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Abstract

We develop a corporate governance (CG) index based on the requirements of the com-
bined code to examine the effect of CG on major shareholdings of listed non-financial firms
in the United Kingdom from 2005 to 2009. We also investigate whether this relationship
has changed during the recent financial crisis. In particular, we test the effect of both the
level and changes in CG on both the level and changes in total and alternative types of
major shareholdings. The results from panel data regressions show that, for the whole
studied period, there is a significant positive relationship between CG and total major
shareholdings. However, there is no evidence to suggest that changes in CG affect changes
in major shareholdings. We also find that ‘‘board composition and independence’’ is the
only CG sub-index that affects total major shareholdings. Interestingly, we find that different
sub-indices of CG appear to affect different types of major shareholdings. Our results also
provide evidence that the relationship between CG and major shareholdings changes from
insignificant before the financial crisis to significant during the financial crisis, suggesting that
major shareholders believe that CG was particularly important during times of financial
trouble.
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Introduction

Major shareholders play an important role in corporate governance (CG). According to the

agency theory, ownership concentration is a control mechanism that is used to solve

agency problems by aligning the interests of managers and shareholders. Theoretically,
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with an increase in ownership concentration, monitoring is expected to become more effec-

tive; major shareholders have the incentive and ability to monitor management and mitigate

agency conflict. Furthermore, the large holdings of major shareholders are expected to alle-

viate the free-rider problem related to the dispersion of ownership and control (Shleifer &

Vishny, 1986). Through their large stake in the company, it is cost-effective for major

shareholders to monitor management; return would be sufficient to cover their monitoring

costs (Conyon & Florou, 2002). Therefore, the presence of major shareholders and the size

of their holdings are common explanatory variables in CG research.

Prior literature has paid considerable attention to the effect of major shareholders, spe-

cifically institutional investors, on firm value and other performance measures (see, for

example, Nguyen, Le, & Bryant, 2013; Thomsen, Pedersen, & Kvist, 2006). Institutional

investors can persuade firms to implement good CG, either using their voting rights or by

voting with their feet (Aggarwal, Erel, Ferreira, & Matos, 2010). Institutional shareholders

such as mutual and pension funds are well established as important players in the majority

of financial markets, and they are the largest shareholders of most publicly traded firms in

Western countries. Institutional investors control approximately 60% of the outstanding

shares of common stocks in the United States (Hayashi, 2003) and approximately 70% of

the UK equity market1 in 2012.

Similarly, many studies have explored the investment preferences of institutional inves-

tors. Starks (2009) found that institutional investors are particularly interested in a firm’s

CG. In addition, a study by McKinsey and Company (2002) which covered 31 different

countries revealed that institutional investors considered CG to be as important factor as

other financial indicators in their investment decisions, which was revalidated by

McCahery, Starks, and Sautner (2010). However, to the best of our knowledge, no previous

research has examined the preferences of major (non-institutional) shareholders regarding

CG. The debate on the need for good CG has reignited due to the 2007-2008 financial

crisis (Francis, Hasan, & Wu, 2012). This study, consequently, investigates an important

policy question of whether firm-level CG affects investment decisions of major sharehold-

ers, with a particular focus on the periods before and during the financial crisis.

Specifically, this study uses a unique corporate setting in the United Kingdom, where the

emphasis is on encouraging CG rather than imposing extensive mandatory requirements.

Our empirical tests are direct and provide statistical evidence than that obtained through a

survey. In addition, the scope of this study covers different types of major shareholders,

rather than solely institutional investors and the time period spanning the recent financial

crisis. As most of the previous studies have looked at the non-crisis period, the results of

this study would provide additional insights.

The purpose of this study was to provide empirical evidence on the effects of CG

mechanisms on the investment decisions made by major shareholders. Four specific ques-

tions are raised:

� Does overall CG affect major shareholders’ investment decisions?

� Which specific aspects of CG are more important in affecting the investment deci-

sions of major shareholders?

� Do different types of major shareholders react differently to changes in CG?

