

variables but on the three way interaction term 
(coefficient b7). The only significant effect of 
organizational commitment alone on the propensity to 
create budgetary slack was a negative effect. 
Consideration of the two-way interactions shows that 
the interaction of job-related tension and organizational 
commitment; and of organizational commitment and 



Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
630 

budgetary participation both had a negative effect on 
propensity to create budgetary slack at a statistically 
significant level.  This provides a basis on which to test 
the other two hypotheses. 
 
4.2 Tests of hypothesis H1 at the high level 
of budgetary participation 
 
To test the other two hypotheses we shall dichotomise 
the participation variable to allow an in-depth analysis 
of the underlying patterns in each of high-budgetary 

and low-budgetary participation situations. The extent 
of budgetary participation was thus divided into two 
data sets, high participation and low participation 
(according to the mean values) to investigate how the 
variables affected a propensity to create budgetary 
slack under these different conditions.  There were 74 
and 57 respondents in the high and low level dataset 
of participation respectively.  

The following regression equation was employed: 

 
Y = b0 + b1X1 +b2X2+ b3X1X2 +e                                                     (2) 

 
Where:  Y = propensity to create budgetary slack; 

X1 = organizational commitment (OC); 
X2 = job-related tension (JRT); and 
e = error term  

 
Two regressions of equation (2) were used (with 

each of the high and low participation sample) to test 
the two-way interaction of organizational commitment 
and job-related tension.   

We shall first address the high participation 
sample of respondents that deals with hypotheses H1.  

A significant value for b3 in equation (2) would 
indicate an interaction between organizational 
commitment and job-related tension affecting the 
propensity to create budgetary slack.  The results from 
the multiple regression models are presented in 
Table 4. 

 
Table 4. Regression of propensity to create budgetary slack against organizational commitment, job-related 

tension and their interaction (high participation sub-sample) 
 

Source Coefficient Coefficient Value Std. Error T P 

Constant bo 14.875 2.354 3.99 <0.01 

OCM b1 -0.085 0.016 -3.07 <0.05 

JRT b2 0.061 0.100 1.97 <n.a. 

OCM x JRT  b3 -0.104 0.009 -3.24 <0.05 

Note: JRT = Job-related tension; OCM = Organizational Commitment; R² = 25%, F3, 69 = 4.29, n= 74, p = 
0.006, VIF = 1.066 
 

The results revealed a significant interaction 
between organizational commitment and job-related 
tension affecting propensity to create budgetary slack 
(p < 0.05), which provides support for H1. As shown 
in Table 4, both a major effect of organizational 
commitment (p = 0.05) and a significant interaction 
between job-related tension and organizational 
commitment (p = 0.05) were apparent under the 
condition of high participation.  

Further analysis of the means and standard 
deviations of this dataset for the propensity to create 
budgetary slack are shown in the quadrants in Table 5. 

The mean score of the propensity to create budgetary 
slack was computed for combinations of high and low 
values of organizational commitment and job-related 
tension respectively.  The mean of high organizational 
commitment/low job-related tension (2.34) was the 
lowest and the mean of low organizational 
commitment /high job-related tension (5.78) was the 
highest of the four cells, at a statistically significant 
level.  Thus the hypothesis H1 for the sample dealing 
with the high level of budgetary participation is 
confirmed. 

 
Table 5. Means, standard deviations, and numbers for propensity to create budgetary slack across higher or 

lower organizational commitment and job-related tension (high participation sub-sample) 
 

Job-related Tension 
Organizational Commitment 

Low High 

Low 

Mean = 3.23 

S.D. = 0.567 

N = 13 

Mean = 2.34 

S.D. = 0.456 

N = 19 

High 

Mean  = 5.78 

S.D. = 0.742 

N = 23 

Mean = 3.56 

S.D. = 0.822 

N = 19 
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The interaction was further analyzed 

mathematically. First, the interaction analysis used the 

partial derivation of the regression equation over job-

related tension (X1) by using the following equation: 

 

dY/dX2 = b2+b3 X1                    (3) 

 

The value of the ‗inflection point‘ was analyzed 

by the partial derivation of the following equation: 

 

X1 = -b2/b3                           (4) 

 

Substituting the values for b2 and b3 from Table 

4 into equation (4) produced X1 = 0.58. The inflection 

point (42.60 + 0.58 = 43.18) was within the observed 

range of the organizational commitment variable. The 

results indicate that, for high organizational 

commitment scores (that is, organizational 

commitment values greater than 43.18), the level of 

job-related tension was associated with a decreased 

propensity to create budgetary slack. On the other 

hand, for organizational commitment values less than 

43.18, the level of job-related tension was associated 

with an increased propensity to create budgetary slack. 

These results provide further support for 

hypothesis H1.  

 

4.3 Test of hypothesis H02 at the low level 
of budgetary participation 
 

A second analysis for the low-participation situation, 

using equation (2) above, was also conducted. The 

results are shown in Table 6. 

 

Table 6. Regression of propensity to create budgetary slack against organizational commitment,  

job-related tension, and their interaction (low participation sub-sample) 

 

Source Coefficient Coefficient Value Std. Error T P 

Constant bo -6.0670 4.5701 -1.25 n.s. 

JRT b1 0.0232 0.1083 1.45 n.s. 

OCM b2 0.0317 0.0243 2.38 <0.01 

JRT X OCM  b3 -0.1532 0.1880 -2.13 n.s. 

Note: JRT = Job-related tension; OCM = Organizational Commitment; R² = 13.89%, F3, 52 = 1.19, n= 57, 

p = 0.26, VIF = 1.086 

 

In contrast to the findings with the high-

participation respondents, Table 6 shows that there 

was no interaction between job-related tension and 

organizational commitment affecting the propensity to 

create budgetary slack under the condition of low 

participation. This provides support for H02.  

The quadrants in Table 7 show the means and 

standard deviations for the propensity to create 

budgetary slack under low budgetary participation. 

The results in this table show no significant 

differences in the mean scores for the four cells. This 

provides further support for the argument that, under 

low budgetary participation there is no significant 

interaction between job-related tension or 

organizational commitment affecting the propensity to 

create budgetary slack.  

 

Table 7. Means, standard deviations, and numbers for propensity to create budgetary slack across high or low 

organizational commitment and job-related tension (low participation sub-sample) 

 

Job-related Tension 
Organizational Commitment 

Low High 

Low 

Mean = 4.12 

S.D. = 1.711 

N = 11 

Mean = 3.85 

S.D. = 0.454 

N = 12 

High  

Mean = 4.50 

S.D. = 1.256 

N = 16 

Mean = 3.40 

S.D. = 0.878 

N = 18 

 

The information in Tables 5 and 7 was used to 

graph the three-way interaction and this is shown in 

Figures 2 and 3. The tables and graphs illustrate that 

slack was highest in the situations of high 

participation, low commitment, and high job-related 

tension. Figure 2 with the sharply diverging lines 

shows that managers with higher organizational 

commitment and a lower level of job-related tension 

had a reduced propensity to create slack compared 

with managers with a higher level of job-related 

tension. On the other hand, managers with lower 

organizational commitment and a higher level of job-

related tension had a greater propensity to create slack 

than managers with a lower level of job-related 

tension. The Figure 3 demonstrates that, with two 

closely related and intersecting lines for propensity to 

budgetary slack, there is no significant difference 

between managers with higher organizational 

commitment and a lower level of job-related tension 

and managers with lower organizational commitment 
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and a higher level of job-related tension, in creating 

slack under the situation of low budget participation, 

thus diagrammatically confirming H2. 

 

Figure 2. Three-way interaction - the relationship between organizational commitment and  

job-related tension under the high-participation group 

 

 
 

Figure 3. Three-way interaction - the relationship between organizational commitment and  

job related tension under the low-participation group 

 

 
 

5 Discussion, conclusions and limitations 
 

Budgetary slack continues to challenge researchers 

with no clear answers, various research models and 

many variables which may be incorporated to address 

it.   

Davila and Wouters (2005) provide us with a 

contemporary case example where generating 

budgetary slack can be an explicit design 

consideration with attendant positive organisational 

outcomes.  Others, often with a more quantitative 

research approach draw attention to its negative 

consequences and there is still no firm conclusion to 

this ongoing puzzle (Marginson and Ogden 2005).  

Using an Asian service sector as the research setting 

this study was designed to improve our understanding 

of how the two factors of organizational commitment 

and job-related tension might affect the propensity to 

create budget slack under the conditions of budgetary 

participation.  

By taking into account these two factors, the 

results of the study have further contributed to the 

previous findings of researchers including Dunk 

(1993), Nouri & Parker (1998), Lau and Eggleton 

(2003), Merchant, (1981 1985) and Van de Stede 

(2000) on the relationship between budgetary 

participation and propensity to create budgetary slack. 

This study indicates that there is a significant 

interaction between organizational commitment and 

job-related tension affecting the propensity to create 

budgetary slack. That is to say, high (low) committed 

managers with low (high) level of job-related tension 

have less (higher) propensity to create budgetary slack 

under the condition only of high budgetary 

participation. 

Organisational commitment has previously been 
demonstrated to have positive organisational outcomes 
(Douglas and Wier, 2000); it has further been seen to 
influence and be influenced by participation (Boshof 
and Mels, 1995; Parker and Kyj, 2006).  Job-related 
tension has been shown to have a negative effect on 
budgetary behaviour (Hopwood, 1972; Hirst, 1981).  
Some studies have been unable to conclude the 
relationship between budgetary participation and 
managers‘ propensity to create slack. It is suggested 
here that the variables of organisational commitment 
and job-related tension in this study may combine to 
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address the puzzle and this can be revealed by 
differentiating high and low levels of participation. 

It has been pointed out earlier that in situations 
of low participation there is little opportunity to create 
budgetary slack (Dunk 1993; Kren, 1993). In line with 
these earlier findings, this research revealed that 
where budgetary participation is low, there is no 
significant interaction between organizational 
commitment and job-related tension affecting the 
propensity to create slack.  This research therefore 
provides insights for managers and for organizations 
to learn more about how these variables can affect the 
dysfunctional behaviour of managers.  Hence, it draws 
to the attention of corporate management that slack, 
which is probably contributing to inefficiency, is kept 
to a minimum by soliciting greater employee 
participation and commitment whilst seeking to 
manage job-related tension.  

The variables used are based upon various 
previous studies and have been employed widely 
(Brownell 1981; Chow, 1983; Chow et al., 1988; 
Dunk, 1993; Gul, Tsui, Fong and Kwok 1995; Hirst 
and Yetton, 1999; Mahoney, Jerdee and Carroll 1963; 
Nouri and Parker, 1998). As a result all the 
measurements in this study have gained high internal 
reliability. It should also be noted that previous studies 
have often selected industries from the manufacturing 
sector, the present study been based in the hotel 
industry.  

The challenge faced by the Macau hotel industry 
today is to develop and retain managers especially at 
the middle level, so organisational commitment and 
job-related tension would appear to be central to this 
activity. For these organisations, it is necessary to 
have an adequate monitoring system for the operation 
of budget setting, agreeing performance measures, 
targets and budgetary control. The results in this study 
indicate that managers with low commitment may 
consider their involvement in the budget process an 
extra burden. As such it is more likely that such 
managers may be inclined to overstate their budget 
and hence create slack. It is suggested that greater 
control through record keeping and formalised 
routines are required to be applied to budgets of 
managers who have low organizational commitment 
and high job-related tension. So that the prospects for 
them building slack into their budgets are reduced.  
Some highly committed managers might not even 
identify stress during the budgeting process. They 
might enjoy working in such an environment because 
they accept and value the organization‘s goals (Boshof 
and Mels, 1995; Lincoln and Kalleberg, 1985; March 
and Simon, 1958). These managers who display high 
commitment and low job tension are less likely to 
attempt to build budget slack and hence the same 
‗controls‘ are not required.  This is an area where 
senior management judgement is important.   

The high mobility of human resources in the 
Macau hotel industry is of concern to the management 
is this sector. Therefore, there must be sufficient 
attention to what Byrne and Damon (2008) describe as 
‗voice and explanation‘, that is, involvement, good 

guidance and provision of sufficient resources and 
information from the upper management to handle 
problems which the managers may anticipate during 
the budget-participation process. By using such 
policies, budgetary slack might be controlled and the 
commitment of the managers to the company‘s goals 
and values can also be increased. Dysfunctional 
behaviour may therefore not appear when managers 
have good constructive guidance from and interaction 
with their senior management.  

The researchers were able to report back to the 
collaborating hotels with the summary findings 
presented here.  Of particular value in the subsequent 
discussion with managers was the reference to the 
inflection point of the level of commitment and 
Figures 2 and 3 depicting the behaviour of the high 
and low participation sample.  For the managers this 
served to add greater understandability to the findings 
and they were more able to operationalise the concept 
of commitment for example related to the 
questionnaire items.  Likewise the different levels of 
participation prompted significant discussion based on 
their experience of both managing and being 
managed.     

With respect to the limitations of the current 
study, several points are worth mention. Firstly, 
because the participants were selected only from the 
service sector, the sample was not cross-sectional. The 
results should be interpreted with caution and further 
research is required before the current results can be 
generalized to other industries. Secondly, it is 
suggested to future researchers that they investigate 
the cultural factors related to Asian management, 
since the current results may only be applicable in 
hotels and particularly Macau. It is worthwhile 
extending the study to other countries and to compare 
the results of this research. Future research could also 
examine further the reasons for the dysfunctional 
behaviour especially taking into account the 
environment in other countries or industries. This will 
enable a fuller evaluation of the prevalence of this 
phenomenon in organizations in order to prevent 
personnel from acting adversely. Additionally, more 
variables (such as environmental factors, task 
characteristics and working attitude) can be included 
in future studies so that remedial actions preventing 
dysfunctional behaviour can be better focused. 
Finally, future studies are also needed to look into not 
only dysfunctional behaviour but also other 
consequences such as health issues, job satisfaction, 
motivation and performance.    
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Corporate governance has become a popular topic in the international scene. The recent financial 
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1 Literature review  
 

The academic world has been shown to be interested 

in corporate governance, even before the recent 

scandals. Frequently, the research are focused on one 

or a few dimensions of corporate governance and 

examine the relationship between them and some 

variables that can represent the performance of the 

company. However, in recent years, a growing interest 

is devoted to the analysis of the effects of corporate 

governance on firm performance through the 

observation of multiple factors and creation of an 

index, in an attempt to grasp the growing complexity 

(Gompers et al., 2003; Bebchuk-Cohen-Ferrell, 2004; 

Aboav at al., 2010). 