� Have the recent financial crisis changed the relationship between CG and major

shareholders’ investment decisions?
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This study extends and contributes to previous studies in a number of ways. First, unlike

the previous studies that have narrowly investigated institutional investors only, this article

provides evidence regarding a wider range of different types of major shareholders and

complements previous studies on this topic (such as Ferreira & Matos, 2008; Gompers &

Metrick, 2001). Second, UK regulations emphasize encouraging CG rather than imposing

extensive mandatory requirements as in the United States. In addition, the legal system in

the United Kingdom provides significant protection for investors. Therefore, focusing on

the United Kingdom as a less regulated environment and high investor protection is of

interest as most of the previous studies have been carried out in emerging economies rather

than developed countries. Third, the study is distinguished from the prior literature by

examining the preferences of major shareholders regarding CG during an interesting period

(i.e., from 2005 to 2009), thereby providing important empirical insights on the role of CG

in influencing the preferences of major shareholders both before and during the financial

crisis. Finally, in contrast to most previous studies in which CG variables had been experi-

enced in isolation, this article examines the impact of CG using a composite measure of 26

dimensions and five sub-indices of CG. To make our study more objective, we developed

our own CG index instead of using existing CG ratings that have been developed and pub-

lished by commercial organizations.

Our CG Index is based solely on the information disclosed in annual reports to gain an

unbiased view of the firm’s CG and to follow the requirements of the UK combined code.

The developed CG index covers five sub-indices, namely the following: board composition

and independence, board practices and processes, compensation, accountability and audits,

and relations with shareholders. Therefore, the use of this index is designed to capture the

overall quality of CG instead of focusing on specific components. Hence, the crafted CG

index provides a robust and validated measuring tool that allows us to shed important

empirical insights on the impact of CG mechanisms on attracting shareholders.

Using a sample of UK FTSE-350 companies over the period 2005-2009, we find a sig-

nificant positive relationship between overall CG and total major shareholdings. When clas-

sifying major shareholdings into different types, we find that CG affects only institutional

shareholders. The identified relationship between CG sub-indices and major shareholdings

provides strong evidence that firms with better board composition and independence attract

more major shareholders. In addition, our results indicate that different types of major

shareholders have heterogeneous preferences regarding different CG provisions. We find

that there are strong preferences of insurance companies and pension funds for companies

with better accountability and audit, and strong preferences of other institutional major

shareholders for companies with good board composition and independence. The results

also show that the financial crisis has significantly changed the investment preferences of

major UK shareholders during the financial crisis period. Taken together, these results

appear to indicate that improvements to CG, especially in the board composition and inde-

pendence aspect, attract more major shareholders.

The results of this study can serve as a reference point and specify the path that should

be followed by a company if it has the desire to increase its shareholder base, and, in par-

ticular, to attract large shareholders. Our results also provide evidence that during times of

financial trouble, improving a particular sub-index of CG will attract investors. The evi-

dence in this study also suggests that regulators and policy makers should draw on these

results to revise the regulations of CG that will help and support companies in their efforts

to improve CG practices and, mainly, board effectiveness. In this regard, our results call
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for more stringent CG requirements to provide more protection for investors and to pass up

any negative consequences that may come up from non-compliance.

The remainder of this study is organized as follows. The section titled ‘‘Literature

Review and Hypotheses Development’’ reviews the related literature and outlines the

development of the hypotheses. The ‘‘Sampling and Empirical Models’’ section describes

the sample, the variables, and the empirical models used in our analysis. The section titled

‘‘Empirical Results and Analysis’’ discusses the empirical results. The final section titled

‘‘Summary and Concluding Remarks’’ presents the concluding remarks.

Literature Review and Hypotheses Development

Agency Theory and Shareholders’ Preferences

This study attempts to discover the effects of CG mechanisms on the major shareholdings

of a sample of UK listed companies. Our hypotheses can be explained using agency theory

(Jensen & Meckling, 1976) where economic conflicts across owners and managers can

be mitigated through CG (O’Sullivan, 2000). La Porta, Lopez-de-Silanes, Shleifer, and

Vishny (2000) indicated that potential shareholders view CG as a set of mechanisms for

the protection of their interests in the company. In addition, firms with poor governance

structures are more likely to expropriate value from outside investors (Ferreira & Matos,

2008). Consequently, major shareholders prefer to allocate their investments to firms with

better CG.

It is worth mentioning that the agency theory does not differentiate between the types of

major shareholders. However, many studies have recently acknowledged that the identities

of these shareholders have different implications for firms because of their differing objec-

tives (Tihanyi, Johnson, Hoskisson, & Hitt, 2003; Tribo, Berrone, & Surroca, 2007).

Consequently, in this study, the aim is not only to focus on the preferences of major share-

holders but also to examine whether these preferences regarding CG vary with the different

types of major shareholders. Therefore, to address heterogeneity among major shareholders,

major shareholders are initially classified into different types, as will be explained later.

Major Shareholders’ Preferences and CG

Two main streams of research must be considered when examining the relationship

between CG and ownership structure. The first stream concerns the effect of ownership

structure on CG (the effectiveness of large shareholders in CG). Because large-percentage

holdings will increase the motivation of major shareholders to monitor companies (Shleifer

& Vishny, 1986), extensive research has been devoted to the important monitoring role of

major shareholders (Cornett, Marcus, Saunders, & Tehranian, 2007). Major shareholders

have become active in CG and have become more eager to use their ownership rights to

force management to advance shareholder interests (Hartzell & Starks, 2003). For example,

several studies find that the presence of significant institutional ownership results in

improved compensation practices (Bertrand & Mullainathan, 2001; Dong & Ozkan, 2008;

Hartzell & Starks, 2003).

The second stream of research addresses shareholders’ preferences about CG. Li,

Moshirian, Pham, and Zein (2006) conducted a study on the macro-level that involved a

comparison of the patterns of block shareholders in different countries. They found that

variations depended on macro-CG aspects, including disclosure requirements, law
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enforcement, and the level of shareholder protection. Other studies have found that the pro-

portion of institutions that hold a firm’s shares increases with the firm’s governance quality

(Chung & Zhang, 2011). They also indicated that these institutions are attracted to firms

with good CG to meet their fiduciary responsibility as well as to minimize monitoring and

exit costs. Bae and Goyal (2010) revealed that firms with better governance attracted more

foreign ownership than poorly governed firms, whereas Kim, Eppler-Kim, Kim, and Byun

(2010) found that domestic investors tend to care less about CG than their foreign counter-

parts. Therefore, the results of these previous studies indicated that major shareholders

prefer investing in countries with high accounting disclosures and better shareholder rights.

However, at the firm level, major shareholders prefer large companies that pay dividends

and have better quality CG. Most of these studies focus more heavily on institutional inves-

tors and pay less attention to other types of major shareholders. In addition, most of these

studies have been carried out in emerging economies rather than developed countries, rais-

ing the question of whether CG quality matters in developed countries that have good

shareholders protection. This study, therefore, sheds light on the different types of major

shareholders and their preferences about CG by examining the United Kingdom, a devel-

oped country with considerable shareholder protection and rights.

Based on the studies of Chung and Zhang (2011) and Ferreira and Matos (2008) that

revealed a positive association between the proportion of a firm’s shares held by institu-

tional investors and its governance quality, we also hypothesize that there is a positive rela-

tionship between the major shareholdings and CG. According to agency theory, companies

with better CG have lower agency costs, generate higher returns, and perform better

(Henry, 2010; Klapper & Love, 2004). Investors have strong incentives to put their invest-

ments in good CG companies, and hence, we propose the following hypothesis:

Hypothesis 1 (H1): There is a positive relationship between CG and the level of

major shareholdings.

CG provisions do not have the same effect in attracting investors; in their study, Chung

and Zhang (2011) showed that institutional investors are attracted only to two CG aspects:

One is related to strengthening shareholder rights and the other is related to the composi-

tion and operation of the board of directors. This shows that there are differences in the

effects of CG provisions; that is, of all of the CG provisions, institutional investors pay

more attention to only the above-mentioned ones. In the same vein, Khurshed, Lin, and

Wang (2011) examined the effect of two internal CG mechanisms on institutional major

holdings; they considered both directors’ ownership and board composition in a sample of

UK companies. Their findings revealed a negative relationship between institutional major

holdings and directors’ ownership; on the contrary, it showed a positive effect of board

composition on institutional major holdings. Accordingly, it is recommended that institu-

tional major shareholders view ownership by directors as a substitute control mechanism,

while board composition is perceived to be a complementary mechanism. These findings

indicate that there are differences in the effect of CG sub-indices on the investment deci-

sions of shareholders. Based on the above, one may expect that CG sub-indices will have

different effects on major shareholdings. Hence, the hypothesis is stated as follows:

Hypothesis 2 (H2): The preferences of major shareholders vary across different

dimensions of CG.
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Prior research documented that large shareholders differ from each other along different

dimensions, such as their beliefs, skills, or preferences. Consistent with the prior literature

(e.g., Bushee, 1998; Bushee, Carter, & Gerakos, 2010; Chung & Zhang, 2011; Cronqvist &

Fahlenbrach, 2009), this study aims to contribute to the literature by examining the prefer-

ences of different categories of major shareholders regarding CG. Prior research indicated

that the identity of institutional investors has important implications for firms because they

have different objectives and philosophies; for example, they may be constrained by fidu-

ciary responsibilities or political concerns (Bushee et al., 2010). Therefore, it is important

to distinguish among different types of shareholders, not only in terms of institutional

investors but also among all major shareholders, when examining their preferences.