In particular, Gompers-Ishii and Metrick (2003) 

developed a quality index, an indicator of protection 

from hostile takeovers composed by 24 elements of 

governance, and showed that firms with a limited 

protection of shareholders had a lower corporate 

valuation, measured by Tobin's Q, and low equity 

returns. Bebchuk-Cohen-Ferrell (2004), taking 

advantage of the IRRC database, constructed an 

indicator called ―entrechment index‖, composed by 

variables of governance all connected to the 

limitations on voting rights of shareholders and anti-

takeover measures. Aboav et al. (2010) analysed the 

governance quality of Italian Stock Exchange listed 

firms, and, creating a Corporate Governance Index 

composed by 76 variables and through a multivariate 

cluster analysis, showed a positive and statistically 

significant correlation between governance and firm-

value. Following Aboav et al., Bubbico et al. (2012) 

using their CGI, analysed the governance quality of all 

Italian financial institutions listed on the Italian Stock 

Market, finding a positive relationship between 

corporate governance and market-value of financial 

institutions.  

Therefore, the creation of an index of quality of 

corporate governance and the analysis of its 

correlation with the firms performance is more 

adequate than just consideration of one or a few 

variables and allows us to understand a phenomenon 

that in the light of the current crisis is increasingly 

complex. These reasons justify the choice to adopt this 

approach and create a new index. 

There is no single ideal measure of firm 

performance, therefore we considered three different 

measures. On the basis of the literature reported, our 

research hypothesis are: 

H1: There is a positive and statistically 

significant correlation between corporate governance 

and firm market value (Tobin’s Q) 

H2: There is a positive and statistically 

significant correlation between corporate governance 

and operating performance (ROE and ROA) 
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After investigating these relationships, the 

research will focus on those individual variables of 

governance that compose our index and have a 

statistically significant impact on performance. 

A first strand of literature has focused on the 

relationship between the size of Board of Directors 

and performance.  

Board is the ―heart‖ of corporate governance 

where the outcome of a firm is often determined 

(Fama and Jensen, 1983; Finkelstein and Hambrick, 

1996; Yawson, 2006; Clarke, 2007; Guerra et al., 

2009). The principal goal of corporate governance 

lives on the ability of board to monitor the 

management avoiding unscrupulous behaviours 

(Connelly and Limpaphayom, 2004). Berle and Means 

(1932), in fact, argued that, in practice, managers of 

firms pursued their own interest rather than the 

interest of shareholders and highlighted the need to 

create a set of effective mechanisms to help in 

resolving the conflict of interests between firm owners 

and managers improving performance. The board of 

directors therefore appears the only tool of the 

company to manage the relationship between 

shareholders and management (John and Senbet, 

1998), but its effectiveness as shareholders monitoring 

mechanism can only be efficient if bounded with 

appropriate size, composition and leadership 

configuration (Lawal, 2012). 

Forbes-Milliken (1999) and Goodstein et al. 

(1994) argued that a greater number of directors 

provides skills and expertise the individual can‘t own. 

In this way boards of larger size can more easily 

develop new strategic perspectives, counter the power 

of the CEO and, as stated by Zhara-Pearce (1989), 

ensure a more effective control over the management. 

Conversely, Lipton and Lorsh (1992) pointed out that, 

even if that greater size of the Board increases the 

monitoring capabilities, the benefits resulting are less 

than the costs to be incurred: its greater size is, indeed, 

related to the slowness of decision-making, to the 

difficulty in coordinating and organizing the team, to 

the impossibility of maintaining a high motivational 

level. They recommended a minimum of seven and 

maximum of nine board memberships.  

Jensen (1993), recommending an optimal size of 

eight, gets to argue that, increasing the size, the boards 

become less effective transforming themselves, as 

stated by Hermalin-Weisbach (1991), into organs 

without any connection with the management process. 

Therefore, small board size promotes critical, genuine 

and intellectual deliberation and involvement among 

members ensuring effective corporate decision 

making, monitoring and improved performance 

(Donaldson and Muth, 1998; Lipton and Lorsch, 1992; 

Jensen, 1993; Yermack, 1996). 

Although the idea of negative correlation is 

predominant: Daily and Dalton (1999) argued that 

there is a systematic positive correlation between 

board size and performance, with a higher sensitivity 

for small businesses. Large board size appear to 

promote diversity which gives the firm more 

expertise, experience, skills, resource co-optation, 

corporate strategy, innovation, creativity and provision 

of broad services (Dalton et al., 1999; Klein, 2002; 

Forbes and Milliken, 1999; Jackling and Johl, 2009; 

Dalton and Dalton, 2005). 

In a second series of studies researchers try to 

identify a link between the composition of the Board 

of Directors (measured as a percentage of outside non-

executive directors on internal executive directors, 

directors of the female gender or of different ages, 

ethnicity and nationality) and corporate performance. 

Some studies have attempted to assess the contribution 

of the independent directors, the presence of which is 

stimulated by the laws of many countries and, even 

more strongly, by the Codes of best practice. They 

assume, inspired by the agency theory, that if the 

component of the independent directors is prevalent, 

control is more effective. A board could be considered 

independent if composed by more non-executive 

directors that do not have material connection with the 

firm such as family ties, financial relationship, 

employment, professional services, and interlocked 

directorship amongst others with the management 

(Ayuso and Argandoña, 2007). Baysinger and Butler 

(1985) observe the presence of the best performance 

in firms whose board includes a higher number of 

independent directors. However, Yermack (1996) and 

Bhagat and Black (1999) argue, the presence of a 

negative relationship between the proportion of 

independent directors and the company's performance. 

Other studies have evaluated the contribution of 

non-executive directors. Inside directors participate 

directly in the day to day management of the firm 

while outside non-executive directors provide check 

and balances in ensuring that shareholders‘ interests 

are protected (Donaldson and Muth, 1998; Wan and 

Ong, 2005; Klein 2002) and are ready to oppose to 

that corporate strategy isn‘t in the interest of 

shareholders. (John and Senbet, 1998; Laing and Weir 

1999). Vafeas and Theodorou (1998), and Laing and 

Weir (1999), however, show a negative relationship 

between the presence of non-executive directors and 

the performance of the investigated companies. 

As the European Commission (2011) argued the 

non-executive members should be selected in the light 

of specific criteria such as merit, qualifications, 

experience, personal qualities, independence, gender 

and geographical origin. In this way, the board of 

directors would be able to acquire values, points of 

view, skills and ideas that promote and enrich the 

debate, preventing the so called "Group-think" (which 

is the flattening towards a sort of 'collective thinking' 

not differentiated) and thus potentially improving the 

quality of decisions (Consob, 2013). 

Firstly, the presence of different professional 

skills within the board of directors is an essential 

aspect so that the board can effectively carry out its 

work: different skills let the board better understand 

the complexity of international markets, the financial 
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goals of the companies, as well as the impact of the 

activities carried out for the interests of various 

stakeholders, etc.. Secondly the different geographical 

origin of the members of the board of directors - 

particularly in relation to international companies - 

appears to be a further significant element that allows 

the company to have a better understanding of 

regional markets in which it operates. Although some 

companies have, however, shown some critical issues 

related to the different geographical origin of its 

members (the problems would arise from different 

cultures and different languages), the European 

Commission (2011) showed that, even today, on a 

sample of European listed companies of large size, on 

average, 29% of board members belonging to 

countries other than where the company is based. 

The third aspect of the composition of the board 

of directors, discussed in the Green Paper, is the 

gender diversity. According to data collected by the 

Commission, the percentage of women on the boards 

of directors of listed European companies is on 

average approximately 12%. Although the existence 

of a causal relationship between the percentage of 

women on the board of directors and corporate 

performance is not demonstrated, the presence of 

women on boards would have, according to the 

Commission, a positive effect and help to increase the 

pool of resources from which to draw talents. In 

addition, there is evidence that women have a different 

leadership style than men and this factor is one of 

several tools available to the company to resolve the 

mentioned problem of "group-think". 

There are many works that attempt to estimate 

the impact of a significant number of women at the 

top of firms on some variables related to performance, 

especially after the introduction of gender quotas on 

company boards in some European countries. The 

results on the indicators of profitability or market 

performance are very heterogeneous. 

Many analysis identified a positive relationship 

between the share of women managers or top 

executives and the performance of firms. Some more 

recent studies suggest that shareholders assess 

positively the nomination of women directors in the 

case of Australia (Adams et al., 2011); in general more 

women would ensure a greater ―monitoring‖ of the 

management  (Adams and Ferreira, 2009), with 

positive effects for companies with weaker 

governance but negative for the other. Companies 

with more women in the board of directors seem to 

benefit from a more ―stringent‖ governance, although 

approximated by very simplified indicators such as the 

frequency of meetings of the Board. 

However, a more rigorous monitoring does not 

always lead to better performance. Adams and 

Ferreira (2009) argued that a tougher monitoring, 

more incentive alignment, and potentially greater 

participation by directors in decision making could 

have both positive and negative effects on corporate 

performance. In particular, too much board monitoring 

can decrease shareholder value. Adams and Ferreira 

(2009) point out that greater interference by directors 

in decision making could lead to a breakdown in 

communication between managers and directors, so 

gender diversity could negatively affect performance. 

If firms have otherwise strong governance, having a 

tough board could lead to over monitoring. But if 

firms have otherwise weak governance, tough boards 

could be particularly valuable. 

Object of interest is also the presence of busy 

directors, directors who hold executive positions in 

several boards; even in this case the results are not 

unique. Beasley (1996) and Fich-Shivadasani (2004) 

argue that the presence of a number of directors who 

sit on several boards represents an element of 

weakness in the corporate governance of companies. 

Ferris et al. (2002) argue that participation in 

numerous boards does not affect its ability to fulfill 

the tasks and responsibilities of the directors. Harris 

and Shimizu (2004), finally, argue that the directors 

participating in several boards represent a resource of 

experience and expertise to the company. 

Other studies, inspired by Fama-Jensen (1983), 

assert that firms characterized by a concentrated 

structure of leadership (duality) have worse 

performance because the CEO is able to more easily 

pursue personal interests to the detriment of the 

interests of shareholders. Baliga et al. (1996), affirm 

that the concentration of power is an impediment to 

the task of supervision of the Board of Directors and 

evoke a separation of the leadership roles. According 

to the Agency theorists, CEO Duality creates 

imbalance in corporate power distribution as heavy 

concentration of management and control resides with 

one person which tend to jeopardise board 

effectiveness (Eisenhardt, 1989). This imbalance 

makes it inevitably difficult for the corporate board to 

provide appropriate monitoring or even institute 

punitive measure against erring CEO due to absence 

of independence (Jensen and Fama, 1983; Brickley et 

al., 1997; Keller et al., 2006; Dalton and Kesner, 

1987; Shivdasani and Yermack, 1999; Goyal and 

Park, 2002; Wan and Ong, 2005; Dayton, 1984). 

Agency theorists thus, argued that the separation of 

the two positions will reduce the agency cost and 

promote corporate transparency and accountability 

(Weir and Laing, 2001). For this reason, the separation 

of the position of CEO and that of Board Chair is 

recommended in most corporate governance 

guidelines around the world (Italian Corporate 

Governance Code of Best Practices, Borsa Italiana, 

2011; Global Principles of accountable Corporate 

Governance, 2011; OECD Principles of Corporate 

Governance, 2004 etc). 

On the basis of the literature reported, our further 

research hypothesis are: 

H3: There is a negative and statistically 

significant correlation between board size and 

performance. 

H4: There is a positive and statistically 
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significant correlation between the presence of 

independent directors and firm performance. 

H5: There is a negative and statistically 

significant correlation between the separation of the 

position of CEO and that of Board Chair and firm 

performance (no Ceo duality). 

H6: There is a positive and statistically 

significant correlation between the  institution of the 

Lead Independent Director and firm performance. 

H7: There is a positive and statistically 

significant correlation between the  adoption of the 

Italian Corporate Governance Code of Best Practices 

(comply or explain) and firm performance 

 

2 Research design and methodology 
 

The object of the analysis is to verify a possible 

relationship between the corporate governance of 

Italian listed companies and their business 

performance. In summary, creating an our quality 

index for corporate governance, called Corporate 

Governance Quality Index (CGQI), we will try to 

understand if a good corporate governance can lead to 

better business results, and consequently competitive 

advantages against competitors. 

Therefore in this section, the target population, 

the sample and the model used are presented, 

illustrating the variables that compose the CGQI 

index, the areas they are grouped in and their relative 

impact on the results in the scoring model. 

 

2.1  Sampling and data collection 
 

In order to study the effect of Corporate Governance 

on the performance of listed companies in Italy, the 

target population is composed of all Italian companies 

listed on Borsa Italiana, the Italian Stock Exchange, in 

the year 2012, for which the report on corporate 

governance, remuneration, transactions with related 

parties, and the statute, are available on the website of 

Borsa Italiana or on the company's website. 

The initial dataset used for the analysis was 

composed of 256 firms. The first necessary step was 

to remove from the sample of the analysis those listed 

companies for which it was not possible to find the 

related reports. The second necessary step was to 

remove those firms that did not adopt a traditional 

model of corporate governance, but the monistic or 

dualistic one (only 8 companies), which have 

characteristics too different from the majority of 

companies, and this could affect the validity of the 

analysis. 

The cleaned dataset, therefore, is made of 215 

firms, all adhering to the traditional model of 

governance. The scoring model used for the 

assessment of the quality of the Corporate Governance 

system requires in input only data which is publicly 

available. The documents used to collect data are the 

annual report, the corporate governance, remuneration 

and transactions with related parties reports, the 

statute; in limited number of cases, also internal 

dealing report and the ethical code are used. 

 

2.2 The variables 
 

In order to study the relationship between corporate 

governance and performance, we proceed to the 

creation of an index of quality (CGQI index) 

composed by 48 variables, that have been selected on 

the basis of: 

1. Paper of economy and finance, Banca 

d‘Italia, 2013; 

2. Italian Corporate Governance Code of Best 

Practices, Borsa Italiana, 2011; 

3. Global principles of accountable Corporate 

Governance, CalPERS (The California Public 

Employees‘ Retirement System), 2011; 

4. Green Paper, European Commission, 2011; 

5. Principles of Corporate Governance, OECD, 

2004; 

6. Literature on the subject (Bubbicoet al., 

2012; Bussoli, 2009; Baghat et al. 2008; Drobetz et al. 

2004; Brown, 2003; Gompers at al. 2003). 

These variables can be grouped into three 

categories: 

1. dummy variables assuming value 0 or 1; 

2. percentage variables assuming value in 

percentage format; 

3. statistical index : The Gini index of 

heterogeneity 

Inspired by Aboav et al. (2010), all the variables 

are grouped in 3 macro areas: Board, Compensation, 

Shareholder and Stakeholder‘s Rights. 

The Board area analyses the organizational 

structure, composition and functioning of the board of 

directors and other committees; for instance, the board 

dimension, the age, professional background, 

geographical and gender diversity of board members, 

the board structure in terms of presence of executive, 

non-executive and independent members, the presence 

of various committees and their characteristics, the 

adoption of the Italian Corporate Governance Code of 

Best Practices  etc. 

The Compensation area analyses the instruments 

implemented to align directors‘ interests with 

shareholders' interests; the type and quality of 

remunerations of executive, non executive directors 

and top management are investigated. 

The Shareholder and Stakeholders‘ Rights area 

analyses the level of protection for shareholders and 

stakeholders; for instance, the presence of poison pills, 

golden, pension and silver parachutes, greenmail, the 

annual election of directors etc. 

The table 1 lists the variables used in the 

analysis. 
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Table 1. Variables of governance 
 

B
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Variables 

1. Size of the board: no fewer than 6 and no more than 15 members 

2. Percentage of non-executive directors 

3. Percentage of independent directors 

4. Age diversity of the Board members 

5. Professional diversity of directors 

6. Different geographical origin of directors 

7. Gender diversity of directors 

8. Percentage of "busy" directors: more than 5 positions in other companies 

9. Percentage of directors elected by the minority shareholders 

10. Percentage of auditors elected by the minority shareholders 

11. The president of the Board of auditors is elected by the minority shareholders 

12. Natural logarithm of the number of meetings of the Board of directors 

13. Natural logarithm of the number of meetings of the Board of auditors 

14. Director Attendance: at least 75% of the board and key committee meetings, or a valid 
excuse for non-attendance 

15. Independent Executive Session: at least one time per year 

16. Presence of the Nomination Committee 

17. Presence in the Nomination Committee of a majority of independent directors 

18. Presence of the remuneration committee 

19. Presence in the Remuneration Committee of only independent directors 

20. Alternatively presence in the Remuneration Committee of non-executive directors, the 
majority of whom are independent. The chairman of the committee in this case must be 
chosen among independents 

21. At least one member of the Remuneration Committee has knowledge and experience in 
financial matters or compensation policies 

22. Natural logarithm of the number of meetings of Remuneration Committee 

23. Presence of the Control and Risks Committee 

24. Presence in the Control and Risks Committee of only independent directors 

25. Alternatively presence in the Control and Risks Committee of non-executive directors, 
the majority of whom are independent. The chairman of the committee in this case must 
be chosen among independents 

26. At least one member of the Control and Risks Committee has knowledge and experience 
in accounting and finance or risk management 

27. Natural logarithm of the number of meetings of Control and Risks Committee 

28. Separation between President of the board and Ceo 

29. Institution of the Lead Independent Director between the directors of the company 

30. Adoption of the Italian Corporate Governance Code of Best Practices (comply or 
explain) 

31. Presence of an accounting firm chosen by the companies among the "Big Four": 
PricewaterhouseCoopers - Deloitte & Touche - Ernst & Young – KPMG 

C
o

m
p

en
sa

ti
o

n
 A

r
ea

 

32. Remuneration of executive directors is composed by fixed and variable components 
(mix of cash and equity): they receive all or a portion of their fees in stock (es. stock 
options) 

33. There are maximum limits for the variable component of remuneration 

34. Temporal deferral of the variable remuneration: Vesting Period of at least three years 

35. Mechanisms of share retention, lock up: directors are obliged to maintain, until the end 
of the mandate, a portion of the shares acquired by exercising those rights (e.g. stock 
options, phantom stock) 

36. Option repricing  should be prohibited 

37. ―Evergreen‖or ―Reload‖ provisions should be prohibited 

38. Clawback Policy: Companies should recapture incentive payments that were made to 
executives on the basis of having met or exceeded performance targets during a period of 
fraudulent activity or a material negative restatement of financial results for which 
executives are found personally responsible 

39. Non-executive directors are not beneficiaries of share-based compensation plans, only 
fixed component, not variable 

40. Shareholder Approval: shareholder vote on the report on remuneration (the so-called 
principle say on pay) 
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Table 1. Variables of governance (continued) 
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41. One share one vote: all investors must be treated equitably 

42. Poison pill (e.g golden, pension and silver parachutes etc) should be prohibited 

43. Greenmail should be prohibited 

44. Annual directors election: every director should be elected annually 

45. Election of the investor relator and possibility to find his contact on the company website 

46. Shareholders approval in the case of transactions with related parties (excluding the 
related shareholder vote) representing + 5% of the company asset or that have a 
significant impact on profits or turnover. (―Whitewash‖) 

47. Adoption of the passivity rule, art. 104 of the Italian Financial Code 

48. Adoption of the breakthrough rule, art. 104-bis of the Italian Financial Code 

 

The quality of governance of the companies 

analyzed is expressed by the sum of the values 

assumed by the variables in the year 2012. Therefore, 

the Index values range between 0 and 65 points. To 

better understand the quality of corporate governance 

of each company we express an evaluation based on 4 

categories: excellent, high, medium, low and very low. 

The Figure 1 underlines that the majority of 

Italian listed companies, in total the 94,88 %, adopt a 

governance model of a medium-high quality, 

confirming an Italian context characterized by tougher 

laws on the subject, better shareholders defense 

mechanisms and a more rigid control exercised by the 

creditors.  

 

Figure 1. The quality of governance of the sample in 2012 

 

 
 

Below is the incidence of each area of analysis 

on the final score, in order to identify the strengths and 

weaknesses, in terms of governance, of Italian listed 

companies. 

The Board area is composed by 31 variables. It 

ranges between 0 and 50 points. To better understand 

the quality of the board and other committees 

characteristics, for each company, we express an 

evaluation based on 4 categories: excellent, high, 

medium, low and very low. 

The majority of Italian listed companies, in total 

the 80.93%, adopt a structure, organization and 

composition, of the different boards and committees, 

of a medium-low quality, while only 7 companies, the 

3.26%, comply with the recommendations of the 

codes of best practices used in the analysis.  
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Figure 2. The Board area quality of the sample in 2012 

 

 
 

The Compensation area is composed by 9 

variables. It ranges between 0 and 9 points being 

composed by only dummy variables. 

Results underline that all Italian listed companies 

adopt an adequate system of remuneration in 

accordance with the recommendations of the codes of 

best practices used in the analysis, and therefore able 

to meet the need for an alignment of interests between 

shareholders and management. The 13.95 % of 

companies fully complies with the principles of best 

practices, while the 86.04 % guarantees a system of 

remuneration of medium-high quality. 

 

Figure 3. The Compensation area quality of the sample in 2012 

 

 
 

The Shareholder and Stakeholders‘ Rights area is 

composed by 8 variables. It ranges between 0 and 8 

points being composed by only dummy variables. 

Results underline that in the majority of Italian 

listed companies, in total the 97.21%, the protection of 

shareholder and Stakeholders‘ rights is medium-low, 
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while in only 7 companies, the 2.79%, it is very low, 

not being complied with the recommendations of the 

codes of best practices used in the analysis. Of the 

three areas considered, this is the one that would need 

increased efforts.  

 

Figure 4. The Shareholder and Stakeholders‘ Rights area quality of the sample in 2012 

 

 
 

Therefore, analyzing the corporate governance 

index of the sample, it turned out that the majority of 

Italian listed companies adopt an efficient model of 

governance, where the compensation system is a point 

of strength, and improvements should be made in the 

structure and functioning of boards and committees, 

but especially in the protection of stakeholder and 

shareholders' rights (e.g. poison pills). 

The descriptive analysis of the variables 

considered in our governance index highlights that the 

board of directors is composed on average by 10 

members, the composition of the boards analyzed is 

characterized on average by a sufficient number of 

independent and non-executive directors, over 50%, a 

good heterogeneity in terms of professional 

background and age, 0.81 and 0.75 respectively, but 

low diversity in terms of gender and geographical 

origin, 0.38 and 0.16 respectively in a range between 0 

and 1 (the Gini index of heterogeneity), and low 

presence of members elected by the minority 

shareholders, on average fewer than 20%. The 

adoption of the Italian Corporate Governance Code of 

Best Practices is high, on average the 92% of the 

Italian listed companies, and there is a good efficiency 

of the boards in terms of number of meetings held.  

While the Board area has on average high 

percentages, other areas analyzed, the Compensation 

area and Shareholder and Stakeholders‘ Rights area, 

as shown in the previous paragraph, have the lowest 

percentages, demonstrating the need to make greater 

efforts in these. In particular, unsatisfactory results 

have been observed regarding the presence of 

maximum limits for the variable component of 

remuneration, vesting period of at least three years, 

mechanisms of share retention (lock up), poison pills, 

adoption of the breakthrough rule (art. 104-bis of the 

Italian Financial Code), annual directors election, 

shareholders approval in the case of transactions with 

related parties (―Whitewash‖). 

 

2.3 Research methods 
 

In order to verify the existence of a relationship 

between corporate governance and performance, in 

accordance with the literature, we use a cross-

sectional econometric model (OLS), in which the 

dependent variable is represented alternatively by 

accounting or market-based performance measures. 

Therefore, the following regression model has 

been used: 

 

                                                                  

           
(1) 

Where:   Index i = 1,……..,215 identifies the listed Italian companies included in the analysis; 

    is a measure of performance expressed through k independent variables; 

             are the parameters that must be estimated with the model; 

  is the constant of the model; 

   is the error term and it is the sum of firm specific effect (  ) and white noise (  ). 
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The model variables are hereinafter described. 
The dependent variables are: 
1. Return on Assets (ROA). This parameter 

suggests how efficient management is at using its 
assets to generate earnings. It is calculated as the ratio 
between net income and the value of the assets. 

 

    
          

            
 (2) 

 
2. Return on Equity (ROE). This parameter 

measures accounting earnings for a period of 
shareholders‘ equity invested. It is calculated as the 

ratio between net income and the value of 
shareholders‘ equity. 

 

    
          

      
 (3) 

 
3. Tobin‘s Q (  ), defined as the ratio between 

the market value of a firm and the cost of the share 
buy-back; in this work is calculated, using a proxy 
from the literature reference (Bussoli, 2009; Selvam, 
2006; Peni e Vähämaa, 2010; Mayur Saravanan, 2006; 
Grove et al., 2010), as: 

 

   
                                                       

            
 (4) 

 
These dependent variables are considered 

alternately, then the model is replicated three times. 
Below are the regression equations considered: 

 

                                                                (5) 
 

                                                                  (6) 
 

                                                                  (7) 
 
The independent variables, chosen considering 

the reference literature (Bubbico et al., 2012), are 
listed below: 

1.       is our Corporate Governance Quality 
Index, composed by 48 variables; 

2.     is the ownership concentration, measured 
by Cr4 index, and its effect on the value is not clear; in 
fact, high concentration is expected to produce high 
monitoring exercised by the controlling shareholders 
over the management (Sheilfer and Vishny, 1986), and 
therefore better performances, but, at the same time, 
have also a negative impact on value in the case of 
minority expropriation from controlling shareholders; 

3.     is the annual sales growth rate; a high 
sales growth rate can affect positively company value, 
because it means the company has been able to catch 
better investment opportunities (Lehman et al.,2000), 
but, simultaneously, lead the company to incentivize 
managers to invest in projects that increase the 
dimension but not the profitability; 

4.           is the natural logarithm of market 
capitalization. Large size allows to exploit economies 
of scale (Baumol, 1959) but could also produce worse 
performance due to organization inefficiency 
(Leibenstein, 1966); 

5.           is the natural logarithm of years 
since IPO. This variable allows to take into account 

the experience of the company on capital markets. A 
negative coefficient could be expected because more 
recently listed firms are likely to be faster-growing, 
and perhaps more intangible asset-intensive (Black et 
al., 2003); 

6.     is the capital structure defined as Equity 
over Total Assets. A negative relationship could be 
expected, because financing with the debt could 
incentivize managers to operate in an efficient manner 
(Grossman and Harte, 1982; Jensen, 1986); 

7.     is the Foreign ownership. The presence, 
among significant shareholdings (> 2% of equity), of 
foreign investors could have a positive influence on 
performance, due to a more stringent control over the 
management. 

It can be noted that, except      , these 

variables are control variables not related to corporate 
governance and are used in the model in order to 
account for other effects on firm value. 

 
2.4 Results 

 
The results of the econometric model are shown 
below, starting from the first of the three equations of 
regression considered: 

 

                                                                

 
(8) 

 
Where Index i = 1,…,215 identifies the listed Italian companies included in the analysis; 

   is the Tobin‘s Q; 

             are the parameters that must be estimated with the model; 

  is the constant of the model; 

   is the error term and it is the sum of firm specific effect (  ) and white noise (  ). 
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Table 2. First Cross-Sectional regression for the 2012 
 

T
o
b
in
‘s
 Q

 

Independent variables    Std. Error t-ratio P-value 

      -0,6321 0,2522 -2,51 0,013** 

          0,16407 0,02362 6,94 0,000*** 

          -0,12866 0,05154 -2,5 0,013** 

    -1,0858 0,1621 -6,7 0,000*** 

R-SQUARED 37,5% 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively. In this analysis, we considered 
the natural logarithm of Tobin's q and the index of governance in order to increase the linearity and the 
effectiveness of the model. 
 