Giannetti and Simonov (2006) examined whether investors consider the quality of CG in

making their stock selections. They differentiated between two types of investors, those

who enjoy private benefits and others who enjoy only security benefits. Their results

showed that all investors, whether domestic or foreign, institutional or small individual

investors (who generally place a great value on security benefits), are less likely to invest

in companies with poor CG. On the contrary, investors who have relationships with com-

pany insiders generally do not mind putting their investments in companies that have poor

CG. Moreover, Kim et al. (2010) revealed that foreign and local investors have different

stock valuations regarding CG. They revealed that as foreign investors assign higher moni-

toring costs, they may discount CG more severely than other domestic investors. In the

same vein, Ferreira and Matos (2008) differentiated between independent and gray inves-

tors, showing that independent investors paid more attention to stock in countries with

higher levels of legal enforcement and paid more attention to liquid stock than other gray

investors. However, their results indicated that they commonly preferred to invest in visible

firms, large firms, and firms with strong CG indicators. Similarly, Chung and Zhang (2011)

examined whether different institutional investors exhibited different preferences about CG

structures. They found that all different categories of institutional shareholdings had posi-

tive associations with CG; but they also indicated that the strength of the relationship

varies among the various categories of institutional shareholdings.

Prior research suggested that various categories of investors have different investment

preferences in general, and regarding CG in particular. However, most of these studies

have been concerned with differentiating among various types of institutional investors. For

example, Chung and Zhang (2011) indicated that various categories of institutional inves-

tors such as insurance firms, bank trusts, and independent advisors have different invest-

ment preferences due to differences in their fiduciary responsibilities. Moreover, there is

limited research about other types of major shareholders. A study by Cronqvist and

Fahlenbrach (2009) pointed out that large shareholders have distinctly different investment

and governance styles. Therefore, we state the following hypothesis:

Hypothesis 3 (H3): Different types of major shareholders have different preferences

regarding CG.

The 2007-2008 global financial2 caused many economies around the world to go into

recession (Ivashina & Scharfstein, 2010). There has been much speculation that the 2007-

2008 stock market meltdown was at least partly due to CG shortcomings, such as excessive

risk taking by managers who were concerned more about short-term bonuses but ignored

the long-term value of their companies (Zingales, 2008). Yet, a systematic analysis of how

CG affected ownership structure during this turbulent period is lacking. This study pioneers
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the effort to address this gap. Therefore, whether this relationship has strengthened during

the financial crisis period is tested.

Most studies conducted during the period of the financial crisis examined the impact of

CG on the performance of firms. Beltratti and Stulz (2009) found that banks with better

CG performed better during the credit crisis. In addition, Leung and Horwitz (2010) exam-

ined the effect of management ownership and other governance variables on the stock per-

formance of Hong Kong firms following the Asian financial crisis of 1997. Their study

showed that companies with a more concentrated management ownership structure dis-

played better capital market performance during that period. Moreover, Elkinawy (2005),

focusing on an emerging country during the financial crisis of the late 1990s, showed that

liquidity, trade links, and CG were considered important determinants for mutual fund port-

folio choices during the crisis. These results seem to imply that companies with good CG

quality performed better during times of crisis, and that investors considered CG to be a

major concern in their investment decisions. Contrary to the previous study by Elkinawy

(2005) that focused on emerging markets, this study examines the preferences of major

shareholders in a developed country such as the United Kingdom during the 2007-2008

financial crisis period. It is expected that major shareholders consider the effect of CG on

wealth and risk of their shareholdings differently in crisis versus non-crisis periods. So, it is

hypothesized that the association between CG and major shareholdings will be strengthened

during periods of financial crisis. Accordingly, we propose the following hypothesis:

Hypothesis 4 (H4): There was a change in the relationship between CG and major

shareholdings during the financial crisis.

Sampling and Empirical Models

Sample

The target population of this study is the UK FTSE-350, whose constituents make up

approximately 90% of the entire UK market capitalization. An important justification for

choosing these companies is that this study aims at testing the relationships between CG

and major shareholdings on a sample of large UK companies. In the current study, a panel

dataset is used that covers the period from 2005 to 2009 inclusive. An important motivation

for selecting this time period is that it followed the issuance of the Combined Code of CG

in 2003, the first UK CG code that was later amended in 2006, 2008, 2010, and 2012.3

Moreover, this period also covers the period preceding and during the 2007-2008 financial

crisis, and thus selecting this time period enables a comparison of the relationship between

CG and major shareholdings both before and during the crisis period. In addition, this time

period enables investigating whether CG effect on major shareholdings and its effects on

different categories of major shareholdings differ over years.