The table 2 shows some important evidences: 

 The first research hypothesis H1 is not 
confirmed. The regression analysis shows a negative 
and statistically significant correlation (coefficient = -
0.6321 and p-value = 0.013) between Tobin‘s Q and 
Corporate Governance. A reason of this result may be 
due to the fact that managers of firms pursue their own 
interest rather than the interest of shareholders, as 
stated by the agency theory, and have incentives to 
invest firm‘s resources undertaking projects that bring 
benefits to them, but have a negative impact on 
shareholders wealth (Berle and Means, 1932; Jensen 
and Meckling, 1976; Fama and Jensen, 1983), 
focusing on the increase and the maximization of the 
firm‘s market-value (  ) in the short term, thereby 
diverting the attention from medium and long term to 
the detriment of shareholders and stakeholders. Indeed 
there is a negative and significant correlation between 
the quality of the Compensation area (coefficient = -
0.3851 and p-value = 0.072), the Shareholder and 
Stakeholders’ Rights area (coefficient = -0.3429 and p-
value = 0.008) and Tobin‘s Q. This highlights as a 
strict compensation system, characterized by limits to 

the variable components of the remuneration, vesting 
period of at least 3 years and mechanism of share 
retention and lock up, leads, at least potentially, to 
managerial behavior oriented towards maximizing 
value for shareholders over the long term, avoiding 
speculative operations in the short term. Furthermore 
the greater protection of shareholders' rights leads to a 
efficient and non-speculative behavior of the 
management in order to reduce the risk of being the 
subject of a hostile takeover and be replaced. 
Therefore, the structure of the remuneration and the 
protection of Shareholder and Stakeholders‘ rights 
should promote sustainability in the medium and long-
term, but this could have a negative effect on firm‘s 
value in the short term.  

This negative relationship may also be explained 
by the fact that companies with a low market-value 
should implement a better system of governance in 
order to appear more attractive on the stock market; 

The table 3 shows the relationship between the 
different areas of governance considered in our 
analysis and Tobin's q and confirms the results shown 
in the Table 2. 

 
Table 3. First Cross-Sectional regression for the 2012 – areas of governance 

 

T
o
b
in
‘s
 Q

 

Independent variables    Std. Error t-ratio P-value 

Compensation area -0,3851 0,2126 -1,81 0,072* 

Shareholder and 
Stakeholders‘ Rights area 

-0,3429 0,1287 -2,66 0,008*** 

          0,16235 0,02381 6,82 0,000*** 

          -0,12726 0,05119 -2,49 0,014** 

    -1,1067 0,162 -6,83 0,000*** 

R-SQUARED 39,3% 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively. In this analysis, we considered 
the natural logarithm of Tobin's q and the index of governance in order to increase the linearity and the 
effectiveness of the model. 

 
Hereinafter the results of the second equation of 

regression considered are shown. 
 

                                                                  (9) 
 

Where Index i = 1,…,215 identifies the listed Italian companies included in the analysis; 
     is the Return on Assets ; 

             are the parameters that must be estimated with the model; 
  is the constant of the model; 

   is the error term and it is the sum of firm specific effect (  ) and white noise (  ). 
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Table 4. Second Cross-Sectional regression for the 2012 

 
R

O
A

 

Independent variables    Std. Error t-ratio P-value 

    0,022359 0,009369 2,39 0,019** 

          1,3744 0,8088 1,7 0,092* 

R-SQUARED 14% 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively. In this analysis, we considered 

the natural logarithm of the index of governance in order to increase the linearity and the effectiveness of the 

model. 

 

The table shows an important evidence: 

 The second research hypothesis H2 is not 

fully confirmed. There is not a statistically significant 

correlation between Return on Assets and our 

Corporate governance index (     ); 

Results show the relationship between the 

different areas of governance considered in our 

analysis and Return on Assets and confirms the results 

shown in the Table 4. 

Hereinafter the results of the third equation of 

regression considered are shown. 

 

                                                                  (10) 

 

Where Index i = 1,…,215 identifies the listed Italian companies included in the analysis; 

     is the Return on Equity ; 

             are the parameters that must be estimated with the model; 

  is the constant of the model; 

   is the error term and it is the sum of firm specific effect (  ) and white noise (  ). 
 

Table 5. Third Cross-Sectional regression for the 2012 

 

R
O

E
 

Independent variables    Std. Error t-ratio P-value 

      13,367 7,404 1,81 0,073* 

    3,667 1,901 1,93 0,055* 

    403,9 138,1 2,92 0,004*** 

R-SQUARED 8,4% 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively. In this analysis, we considered 

the natural logarithm of the index of governance in order to increase the linearity and the effectiveness of the 

model. 

 

The table shows an important evidence: 

 The second research hypothesis H2 is 

partially confirmed. There is a positive and 

statistically significant correlation (coefficient = 

13.367 and p-value = 0.073) between Return on 

Equity and our corporate governance index (     ). 
This result is in accordance with Gompers et al. 

(2003), Drobetz et al. (2004), Aboav at al. (2010), 

Bubbico et al. (2012), which founded a positive 

relationship between governance and performance, 

and it can be analyzed with the result found for 

Tobin‘s q. A good governance leads, at least 

potentially, to a efficient and non-speculative behavior 

of the management, so a lower firm market-value (    
in the short-term, but at the same time better operating 

performance (     ; 

Results show the relationship between the 

different areas of governance considered in our 

analysis and Return on Equity and confirms the results 

shown in the Table 5. 

After investigating these relationships, the tables 

6, 7, 8 show those individual variables of governance 

that compose our index and have a statistically 

significant impact on performance. The research will 

focus only on those variables most discussed in the 

literature. 
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Table 6. First Cross-Sectional regression for the 2012 – variables of governance 

 
T
o
b
in
‘s
 Q

 

Variables of governance    Std. Error t-ratio P-value 

Independent Executive Session: at least one 

time per year 
0,3577 0,2092 1,71 0,093* 

No Ceo duality: separation between 

President of the board and Ceo 
0,4736      0,2354    2,01 0,049** 

Institution of the Lead Independent Director 0,4930      0,2631 1,87 0,066* 

Option repricing should be prohibited 1,5441      0,7915    1,95   0,056* 

Poison pill (e.g. golden, pension and silver 

parachutes etc) should be prohibited 
0,5383      0,2532    2,13   0,038** 

Adoption of the passivity rule, art. 104 of 

the Italian Financial Code 
-0,7312      0,2552   -2,87   0,006*** 

    0,00092 0,0004 2,17 0,035** 

          0,20735 0,0450 4,61 0,000*** 

          -0,3176 0,1019 -3,12 0,003*** 

    -0,8514 0,3388 -2,51 0,015** 

R SQUARED 75,2 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively 

 

Table 7. Second Cross-Sectional regression for the 2012 – variables of governance 

 

R
O

A
 

Variables of governance    Std. Error t-ratio P-value 

Number of board directors 1,4741 0,8482 1,74 0,088* 

Size of the board: no fewer than 6 and no more 

than 15 members 
15,023 4,851 3,10 0,002*** 

Professional diversity of directors -21,9 10,73 -2,04 0,046** 

Gender diversity of directors -13,078 7,19 -1,82 0,075* 

Natural logarithm of the number of meetings of 

the Board of directors 
-14,064 6,896 -2,04 0,046** 

Presence of an accounting firm chosen by the 

companies among the "Big Four" 
13,247 7,039 1,88 0,065* 

One share one vote: all investors must be treated 

equitably 
7,135 4,267 1,67 0,097* 

    0,04581 0,01217 3,76 0,000*** 

R SQUARED 65,4% 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively 

 

Table 8. Third Cross-Sectional regression for the 2012 – variables of governance 

 

R
O

E
 

Variables of governance    Std. Error t-ratio P-value 

Professional diversity of directors 355,9 205,4 1,73 0,085* 

Presence of the remuneration committee 451,6 254,5 1,77 0,078 

Natural logarithm of the number of meetings of 

Control and Risks Committee 
195,7 107 1,83 0,070* 

Adoption of the Italian Corporate Governance 

Code of Best Practices (comply or explain) 
619,2 222,3 2,79 0,006*** 

Mechanisms of share retention, lock up 256,3 120,1 2,13 0,035** 

Shareholders approval in the case of transactions 

with related parties (―Whitewash‖) 
308,2 149,2 2,07 0,041** 

    171,4 102 1,68 0,095* 

          4,951 2,053 2,41 0,017** 

R SQUARED 53,4% 

Note: ***, **, and * indicate 1, 5 and 10% significance levels, respectively 

 

The tables show some important evidences: 

 The third research hypothesis H3 is not 

confirmed. There is a positive and statistically 

significant correlation (coefficient = 1.4741 and p-

value = 0.088) between Return on Assets and the size 

of the Board of directors. The result is in accordance 

with researchers like Forbes-Milliken (1999) and 

Goodstein et al. (1994), which argued that a greater 
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number of directors provides skills and expertise the 

individual can‘t own. In this way boards of larger size 

can more easily develop new strategic perspectives, 

counter the power of the CEO and, as stated by Zhara-

Pearce (1989), ensure a more effective control over 

the management. In addition, Daily-Dalton (1992) 

argued that there is a systematic positive correlation 

between board size and performance, with a higher 

sensitivity for small businesses. Therefore large board 

size promotes diversity which gives the firm more 

expertise, experience, skills, resource co-optation, 

corporate strategy, innovation, creativity and provision 

of broad services (Dalton et al., 1999; Klein, 2002; 

Forbes and Milliken, 1999; Jackling and Johl, 2009; 

Dalton and Dalton, 2005). 

Furthermore, there is a positive and statistically 

significant correlation (coefficient = 15.023 and p-

value = 0.002) with a size of the Board of directors 

comprised between a minimum of six and a maximum 

of fifteen members. The significance of this variable is 

very high (p-value < 0,01) and leads us to suggest 

creating boards of directors respecting that range. This 

result partly confirms the suggestions of the literature. 

Lipton and Lorsh (1992) recommended a minimum of 

seven and maximum of nine board memberships. 

Shaw (1981) suggested board size of five; Bennedsen 

et al. (2008) argued that optimal board size is a 

function of many variables such as firm age, size, 

industrial classification as well as the degree of 

monitoring and value addition required amongst 

others (Connelly and Limpaphayom, 2004); Jensen 

(1993) recommended an optimal size of eight; 

 H4 is partially confirmed. There is a positive 

and statistically significant correlation (coefficient = 

0.3577 and p-value = 0.093) between Tobin‘s Q and 

Independent Executive Session (at least one time per 

year). For Independent Executive Session we mean 

periodical meetings of the independent directors (at 

least once a year) without the CEO and  the other 

directors. Some studies have attempted to assess the 

contribution of the independent directors, the presence 

of which is stimulated by the laws of many countries 

and, even more strongly, by the Codes of best 

practice. They assume, inspired by the agency theory, 

that if the component of the independent directors is 

prevalent, control is more effective. In particular, 

Baysinger and Butler (1985) observe the presence of 

the best performance in firms whose board includes a 

higher number of independent directors. In our work, 

we have not found a statistically significant correlation 

between performance and number of independent 

directors and we cannot affirm that a positive or 

negative relationship exists, but this result shows 

partly as independent directors have a positive 

influence, at least indirectly, on performance. A 

reason of this result could be that more independent 

executive sessions during the year let independent 

directors discuss more on management performance, 

exchange ideas and make a more effective control 

over the management; 

 The fifth research hypothesis is not 

confirmed. There is a positive and statistically 

significant correlation (coefficient = 0.4736 and p-

value = 0.049) between Tobin‘s Q and the separation 

of the positions of CEO and Board Chair (absence of 

CEO duality). This result is in accordance with Fama-

Jensen (1983), Baliga et al. (1996), Yermack (1996), 

Daily-Dalton (1998) and Mazzotta (2008). According 

to the Agency theorists, CEO Duality creates 

imbalance in corporate power distribution as heavy 

concentration of management and control resides with 

one person which tend to jeopardise board 

effectiveness (Eisenhardt, 1989), so the CEO is able to 

more easily pursue personal interests to the detriment 

of the interests of shareholders. This imbalance makes 

it inevitably difficult for the corporate board to 

provide appropriate monitoring or even institute 

punitive measure against erring CEO due to absence 

of independence (Jensen and Fama, 1983; Brickley et 

al., 1997; Keller et al., 2006; Dalton and Kesner, 

1987; Shivdasani and Yermack, 1999; Goyal and 

Park, 2002; Wan and Ong, 2005; Dayton, 1984). 

Agency theorists thus, argued that the separation of 

the two positions will reduce the agency cost and 

promote corporate transparency and accountability 

(Weir and Laing, 2001). Therefore the separation of 

the position of CEO and that of Board Chair is 

recommended in most corporate governance 

guidelines around the world (e.g. Italian Corporate 

Governance Code of Best Practices, Consob, 2011; 

Global Principles of accountable Corporate 

Governance, 2011; OECD Principles of Corporate 

Governance, 2004 etc); 

 The sixth research hypothesis is confirmed. 

There is a positive and statistically significant 

correlation (coefficient = 0.4930 and p-value = 0.066) 

between Tobin‘s Q and the institution of the Lead 

Independent Director. This result is in accordance 

with the recommendations of most corporate 

governance guidelines and studies, and confirms the 

result found before for the Ceo duality. The Lead 

Independent Director is an "Independent Director" 

appointed by the Board of Directors to serve in a lead 

capacity to coordinate the activities of the other 

Independent Directors and to perform such other 

duties and responsibilities as the Board of Directors 

may determine. In recent cases (which involved 

leading companies such as AIG and Morgan Stanley), 

the role of the lead director has been important in the 

resolution of business crisis, which culminated in the 

replacement of the CEO (Ferrarini, 2006). This figure 

is required by corporate governance guidelines (e.g. 

Italian Corporate Governance Code of Best Practices, 

Consob, 2011) especially when the chairman of the 

board of directors is also the CEO of the company. As 

seen before, according to the Agency theorists, CEO 

Duality leads to a heavy concentration of management 

and control resides with one person which tend to 

jeopardise board effectiveness (Eisenhardt, 1989), able 

to more easily pursue personal interests to the 
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detriment of the interests of shareholders. The Lead 

Independent director has the function of presiding 

over the Independent executive sessions, which are, 

we will see after, an important tool of monitoring over 

the management. This figure therefore ensures a better 

functioning of the internal committees, a more 

important role of independent directors in the board of 

directors, a stronger monitoring over the management 

and consequently higher investor protection and firm 

market-value; 

 The seventh research hypothesis is 

confirmed. There is a positive and statistically 

significant correlation (coefficient = 619.2 and p-value 

= 0.006) between Return on Equity and the adoption 

of the Italian Corporate Governance Code of Best 

Practices (comply or explain). This result and its 

significance should be an incentive for Italian 

companies to adopt the Italian code. 

 

3 Conclusion 
 

This research analyzes whether, and how the quality 

of the corporate governance impacts on the 

performance of Italian listed companies, in order to 

increase the understanding of the relationship between 

corporate governance, measured by Corporate 

Governance Quality Index (CGQI), investor 

protection and firm‘s performance during the financial 

crisis in Italy. 

The aim of this work is identify those variables 

of governance on which a company should focus in 

order to improve its performance. To this purpose, we 

created a Corporate Governance Quality Index 

(CGQI) composed by 48 variables, and through a 

cross-sectional regression for the year 2012, we 

proceeded to the analysis of the relationship between 

firm performance, measured by Tobin‘s q, Return on 

Assets and Return on Equity, control variables and our 

governance index. 

The cross-sectional regression highlights, firstly, 

two important results, the negative correlation 

between Tobin‘s q and CGQI, and the positive 

correlation between Return on Equity and CGQI, and 

only partially confirms the research hypothesis 

formulated. However, these contrasting results 

confirm that Corporate Governance positively impacts 

on firm performance. Indeed, a good governance 

leads, at least potentially, to a efficient and non-

speculative behavior of the management, that can lead 

to a lower firm market-value (Tobin‘s q) in the short-

term, but at the same time better operating 

performance (ROE). 

Ascertained that corporate governance has a 

positive impact on performance, the research has 

focused the attention on the individual variables of 

governance and control considered. We have 

identified some provisions that are positively or 

negatively correlated with performance, all supported 

by an extensive literature and most corporate 

governance guidelines around the world (e.g. Italian 

Corporate Governance Code of Best Practices, Borsa 

Italiana, 2011; Global Principles of accountable 

Corporate Governance, CalPERS, 2011; OECD 

Principles of Corporate Governance, 2004 etc), 

demonstrating how choosing the right variables of 

governance, during the current crisis, is crucial for the 

company. Hence, the analysis has reported as a better 

protection of shareholders (e.g. one share one vote, 

prohibition of poison pills, etc.), an appropriate 

composition of the board of directors (in terms of 

presence of independent directors and internal 

committees, gender and professional diversity, etc.) 

and an appropriate remuneration policy (e.g. limits to 

variable components of remuneration, mechanisms of 

share retention and lock up, etc.) lead to better 

performance. The right mix of different variables of 

governance represents a new competitive factor to 

gain an advantage over the competition, so 

investments to implement effective governance 

systems give net positive benefit and should therefore 

be pursued by the Italian companies. Anyway, the 

quality of the Italian companies is medium-high, as 

shown by the descriptive analysis, and the 92.1% of 

them adopt the Italian Corporate Governance Code of 

Best Practices. Furthermore, the cross-sectional 

regression has shown as there is a positive and 

statistically significant correlation (coefficient = 619.2 

and p-value = 0.006) between Return on Equity and 

the adoption of the Italian Code, so this result and its 

significance should be an incentive for Italian 

companies to invest for a good governance. 

The CGQI index provides a measure that can be 

used by researchers in the next studies on the subject, 

and being composed by 48 variables, is able to 

express, with a good significance (first R squared = 

0.752; second R squared = 0.654; third R squared = 

0.534), the quality of governance of a company, 

comparing with governance indexes composed by few 

variables that do not allow to understand the 

phenomenon in all its complexity. We suggest to 

extend the analysis both temporally and spatially, with 

a comparison between different countries, considering 

that our index is constructed on the basis of corporate 

governance guidelines of different countries.  

Furthermore, the CGQI could be a useful tool 

both for the investors, who become able to make their 

investments with greater awareness and reduced risk, 

and for companies, permitting them to evaluate their 

corporate governance structure and increase the 

attractiveness of its shares on the stock market 

ensuring greater protection of shareholders. 
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1 Introduction 
 

Basic finance theory suggests that financial leverage 

(debt) influences firm value (Stulz, 1990).  

Specifically, when changes in external variables lead 

to increases (decreases) in the firm‘s degree of 

financial leverage, this is usually accompanied by an 

increase (decrease) in stock price (Harris and Raviv, 

1991).  Consequently, it is important to identify firm 

attributes (such as global diversification) that 

influence the degree of financial leverage in the firm‘s 

capital structure.   

In terms of the relationship between corporate 

international activities and financial leverage, the 

implications of diversification theory suggest that 

because multinational corporations (MNCs) operate in 

several less than perfectly correlated markets, MNCs 

should experience less income volatility than do 

domestic firms and, as a result, should utilize more 

debt in their capital structure.  Consistent with theory, 

several studies find a negative relationship between 

the degree of internationalization and firm risk (e.g., 

Agmon and Lessard, 1977; Fatemi, 1984) and cost of 

debt (e.g., Reeb et al.,, Mansi, and Allee, 2001; Mansi 

and Reeb, 2002).  However, despite the notion that 

internationalization may work to reduce firm risk and 

the cost of debt capital, studies that examine the 

capital structure of multinational firms find that 

domestic firms are more financially leveraged than are 

multinational firms (e.g., Burgman, 1996; Chen, 

Cheng, He, and Kim, 1997).    

While there is extensive research on the 

determinants of capital structure (see Harris and 

Raviv, 1991 for a survey), there are few papers that 

examine the relationship between global 

diversification and the degree of financial leverage in 

the firm‘s capital structure.  According to Burgman 

(1996), ―most of the empirical literature on capital 

structure has either completely ignored international 

factors, or implicitly assumed that they are adequately 

proxied by the standard business risk measures.‖  In 

addition, the results of research on the implications of 

global diversification on capital structure are far from 

conclusive.  Specifically, some studies document 

negative relationship between global diversification 

and financial leverage (e.g., Chen, Cheng, He, and 

Kim, 1997; Doukas and Pantzalis, 2003) while other 

studies report a positive relationship (e.g., Kedia and 

Mozumdar, 2003; Reeb and Mansi, 2001, 2002).   

There are several theoretical arguments to 

support the notion that MNCs should use more 

financial leverage in their capital structure than do 
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domestic firms. For example, because they operate in 

more than one geographic market, MNCs have 

multiple sources of capital compared to domestic 

firms. As long as financial markets are not perfectly 

correlated, MNCs may benefit by borrowing through 

their foreign subsidiaries located in markets in which 

the cost of debt (e.g., the interest rate) is lower than 

that of the domestic market (Denis, Denis, and Yost, 

2002).   Further, a MNC may lower its overall tax 

expense by raising debt capital in foreign markets 

where it has high income before tax or in foreign 

markets where the statutory tax rate is higher than that 

in the local markets (Bodnar, Tang, and Weintrop, 

1999). 

A second reason why MNCs should utilize more 

debt than do domestic firms is related to the benefits 

of debt in hedging risks (e.g., foreign exchange and 

political risks) associated with foreign involvement 

(Doukas and Pantzalis, 2003). Third, because MNCs 

derive their income from multiple geographic markets, 

they are more diversified than purely domestic firms.  

Accordingly, to the extent that economic activities in 

these markets are not perfectly correlated, the business 

and financial risks of MNCs should be lower than 

those of domestic corporations (e.g., Kedia and 

Mozumdar (2003).  Based on such factors as risk 

diversification, hedging, and liquidity, MNCs are 

likely to utilize a high degree of financial leverage in 

their capital structure.  However, empirical evidence 

in the international accounting/finance literature 

indicate that, compared with purely domestic firms, 

MNCs use less debt in their capital structure (e.g., 

Chen et al., 1997; Lee and Kwok, 1988, and Fatemi, 

1984).  This raises an important question: Why MNCs 

do not take advantage of the tax shield advantage of 

interest and use more debt in their capital structure?  

The separation of ownership and control may 

create a situation where the interests of the firm‘s top 

managers conflict with those of shareholders.  In 

addition, the complexity stemming from global 

operations (due to such factors as cultural and 

language differences) exacerbates the degree of 

information asymmetry between managers and 

investors and makes it difficult for investors to 

evaluate the decisions made by managers (e.g., Duru 

and Reeb, 2002).  Hence, the MNCs financing 

decisions could be viewed as an example of the 

agency relationship between management and 

investors (e.g., Jensen & Meckling, 1976).  In line 

with this view, May (1995) found that managers 

consider personal risk when making capital structure 

decisions.  In addition, Amihud and Lev (1981) 

suggest that managers may pursue strategies that 

reduce risk which in turn lower managerial 

employment risk. 

This study extends the literature by providing 

additional insight into the relationship between 

corporate international activity and financial leverage 

by focusing on the monitoring role of the BOD.  

Beginning with Jensen and Meckling (1976), 

researchers have allocated a great deal of attention to 

the notion that effective monitoring by the BOD will 

align the interests of managers and shareholders.  The 

majority of the empirical evidence supports the 

hypothesis that a strong BOD is associated with 

corporate strategies that are consistent with the 

shareholders‘ interests.  Further, it is well documented 

in the literature that, in making lending arrangements, 

creditors rely heavily on the firm‘s audited financial 

statements (e.g., Daley and Vigeland, 1983; DeFond 

and Jiambalvo, 1994; and Dichev and Skinner, 2002).  

In addition, Anderson, Mansi, and Reeb, (2004) argue 

that, the monitoring ability of the BOD is an important 

factor that influences the quality of financial 

statements.  Consequently, in this study, we attempt to 

shed more light on the relationship between global 

diversification and financial leverage by examining 

the effect of a variable that previous studies do not 

account for: the monitoring intensity of the BOD. 

Accordingly, we posit that the effect of global 

diversification on the degree of financial leverage is 

contingent upon the intensity of monitoring activities 

by the BOD and related committees.  In MNCs with 

vigilant (passive) monitors, there is a positive 

(negative) relationship between global diversification 

and financial leverage.  Using a sample of 6,188 firm-

year observations over the period 2002 through 2006, 

we find support for this hypothesis.     

Chen, Cheng, He, and Kim (1997) suggest that 

future research on multinational firms‘ capital 

structure should control for variables that are not 

utilized in previous studies. In addition, Doukas and 

Pantzalis (2003) suggest that more research based on 

agency theory and corporate governance is needed to 

explain the effect of internationalization on financial 

leverage.  This paper contributes to the international 

business literature by showing that the capital 

structure of globally diversified firms is influenced by 

the intensity and effectiveness of the firm‘s BOD in 

monitoring managers.   

The remainder of the study unfolds as follow.  

Section 2 reviews the literature on the relationship 

between global diversification and financial leverage 

and develops the hypothesis.  Section 3 describes the 

data and discusses the research design. Section 4 

discusses the empirical findings and robustness 

checks. Finally, section 5 concludes. 

 

2 Literature review and hypothesis 
development 
 

There are several theoretical arguments and empirical 

evidence to support the notion that MNCs should use 

more financial leverage in their capital structure than 

do domestic firms.  First, because they operate in more 

than one geographic market, MNCs have multiple 

sources of capital compared to domestic firms.  This 

advantage should increase debt capacity for MNCs for 

two reasons.  First, as long as financial markets are not 

perfectly correlated, MNCs may benefit by borrowing 
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through their foreign subsidiaries located in markets in 

which the cost of debt (e.g., the interest rate) is lower 

than that of the domestic market (Denis, Denis, and 

Yost, 2002). Empirical support for this argument is 

found in a study by Allayannis, Brown, and Klaper 

(2003) who observe a strong positive relationship 

between the difference between LIBOR and local 

interest rates and the use of foreign debt.  

Accordingly, the authors suggest that MNCs issue 

foreign debt to lower their cost of debt.  Second, 

MNCs may lower their overall tax expenses by raising 

debt capital in foreign markets where they have high 

income before tax or in foreign markets where the 

statutory tax rate is higher than that in the local 

markets (Bodnar, Tang, and Weintrop, 1999).  

Empirical support for this hypothesis is provided by 

Newberry and Dhaliwal (2001) who provide evidence 

that tax incentives impact MNCs decisions regarding 

the allocation of debt.  Based on a sample of 

international bonds offerings by U.S. MNCs, the 

authors find that the likelihood a U.S. MNC issues 

debt through a foreign subsidiary is significantly 

higher if the statutory tax rate in the foreign market is 

higher than that in the U.S. 

Third, because MNCs derive their income from 

multiple geographic markets, they are more diversified 

than purely domestic firms.  Accordingly, to the extent 

that economic activities in these markets are not 

perfectly correlated, the business and financial risks of 

MNCs should be lower than those of domestic 

corporations (Doukas and Pantzalis, 2003).  The 

influence of diversification on MNC total risk was 

discussed in earlier studies in international finance.  

For example, a study by Hughes, Logue, and Sweeney 

(1975) compares total risk (measured as the standard 

deviation of return on equity) of 46 MNCs with that of 

100 domestic firms and reports that MNCs are less 

risky than domestic firms.  In a comparable study, 

Agmon and Lessard (1977) argue that barriers to 

portfolio capital flows limit the ability of investors to 

diversify internationally and this creates value for the 

MNC.  Furthermore, they find that the degree of 

internationalization is associated with lower market-

assigned measures of systematic risk.  Similarly, the 

findings of Fatemi (1984) reveal a negative 

relationship between the degree of foreign 

involvement and firm risk.  Shaked (1986) compares 

58 MNCs with 43 domestic corporations in terms of 

the average standard deviation of equity, the average 

systematic risk, and the mean insolvency-probability 

among other variables.  He finds that, compared to 

domestic firms, MNCs have a lower average standard 

deviation of equity, lower average systematic risk, and 

lower mean insolvency probability.  These findings 

suggest that MNCs are less risky than domestic firms.  

In two back to back studies, Reeb and Mansi (2001) 

and Reeb and Mansi (2002), examine the impact of 

corporate international diversification on the cost of 

debt capital.   In the first study, the authors examine 

the association between internationalization and firm 

credit rating.  They find that the firm credit rating is 

positively influenced by the degree of 

internationalization.  The results of the second study 

reveal that there is a negative relationship between the 

degree of internationalization and the cost of debt.  

Specifically, the authors find that internationalization 

reduces the cost of debt by 13% on average.  

There are equally plausible reasons to believe 

that MNCs should use less debt.  First, consider the 

influence of internationalization on firm risk. While, 

based on the implications of portfolio theory, 

diversifying among several un-perfectly correlated 

markets should decrease business and financial risk, 

international diversification exposes the firm to 

additional types of risk which may work to decrease a 

firm‘s debt capacity.  Two examples of these risks that 

arise as a result of international involvement are 

foreign exchange risk and political risk.  Foreign 

exchange risk increases the volatility (instability) of 

foreign cash flow and makes it more difficult to 

estimate the MNCs overall income.  Several empirical 

studies show an impact of exchange rate risk on stock 

price volatility of multinational firms and also on their 

cost of capital (e.g., Bartov, Bodnar, and Kaul 1996; 

He and Ng, 1998).  Political risk refers to the risk that 

a multinational corporation‘s foreign assets and/or 

earnings will be confiscated by the local government.  

According to Reeb, Kwok, and Baek (1998), this type 

of risk (which is a direct function of the firm‘s degree 

of internationalization) significantly affects the 

systematic risk of the firm.  Thus, the benefits of 

diversification in reducing total firm risk may be 

offset by the exposure to exchange and political risks.     

Another reason why MNCs may use less debt is 

related to the type of assets (tangible vs. intangible) 

they own.  Capital structure theory implies that 

financial leverage is negatively affected by the 

intensity of the firm‘s intangible assets (e.g., the ratio 

of intangible assets to total assets) (Harris and Raviv, 

1990).  The logic underlying the proposed negative 

relationship between intangible assets and financial 

leverage is related to the value of intangible assets.  

Because it is difficult for lenders to effectively 

estimate the value of intangible assets, they are less 

willing to invest in firms where the ratio of intangible 

assets to tangible assets is high. However, 

internalization theory suggests that a motive for 

pursuing global diversification is to exploit firm 

specific advantage measured as investments in 

intangible assets (Caves, 1971). Further, MNCs may 

highly invest in intangible assets to lower the effect of 

political risk (Burgman, 1996).  Therefore, it is 

expected that a significant fraction of the MNC‘s 

assets will consist of intangible assets and, other 

things being equal, this may lower the MNC‘s ability 

to invest in debt.   Third, MNCs may use less debt 

because they have higher agency costs of debt (Lee 

and Kwok, 1988; Burgman, 1996).  A tenet of capital 

structure theory is known as the ―asset substitution 

effect‖ which results from the agency cost of debt 
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(Jensen and Mekling, 1976).  According to this view, 

debt creates conflicts of interest between shareholders 

and bondholders because debt may motivate 

shareholders to invest in risky projects even if these 

projects decrease value (Harris and Raviv, 1990).  

When shareholders use debt to finance a firm‘s 

investments, most of the positive returns above the 

face value of debt will be earned by shareholders.  

Conversely, because of the limited liability feature of 

a corporation, when investments fail, bondholders 

suffer the consequences.  Aware of the adverse effect 

of the asset substitution problem on their investment, 

bondholders demand a higher interest rate when they 

suspect such a problem.  In addition, bondholders may 

require the issuance of bond covenants in order to 

restrict the firm‘s future investments.  In this situation, 

it becomes costly and/or inconvenient for a firm to use 

debt.  Therefore, Jensen and Mekling (1976), argue 

that firms which are exposed to a high degree of 

agency cost of debt (e.g., asset substitution effect) use 

less debt.  Agency cost of debt is influenced by the 

complexity of a firm‘s operations (Lee and Kwok, 

1988).  Most large MNCs operate in multiple foreign 

markets and, therefore, are exposed to different 

languages and varying accounting and legal systems.  

Hence, it is expected that MNCs face higher 

monitoring costs and this decreases their debt capacity 

(Burgman, 1996).   Based on the above theoretical 

arguments few empirical studies examine the 

relationship between internationalization and financial 

leverage. To begin with, Lee and Kwok (1988) 

compare domestic corporations with MNCs in terms 

of agency cost of debt, bankruptcy costs, and financial 

leverage.  Specifically, based on notions that MNCs 

are more complex than domestic firms and global 

diversification reduces firm risk, Lee and Kwok 

hypothesize that MNCs have higher agency cost of 

debt but lower bankruptcy costs.  Using a sample of 

644 MNCs and 421 domestic corporations, Lee and 

Kwok find support for the hypothesis that MNCs have 

higher agency cost of debt.  For the second hypothesis, 

the results show that MNCs have lower bankruptcy 

costs than do domestic firms.  However, when size is 

controlled for, the results show no difference between 

domestic and multinational firms in terms of 

bankruptcy costs.  Consequently, Lee and Kwok 

conclude that size and not global diversification what 

is causing a reduction in bankruptcy costs. Next, the 

authors compare domestic and multinational firms in 

terms of capital structure.  They find that domestic 

corporations are more leveraged than MNCs. 

In a similar study to that of Lee and Kwok, 

Fatemi (1988) compares the financing policy of 84 

U.S. based MNCs with that of 52 U.S. based domestic 

corporations.  To avoid measurement bias, Fatemi 

uses six different proxies for financial leverage.  

Results support the hypothesis that U.S. based MNCs 

have smaller financial leverage ratios than do U.S. 

based domestic corporations.  Fatemi suggests that 

factors such as higher agency and bankruptcy costs, 

currency risk, and the existence of non-interest tax 

shields explain the difference in financial leverage 

between domestic and multinational U.S. 

corporations.  More recently, Burgman (1996) finds 

that due to factors such as political and exchange risk 

and high agency cost of debt, MNCs have a lower 

financial leverage ratio (measured as debt to equity) 

than do domestic corporations.  In addition, Chen, 

Cheng, He, and Kim (1997), directly examine the 

relationship between internationalization and financial 

leverage and also compare the capital structure of 

domestic and multinational corporations.  They report 

somewhat puzzling results. Specifically, they find that 

internationalization is positively related to financial 

leverage.  However, after controlling for firm size, 

bankruptcy costs, growth opportunities, and 

profitability, the results reveal that domestic 

corporations have a higher debt ratio than do MNCs. 

Accordingly, Chen, Cheng, He, and Kim suggest that 

further research is needed to examine the relationship 

between internationalization and financial leverage.  

The results of the above studies reveal that 

domestic corporations utilize higher debt ratios than 

do MNCs.  However, the findings of recent studies by 

Kwok and Reeb (2000), Reeb and Mansi (2002) and 

Allayannis, Brown, and Klaper (2003) indicate that 

the relationship between internationalization and 

financial leverage is positive or at least is non-

monotonic which implies that other variables 

moderate this relationship.  Specifically, Kwok and 

Reeb find that MNCs home/target markets moderate 

the relationship between internationalization and 

financial leverage.  For example, the relationship 

between internationalization and financial leverage is 

positive (negative) when a corporation from a less 

developed market (more developed market) invests in 

a more developed (less developed market).  In 

addition, Reeb and Mansi (2002) find that the 

relationship between internationalization and financial 

leverage is curvilinear.  At low levels of 

internationalization, there is a negative association 

between internationalization and debt.  However, at 

higher levels of internationalization, there is a positive 

association between internationalization and debt. 

The few capital structure studies examining the 

impact of internationalization on financial leverage 

and comparing MNCs to domestic corporations are 

based on agency costs of debt, bankruptcy costs as 

they relate to international investment risks, and the 

benefits of diversification.  While we do not deny the 

importance of any of these factors, we believe that 

other factors that influence the firm‘s capital structure 

(such as the board of director‘s independence and 

efficiency) are too important to be neglected when 

examining the relationship between the firm‘s 

diversification strategies and degree of financial 

leverage.    

An implication of agency theory is that the BOD 

serves to protect the interests of shareholders from the 

self-serving decisions of managers (Jensen and 



Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
656 

Meckling, 1976).   Accordingly, an essential task 

performed by the BOD is monitoring the firm‘s top 

managers (Fama and Jensen, 1983). Through its 

monitoring authority, the board can affect bond 

holders‘ value by verifying the investment decisions 

of managers to assure that the intent behind these 

decisions is to maximize creditor‘s value.   

Klein (2002) argues that the ability of the BOD 

to successfully monitor the firm‘s CEO is influenced 

not only by the effectiveness and independence of the 

board as a whole, but also by the effectiveness and 

independence of its committees (e.g., audit and 

compensation committees).  Anderson, Mansi, and 

Reeb (2004) suggest that the audit committee is an 

important variable that must be considered when 

evaluating the relationship between corporate 

governance and cost of debt.  Empirically, Krishnan 

(2005) finds that the quality of the audit committee is 

associated with the quality of the firm‘s internal 

control.   

Strong corporate governance (e.g., an efficient 

and independent BOD and its committees) can 

influence the degree of the firm‘s financial leverage in 

at least two ways.  First, the BOD and its committees 

monitor the financing decisions of managers to assure 

that the intent behind these decisions is to maximize 

shareholder value.  Specifically, effective monitoring 

by the BOD may discourage risk averse managers to 

pursue their agenda and lowering debt below the 

optimal level.  In line with this argument, several 

studies document a positive relationship between 

effective monitoring by the BOD and the degree of 

risk enhancing corporate strategies (e.g., Zantout and 

O‘Reilly-Allen, 1996; Ellstrand, Tihanyi, and 

Johnson, 2002; Cheng, 2004).  

Second, effective monitoring by the BOD and its 

committees influences the degree of financial leverage 

through their impact on the firm‘s cost of debt capital 

and its credit rating. Because creditors rely on 

financial statements to assess a firm‘s compliance with 

debt covenants and also to determine lending 

agreements (e.g., Daley and Vigeland, 1983; DeFond 

and Jiambalvo, 1994), the firm‘s credit rating and cost 

of debt are influenced by the quality of the firm‘s 

financial statements. Accordingly, because a major 

function of the board is to supervise the firm‘s 

financial reporting process (Klein, 2002), there is a 

relationship between the characteristics of the BOD 

and cost of debt.  The findings of recent studies by 

Anderson, Mansi, and Reeb (2004) and Ashbaugh-

Skaife, Collins, and LaFond (2006) find support for 

these relationships.  Specifically, the two studies 

report that BOD‘s independence and effectiveness 

significantly affect the firm‘s credit rating and cost of 

debt financing.  

Based on the discussion above, we develop the 

following hypothesis:  

H1: The relationship between global 

diversification and financial leverage is influenced by 

the monitoring efficiency of the BOD and audit 

committee; efficient monitoring is associated with 

more debt while an inefficient monitoring is 

associated with less debt. 

   

3 Data, research design, and sample 
 
3.1 Measures of monitoring efficiency 
 
In the literature, the efficiency (quality) of monitoring 

by the BOD and audit committee is a function of (1) 

board independence, (2) the number of busy directors 

on the board, (3) board and related committees sizes, 

and (4) the number of board meetings.  We proxy for 

board independence using two measures: (1) whether 

the CEO is also the chairman of the board 

(DUALITY) and (2) the percentage of outside 

directors on the board (OUT%).  We measure 

CEO/chair duality as a dummy variable which equals 

to one if the same person occupies the positions of 

CEO and chairman of the board, zero otherwise.  For 

the second measure, we divide the number of outside 

directors by the total number of directors on the board.  

Similar to Rosenstein and Wyatt (1990), we classify 

outside directors as those who are associated with the 

firm only through their directorships.  We proxy for 

busy directors on the board using two measures: 

(BUSYD1) is the number of directors on the board 

who serve on four or more boards and (BUSYD2) is 

the number of directors who are CEOs of other firms.  

We measure board size (BODS) and audit committee 

size (AUDITS) as the total members serving on the 

BOD and audit committee.  Finally, we measure board 

meetings (BODM) as the total number of meetings a 

board has during a year. 

 

3.2 Measures of global diversification 
 

Errunza and Senbet (1984) maintain that no one 

measure captures the total degree of global 

diversification. Consequently, we use several 

measures to proxy for international diversification. 

First, we use a dummy variable (GD) to measure 

global diversification consistent with prior research 

(Denis, Denis, and Yost (2002) and Bodnar, Tang, and 

Weintrop (1999).   A firms is classified as globally 

diversified if it has any foreign sales and one business 

segment.  However, this measurement method may 

overstate the number of multinational firms in the 

sample and consequently bias the results.  Therefore, a 

sensitivity analysis was performed by using two 

measures global diversification:  1) a firm is classified 

as globally diversified if both foreign sales ratio and 

foreign assets ratio are greater than 10% (GD1).  2) If 

a firm has either a foreign sales ratio or a foreign 

assets ratio greater than 10% (GD2).  Consistent with 

prior research Errunza and Senbet (1981 and 1984), 

foreign sales ratio (FSR) equals foreign sales divided 

by total assets.  Foreign assets ratio (FAR) equals to 

foreign assets divided by total assets. 
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3.3 Measures of financial leverage 
 

We follow previous empirical research on the 

relationship between diversification and financial 

leverage (e.g., Mansi and Reeb, 2002; Low and Chen, 

2004) and use the total debt / total assets ratio as a 

measure of financial leverage. 

 

3.4 Measures of control variables 
 

Prior empirical research on the relationship between 

diversification and financial leverage (e.g., Kwok and 

Reeb, 2000; Low and Chen, 2004) reveal that leverage 

is influenced by the following variables: 

 Firm Size (SIZE) measured as market value 

of total capital 

 Firm profitability (PROF) measured as 

income before extraordinary items divided by sales 

 Intangible assets (advertising and research 

and development (R&D)) measured as the ratio of 

R&D/sales (R&D) and advertising/sales (ADV)  

 Market-to-book ratio (MB).  We follow 

Byoun (2008) and calculate the market value of assets 

as total assets (Compustat #6) less total equity 

(Compustat #216) less any deferred tax and 

investment tax credit (Compustat #35) plus the market 

value of the firm‘s common equity (share price at the 

end of the fiscal year (Compustat #199) multiplied by 

the number of shares outstanding (Compustat #54)) 

plus preferred stock liquidating value (Compustat #10) 

when available and the redemption value of preferred 

stock (Compustat #56) otherwise. 

 Depreciation expense (DEP) measured as 

depreciation and amortization (Compustat #14) 

deflated by total assets. 

 

3.5 Research design 
 

In testing the hypothesis, we analyzed panel data using 

fixed effects regressions because the fixed effects 

approach is robust in the presence of omitted firm-

specific variables (Gujarati, 2003). The existence of 

omitted variables causes the estimates of OLS to be 

biased.  In addition, unlike testing cross sectional 

models, analyzing panel data using fixed effects 

lessens the impact of multicollinearity because it 

creates more variance by combining variance across 

firms and variance over time (Kennedy, 2003).  

Specifically, we estimate the following model: 

 

LEVit = α1 + β1GDit + β2MONit + β3GDit*MONit + β4SIZEit + β5R&Dit + β6ADVit + 

Β7DEPit + β8MBit +β9PROFit + εit 
(1) 

 

Where LEV denotes the degree of financial 

leverage. GD denotes one of the global diversification 

measures.  MON denotes monitoring efficiency as 

explained in section 3(a).  PROF denotes profitability 

of the firm.  SIZE denotes firm size. R&D and ADV 

denote research and development and advertising 

intensity, respectively.  MB denotes market to book 

ratio.  Finally DEP denotes total depreciation expense. 

All other variables are discussed in subsection 3.4.      

 

3.6 Sample 
 

The sample extends over a period of 5 years from 

2002 to 2006.  The data come from three resources: 

Compustat, CRSP, and the Corporate Library.  In 

addition, we used the Securities and Exchange 

Commission webpage (www.sec.gov) to obtain firms‘ 

missing financial information.  In selecting the firms 

for the final sample, we performed the following 

steps:  

1) Obtained all firms with information on the 

Compustat Segment File 

2) Because agency problems are more severe in 

large firms (Cheng, 2004), and to be consistent with 

previous studies on the consequences of 

diversification, we eliminated small firms with sales 

less than $20M (e.g., Denis, Denis, and Yost, 2002) 

3) Then we eliminated financial firms (SIC 

6000-6999) from the sample because financial firms 

are regulated and, as a result, may experience agency 

problems that are different from those faced by 

unregulated firms (Denis, Denis, and Youst, 2002).  In 

addition, we eliminated firms that have any financial 

segments.  

4) To be consistent with other studies (e.g., 

Denis, Denis, and Yost, 2002; Bodnar, Tang, and 

Weintrop, 1999), we eliminated foreign firms 

(Compustat FINC other than 0) 

5) Firms that do not have information about their 

geographic segments were eliminated.  In addition, we 

eliminated firms for which their total sales for either 

geographic or business segments do not fall within 1% 

of total sales (Denis, Denis, and Yost, 2002) 

These steps yielded an unbalanced panel data set 

containing 2,138 different firms with 6,188 firm-year 

observations.     

 

4 Empirical results 
 

This section is divided into three subsections.  First, 

subsection 4.1 provides descriptive statistics for the 

main variables in the study. Subsection 4.2 presents 

the results of the hypotheses. Finally, subsection 4.3 

presents robustness checks. 

 
4.1 Descriptive statistics 
 

Table 1 shows the mean, median and standard 

deviation values for the key variables in the study.  

The degree of financial leverage for the average firm 

in the sample is 0.47.  The highest (lowest) degree of 

financial leverage for the firms in the sample equals 
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0.62 (0.00).  With respect to corporate governance 

variables for the firms in the sample, the average 

number of directors serving on four or more boards 

(BUSYD1) is close to one.  The maximum (minimum) 

number of directors serving on four or more boards is 

nine (zero) directors.  In terms of the number of 

directors who are CEOs of other firms (BUSYD2), the 

average firm in the sample has 2.43 directors.  In 

addition, the maximum (minimum) number of 

directors who are CEOs of other firms is nine (zero) 

directors.  The average board size (BODS) for the 

firms in the sample is 8.81 directors.  Firms with the 

largest boards have 19 directors and firms with the 

smallest boards have only four directors.  The number 

of board meetings (BODM) varies widely across the 

sample from only one annual meeting to as many as 

39 annual meetings with average annual board 

meetings equal to 7.13 times.  There is also substantial 

variability in audit committee size (AUDITS).  Firms 

with the largest audit committees have 10 members on 

each committee and firms with the smallest audit 

committee have only one member.  On average, firms 

have 3.64 members serving on the audit committees. 

 

4.2 Multivariate results  
 

The hypothesis in this study predicts that monitoring 

by the BOD and audit committee influence the 

relationship between global diversification and the 

degree of financial leverage.  We estimate seven 

models to examine the effect of board independence, 

board busyness, board/committee size, and board 

annual meetings on the degree of financial leverage 

outcome of global diversification.  Table 2 presents 

the regression estimates of these models.  As 

mentioned in section 3(b), we follow Denis, Denis, 

and Yost (2002) and Bodnar, Tang, and Weintrop 

(1999) and proxy for global diversification as a 

dummy variable equal 1 if the firm has one segment 

and either a foreign assets or foreign sales ratio greater 

than 0, zero otherwise.  

The board‘s monitoring efficiency can be 

improved if CEO‘s power is limited (Yermack, 1996).  

Jensen recommends that ―… for the board to be 

effective, it is important to separate the CEO and 

chairman positions.‖ (1993, p.866).  Accordingly, we 

predict that CEO duality negatively (moderates) the 

relationship between global diversification and 

financial leverage.  Model 1 of Table 2 shows the 

results of this prediction.  The coefficient on the 

interaction term DUALITY*GD1 is negative (-0.03) 

but is not significant at a conventional level.   

Agency scholars (e.g., Byard, Li, and Weintrop, 

2006) suggest that appointing outside directors on the 

board is another aspect that enhances the board‘s 

independency and, as a result, increases its directors‘ 

ability and willingness to monitor management‘s 

financing decisions. Empirically, Anderson, Mansi, 

and Reeb (2004) find that the percentage of outsiders 

on the BOD is negatively related to the cost of debt.  

The authors conclude that, when making investment 

decisions, bondholders strongly assess the ability of 

the board to exercise effective monitoring of the 

firm‘s top managers.  Model 2 of Table1 shows the 

impact of the outside directors on the relationship 

between global diversification and financial leverage.  

Consistent with argument of Byard, Li, and Weintrop 

(2006) and the results of Anderson, Mansi, and Reeb 

(2004), the findings reveal that the ratio of outside 

directors on the board positively moderates the 

relationship between global diversification and 

financial leverage.  Specifically, the coefficient on the 

interaction term OUT%*GD1 is positive (0.07) and 

statistically significant at the 5% level.    

Theoretical arguments and the findings of several 

empirical studies suggest that busy directors are less 

able to exert sufficient effort in monitoring the firm‘s 

top executives which adversely impacts firm 

performance.  Specifically, Beasley (1996) finds that 

the likelihood of committing financial statements 

fraud increases with the number of busy outside 

directors serving on the firm‘s board.  In addition, 

Core, Holthausen, and Larker (1999) report that high 

levels of CEO compensations are positively associated 

with the number of busy directors serving on the 

board.  More recently, Fich and Shivdasani (2006) 

document an inverse relationship between the number 

of directors serving on three or more boards and firm 

performance measured as the ratio of market to book 

value.  Based on these findings, we predict negative 

relationships between the number of directors serving 

on more than 4 boards and the degree of financial 

leverage attributable to global diversification.  We 

proxy for busy boards using two measures 1) 

BUSYD1 is the number of directors serving on four or 

more boards (Model 3) and BUSYD2 is the number of 

directors who are CEO of other firms (Model 4).  

Table 2 also shows the results of Models 3 and 4.  

Specifically, the findings indicate that the interaction 

terms (BUSYD1*GD1 and BUSYD2*GD1) are 

negative (both equal -0.02) but only the coefficient on 

the interaction term BUSYD1*GD1 is significant at a 

conventional level (10%).    

Research in agency theory suggests that board 

size affects the directors‘ ability to control and 

monitor managers.  Empirically, Yermack (1996) 

finds a negative relationship between board size and 

firm performance (Tobin‘s Q).  In addition, Yermack 

finds that the relationship between CEO compensation 

and firm performance is stronger in firms with small 

boards.  The results of Model 5, presented in Table 2, 

are consistent with theory: the coefficient on the 

interaction term BODS*GD1 is negative (-0.02) and 

significant at the 10% level.  



Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
659 

Table 1. Descriptive statistics (Sample size= 6188) 

 

Dependent and Independent Variables of Interest  Mean  Median  Std. Dev.  Min  Max 

Financial Leverage (LEV)  0.47  0.39  0.35  0,00  0.62 

CEO/Chairman of the Board (DUALITY)  0.65  1.00  0.48  0.00  1.00 

Outsiders Percentage on the Board (OUT%)  0.81  0.85  0.09  0.33  1.00 

Global Diversification Dummy1 (GD1)  0.09  0.00  0.29  0.00  1.00 

Global Diversification Dummy2 (GD2)  0.52  1.00  0.50  0.00  1.00 

Directors Serving on Four or more Boards (BUSYD1)  1.01  1.00  1.22  0.00  9.00 

Directors CEOs (BUSYD2)  2.43  2.00  1.27  0.00  9.00 

Board of Directors‘ Size (BODS)  8.81  9.00  2.15  4.00  19.00 

Board of Directors Meetings (BODM)  7.13  7.00  4.80  1.00  39.00 

Audit Committee Size (AUDITS)  3.64  3.00  1.08  1.00  10.00 

Foreign Sales Ratio (FSR)  0.37  0.36  0.24  0.00  1.00 

Foreign Assets Ratio (FAR)  0.30  0.26  0.21  0.00  1.00 

Note:  variable definitions: 

LEV: is the degree of financial leverage measured as total debt / total assets.   

DUALITY: is a dummy variable equals 1 if the CEO is also the chairman of the board, zero otherwise. 

OUT%: is the percentage of outside directors on the board measured as the number of outside directors on the board divided by the total number of directors. Outside 

directors defined as those who are not currently employed by the firm, have not been employed by the firm, and are not related to current management.   

GD1: is a dummy variable equals 1 if the firm has either a foreign assets ratio or a foreign sales ratio greater than 0, zero otherwise. 

GD2: is a dummy variable equals 1 if the firm has either a foreign assets ratio or a foreign sales ratio greater than 10%, zero otherwise. 

BUSYD1: is a proxy of busy boards measured as the number of directors serving on four or more boards. 

BUSYD2: is a proxy of busy boards measured as the number of directors who are CEO of other firms. 

BODS: is board size measured as the number of directors serving on the board. 

BODM: is board meetings measured as the number of annual board meetings.  

AUDITS: is audit committee size measured as the number of members of the audit committee.  

FAR: is foreign assets ratio measured as foreign assets divided by total assets. 

FSR: is foreign sales ratio measured as foreign sales divided by total sales. 
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Table 2. Fixed effects regression model results for the moderating impact of corporate governance on the relationship between global diversification  
and degree of financial leverage using a sample of firms over the period from 2002 to 2006 

 
 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

Intercept                 -1.34*** -1.35*** -1.35*** -1.36*** -1.35*** -1.34*** -1.35*** 
SIZE                 0.42***  0.41***  0.42***  0.43***  0.42***  0.42***  0.42*** 
ADV                                    -1.14** -1.13** -1.13** -1.15** -1.10** -1.11** -1.18** 
R&D               -0.38** -0.37** -0.38** -0.37** -0.38** -0.38** -0.37** 
MB -0.06 -0.05 -0.06 -0.09 -0.08 -0.07 -0.04 
DEP               0.00  0.00  0.00  0.00  0.00  0.00  0.00 
PROF                 0.19***  0.19***  0.19***  0.19***  0.19***  0.20***  0.19*** 
GD1  0.03  0.05  0.06  0.05  0.04  0.05  0.04 
DUALITY -0.00* - - - - - - 
OUT% - 0.03** - - - - - 
BUSYD1 - - -0.01** - - - - 
BUSYD2 - - - -0.01 - - - 
BODS - - - - -0.04* - - 
AUDITS - - - - - 0.01* - 
BODM - - - - - - 0.01 
DUALITY*GD1 -0.03 - - - - - - 
OUT%*GD1 - 0.07** - - - - - 
BUSYD1*GD1 - - -0.02* - - - - 
BYSYD2*GD1 - - - -0.02 - - - 
BODS*GD1 - - - - -0.02* - - 
AUDITS*GD1 - - - - - 0.01* - 
BODM*GD1 - - - - - - 0.01 
No. of Obs. 6,188 6,188 6,188 6,188 6,188 6,188 6,188 
Adj. R² 0.60 0.60 0.60 0.60 0.60 0.60 0.60 

Notes: ∗, ∗∗ and ∗∗∗ denote significance at the 10%, 5% and 1% levels respectively. Year and firm dummy variables are included in the regression models; however, 
their coefficients are not reported in Table 2.  

Variable definitions: 
SIZE: is firm size measured as the natural logarithm of total assets. 
ADV: is advertising intensity measured as advertising divided by sales. 
R&D: is research and development intensity measured as research and development divided by sales. 
MB: is Market-to-book ratio.  Measured as the market value of assets as total assets (Compustat #6) less total equity (Compustat #216) less any deferred tax and 
investment tax credit (Compustat #35) plus the market value of the firm‘s common equity (share price at the end of the fiscal year (Compustat #199) multiplied by the 
number of shares outstanding (Compustat #54)) plus preferred stock liquidating value (Compustat #10 when available and the redemption value of preferred stock 
(Compustat #56) otherwise) 
DEP: is depreciation measured as depreciation and amortization (Compustat # 14) deflated by total assets (Compustat #6).  
PROF: is firm profitability measured as operating income deflated by total assets. 
See Table 1 for the definitions of the remaining variables.  
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This study suggests that the audit committee 

influences the relationship between global 

diversification and financial leverage through its role 

in maintaining proper disclosure of the firm‘s 

financing decisions.  Several empirical studies 

document a positive effect of disclosure and 

accounting information quality on firm value.  For 

example, using a sample of U.S. firms, Bens and 

Monahan (2004) document that high disclosure 

quality is positively associated with excess value of 

diversification.  Similarly, Hope and Thomas (2008) 

find that international firms that voluntarily disclose 

earnings by geographic area, experience higher firm 

value.  Because a major function of the audit 

committee is to establish and maintain the accounting 

process of the firm (Chen and Zhou, 2007) audit 

committees with sufficient resources (measured by 

size) would better serve bondholders by assuring that 

managers‘ financing decisions are adequately 

disclosed.   The results of Model 6, presented in Table 

2, are consistent with this prediction.  The coefficient 

on the interaction term AUDITS*GD1 is positive 

(0.01) and significant at the 10% level.  

There are two opposite views regarding the 

impact of the number of times the board meets on firm 

financial leverage.  One view is that the more 

frequently board members meet, the better they 

become in monitoring managers and in designing long 

term planning that maximizes bondholder value.  For 

instance, Conger, Finegold, and Lawler (1998) explain 

that meeting time is an important variable that is 

positively related to the directors‘ ability to monitor 

managers.  

An opposing view is that greater meeting 

frequency signals poor performance.  For example, 

Jensen (1993) suggests that board annual meetings 

increase only in the presence of severe problems.  

Consistent with this argument, Vafeas (1999) finds 

inverse relationship between the number of board 

annual meetings and the firm‘s stock price.  Based on 

these arguments, the relationship between the board 

meeting frequency and firm performance and financial 

leverage is an open research question.  The results of 

Model 7, presented in Table 2, reveal that the 

frequency of board meeting does not affect the 

relationship between global diversification and the 

degree of financial leverage.   

To summarize, the findings in Table 2 provide 

partial support for the hypothesis that monitoring by 

the BOD and audit committee moderates the 

relationship between global diversification and 

financial leverage.  Specifically, 4 out of the 7 

variables (used to measure monitoring efficiency) are 

statistically significant at 10% or less.        

 

4.3 Robustness checks 
 

In the previous analysis, we followed Denis, Denis, 

and Youst (2002) and classified a firm as globally 

diversified if has any foreign sales or foreign assets.  

Doukas and Kan (2006) criticized this method because 

it tends to overstate the number of globally diversified 

firms in the sample.  To assure that my results are not 

sensitive to the classification method of globally 

diversified firms, we measure global diversification 

using three additional measures.  First, we classify a 

firm as globally diversified (GD2) if it has either a 

foreign assets ratio or a foreign sales ratio greater than 

10%.  Table 3 presents estimates of the moderating 

impact of monitoring intensity on the relationship 

between global diversification (GD2) and financial 

leverage.  Similar to the results obtained from Table 2, 

the results in Table 3 indicate that the relationship 

between global diversification and financial leverage 

is moderated by 1) the ratio of outside directors on the 

board (positively), 2) busy boards (negatively), 3) 

board size (negatively), and 4) the audit committee 

size (positively).  Further, the results in Table 3 show 

CEO duality has a negative impact on the relationship 

between global diversification (GD2) and financial 

leverage.  Consistent with the results in Table 2, there 

is no statistically significant impact of the number of 

CEO serving on the board or the frequency of board 

meetings on the relationship between global 

diversification and financial leverage.   

Finally, following Errunza and Senbet, 1984, we 

use two other measures to proxy for global 

diversification: Foreign sales ratio (Table 4) and 

foreign assets ratio (Table 5).  Other than the impact 

of board size, the results in tables 4 and 5 are very 

similar to those in Table 3. 

 

5 Summary, limitations, and extensions 
 

Prior research examining the relationship between 

global diversification and the degree of financial 

leverage has produced mixed results.  This indicates 

that this relationship is influenced by other variables 

and, therefore, in order to understand the true impact 

of global diversification on financial leverage, a 

researcher must account for these variables which 

prior research does not control for.  

Thus, the purpose of this study is to identify firm 

attributes that influence the relationship between 

global diversification and the degree of financial 

leverage.  It is well documented in the literature that 

managers prefer to utilize less debt because 1) debt is 

risky and this would increase the probability of 

bankruptcy and loss of employment and 2) debt 

creates additional monitoring of managers‘ decisions 

with related possible actions by bondholders.  

However, as mentioned above, efficient monitoring by 

the BOD, audit committee, and/or shareholders would 

discourage self-serving managers from lowering 

financial leverage below its optimal level.  

Accordingly, we suggest that a strong corporate 

governance system increases the degree of financial 

leverage among globally diversified firms.  

 

 



Corporate Ownership & Control / Volume 12, Issue 2, Winter 2015, Continued – 6 

 
662 

Table 3. Fixed effects regression model results for the moderating impact of corporate governance on the relationship between global diversification  

and degree of financial leverage using a sample of firms over the period from 2002 to 2006 

 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

Intercept                 -1.38*** -1.37*** -1.35*** -1.34*** -1.39*** -1.33*** -1.35*** 

SIZE                 0.42***  0.42***  0.42***  0.42***  0.42***  0.41***  0.42*** 

ADV                                    -1.15** -1.12** -1.14** -1.10** -1.12** -1.14** -1.12** 

R&D               -0.38** -0.37** -0.36** -0.37** -0.38** -0.38** -0.37** 

MB -0.06 -0.04 -0.06 -0.06 -0.05 -0.06 -0.03 

DEP               0.00  0.00  0.00  0.00  0.00  0.00  0.00 

PROF                 0.19***  0.19***  0.19***  0.19***  0.20***  0.20***  0.19*** 

GD2  0.02  0.03  0.02  0.01  0.01  0.02  0.02 

DUALITY -0.00* - - - - - - 

OUT% - 0.02** - - - - - 

BUSYD1 - - -0.01** - - - - 

BUSYD2 - - - -0.02 - - - 

BODS - - - - -0.01* - - 

AUDITS - - - - -  0.00* - 

BODM - - - - - -  0.02 

DUALITY*GD2 -0.06** - - - - - - 

OUT%*GD2 - 0.04** - - - - - 

BUSYD1*GD2 - - -0.02* - - - - 

BYSYD2*GD2 - - - -0.01 - - - 

BODS*GD2 - - - - -0.04* - - 

AUDITS*GD2 - - - - - 0.04** - 

BODM*GD2 - - - - - - 0.00 

No. of Obs. 6,188 6,188 6,188 6,188 6,188 6,188 6,188 

Adj. R² .60 .60 .60 .60 .60 .60 .60 

Notes∗, ∗∗ and ∗∗∗ denote significance at the 10%, 5% and 1% levels respectively. 

See Tables 1 and 2 for variable definitions. 

Year and firm dummy variables are included in the regression models; however, their coefficients are not reported in Table 3.  
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Table 4. Fixed effects regression model results for the moderating impact of corporate governance on the relationship between global diversification  

and degree of financial leverage using a sample of firms over the period from 2002 to 2006 

 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

Intercept                 -1.70*** -1.75*** -1.66*** -1.78*** -1.69*** -1.66*** -1.64*** 

SIZE                 0.50***  0.50***  0.50***  0.51***  0.49***  0.49***  0.49*** 

ADV                                    -1.42*** -1.40*** -1.39** -1.32*** -1.36*** -1.39*** -1.35*** 

R&D               -0.57* -0.57* -0.55* -0.57* -0.57* -0.59* -0.57* 

MB -0.79*** -0.77*** -0.78** -0.77** -0.72** -0.79*** -0.78*** 

DEP               0.06  0.06  0.07  0.06  0.06  0.07  0.07 

PROF                 0.14**  0.14**  0.15**  0.15**  0.15*  0.15***  0.14** 

FSR  0.03  0.06  0.09  0.11  0.10  0.09  0.11 

DUALITY -0.00 - - - - - - 

OUT% -  0.08** - - - - - 

BUSYD1 - - -0.01* - - - - 

BUSYD2 - - - -0.01 - - - 

BODS - - - - -0.01 - - 

AUDITS - - - - - 0.01* - 

BODM - - - - - - 0.00 

DUALITY*FSR -0.03* - - - - - - 

OUT%*FSR - 0.19*** - - - - - 

BUSYD1*FSR - - -0.02* - - - - 

BYSYD2*FSR - - - -0.01 - - - 

BODS*FSR - - - - -0.01 - - 

AUDITS*FSR - - - - - 0.06** - 

BODM*FSR - - - - - - 0.01 

No. of Obs. 6,188 6,188 6,188 6,188 6,188 6,188 6,188 

Adj. R² .60 .60 .60 .60 .60 .60 .60 

Notes: ∗, ∗∗ and ∗∗∗ denote significance at the 10%, 5% and 1% levels respectively. 

See Tables 1 and 2 for variable definitions. 

Year and firm dummy variables are included in the regression models; however, their coefficients are not reported in Table 4. 
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Table 5. Fixed effects regression model results for the moderating impact of corporate governance on the relationship between global diversification  

and degree of financial leverage using a sample of firms over the period from 2002 to 2006 

 

 Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7 

Intercept                 -1.52*** -1.50*** -1.58*** -1.74*** -1.43*** -1.50*** -1.38*** 

SIZE                 0.54***  0.53***  0.55***  0.60***  0.52***  0.47***  0.53*** 

ADV                                    -1.33*** -1.35*** -1.39*** -1.44*** -1.41*** -1.25*** -1.45*** 

R&D               -0.49* -0.49* -0.48* -0.43* -0.46* -0.49* -0.46* 

MB -0.63*** -0.63*** -0.65*** -0.70*** -0.54*** -0.67*** -0.86*** 

DEP               0.06  0.06  0.06  0.06  0.06  0.06  0.06 

PROF                 0.15**  0.15**  0.16**  0.16**  0.17**  0.23**  0.11** 

FAR  0.08  0.08  0.11  0.08  0.11  0.11  0.11 

DUALITY -0.01 - - - - - - 

OUT% - 0.07** - - - - - 

BUSYD1 - -  -0.01* - - - - 

BUSYD2 - - - -0.02 - - - 

BODS - - - - -0.02 - - 

AUDITS - - - - - 0.03* - 

BODM - - - - - -  0.01 

DUALITY*FAR -0.04* - - - - - - 

OUT%*FAR - 0.22*** - - - - - 

BUSYD1*FAR - - -0.03** - - - - 

BYSYD2*FAR - - - -0.01 - - - 

BODS*FAR - - - - -0.02 - - 

AUDITS*FAR - - - - - 0.08** - 

BODM*FAR - - - - - -  0.00 

No. of Obs. 6,188 6,188 6,188 6,188 6,188 6,188 6,188 

Adj. R² .61 .61 .60 .60 .61 .61 .61 

Notes: ∗, ∗∗ and ∗∗∗ denote significance at the 10%, 5% and 1% levels respectively. 

See Tables 1 and 2 for variable definitions. 

Year and firm dummy variables are included in the regression models; however, their coefficients are not reported in Table 5. 
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The results in this study provide some support 

for the hypothesized relationship.  For example, the 

results show that the relationship between global 

diversification and financial leverage is moderated by 

1) the ratio of outside directors on the board 

(positively), 2) busy boards (negatively), 3) board size 

(negatively), and 4) the audit committee size 

(positively).  In terms of the impact of CEO duality, 

the results are inconsistent.  Finally, the impact of the 

number of CEOs serving on the board and the 

frequency of board meetings is statistically 

insignificant.   

A limitation of the current study is that it does 

not directly test the effect of monitoring by the board 

and audit committee on the cost of debt.  Therefore, 

future research may begin by calculating the cost of 

debt (e.g., using yield to maturity on a firm‘s debt 

(Anderson, Mansi, and Reeb, 2004)) and then examine 

the impact of information asymmetry on each cost 

separately. 

In addition, to facilitate comparison with prior 

research and for the lack of available data, this study 

focuses on U.S. firms only.  Research in international 

business reports that, in general, agency problems are 

more severe among U.S. firms (e.g., Lee and O‘Neil, 

2003).  Consequently, it would be interesting to first 

examine the effect of global diversification on firm 

leverage among non U.S. firms and then determine 

whether agency problems (resulting from weak 

corporate governance) influence the relationship 

between global diversification and financial leverage 

among non U.S. firms. 

Finally, a limitation of this study is that it does 

not control for managerial and institutional investors‘ 

ownership.  Most studies examining the relationships 

between global diversification and financial leverage 

do not control for managerial and institutional 

ownership (e.g., Bodnar, Tang, and Weintrop, 1999; 

Denis, Denis, and Yost, 2002; Bens and Monahan, 

2004).  However, unlike previous studies, this study 

attempts to explain the effect of global diversification 

using the implications of agency theory.  Because 

agency theorists (e.g., Jensen, 1986, 1993) suggest 

that effective managerial compensation designs and 

the level of institutional ownership work to align the 

interests of shareholders and these of managers which 

may increase financial leverage, we may have 

obtained different results had we controlled for these 

two variables. Therefore, an extension of this study 

would be to collect managerial compensation and 

institutional ownership data and control for these two 

variables when examining the effect of global 

diversification on financial leverage. 
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