The sample selected is based upon the following criteria. First, companies must have

been active for the entire period of the study, as the objective of this study is to examine

the relation between CG and major shareholdings for firms that survived during the finan-

cial crisis and this would facilitate the comparison in the period preceding and during the

2007-2008 financial crisis. Therefore, after excluding delisted companies, the total number

of companies was reduced to 221 firms. Second, financial and utility (63) firms are

excluded for a number of reasons: (a) The composition of the assets of both types of firms

tends to be ‘‘special’’ rather than ‘‘typical,’’ (b) utility firms tend to have high leverage in
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terms of capital structure, and (c) financial firms in the United Kingdom operate under

strict government regulations and monitoring (Mehran, Morrison, & Shapiro, 2011).

Finally, 19 companies without complete financial or CG data were excluded. These criteria

reduce the final sample to 139 non-financial companies, for which complete data were

available across all years of the sampling period. Therefore, the empirical work comprises

139 firms with complete data throughout 2005-2009. The analysis was carried out on a

sample of balanced panel data, covering a period of 5 years, and is based on a sample of

companies drawn from eight main industries, resulting in a total of 695 firm-year observa-

tions. Data about major shareholdings and CG were collected manually from the annual

reports of the companies via either Financial Analysis Made Easy (FAME) database or, if

unavailable, the company’s website. All financial data have been obtained from the

DataStream database.

Variable Measurement and Model Specification

Dependent variables. Major shareholdings (TOTAL_MAJ) are measured by the percentages

of shares held by the shareholders with no less than 3% ownership; shareholders below this

level do not have to be disclosed in the United Kingdom. Data for major shareholdings

were collected manually from the annual reports of the companies. Further distinctions

between different categories of major shareholdings were made; major shareholdings were

grouped into seven categories. The first category is major shareholdings by insurance com-

panies and pension funds (MAJ1). The second category includes major shareholdings by

other financial institutions (MAJ2), such as banks, mutual, nominee/trust/trustees, and the

like. The third category is major shareholdings by other companies (MAJ3) that are not

included in the previous two categories. The category of ‘‘other companies’’ refers to com-

panies involved in manufacturing activities or in trading activities and includes companies

active in B2B or B2C non-financial services. The fourth category (MAJ4) includes major

shareholdings by states, governmental agencies, governmental departments, or local author-

ities. The fifth category includes major shareholdings by shareholders who are closely tied

to the firm, such as managers and directors (MAJ5). The sixth category encompasses major

shareholdings by other families and individuals who are outsiders (MAJ6). The seventh and

final category includes major shareholdings by others (MAJ7).

Independent variables. The main independent variable of interest is CG_SCORE, which is

a composite measure consisting of 26 CG dimensions. Reviewing the literature that consid-

ers the impact of CG on ownership structure revealed that previous studies predominantly

focused on few dimensions of CG, such as the study by Matsumoto and Uchida (2010),

which considered only board structure and stock options. In the same vein, Ferreira and

Matos (2008) considered only the percentage of ownership structure (insider ownership),

with other firm-level variables that affect the investment decisions of institutional investors

within 27 different countries. Kim et al. (2010) only considered outside directors and their

independence as CG variables that affect the compositions of foreign investors’ portfolios.

However, the study by Chung and Zhang (2011) is considered to be the only study that

used a comprehensive CG index. They used Institutional Shareholder Services CG scores

to examine the effect of CG on institutional ownership. They used ready-made CG grades,

only excluding the ‘‘Director Education’’ category; they also included the dual class stan-

dard in the Institutional Shareholder Service (ISS) index. In contrast, we have adopted a

Hawas and Tse 107

 at UNIV CALIFORNIA SAN DIEGO on December 14, 2015jaf.sagepub.comDownloaded from 

http://jaf.sagepub.com/


researcher-constructed CG index approach for the following reasons: First, unlike subjec-

tive analysts’ rankings, which are based on their perceptions of CG quality, the crafted CG

index in this study is based on actual disclosures in the firms’ annual reports. Annual

report disclosure is considered an important source for larger shareholders, as they consider

information disclosed in annual reports when making investment decisions. Previous stud-

ies regarding the most preferred sources for institutional investors pointed out that the high-

est ranked sources were generally written company information, including the financial

reports. This renders the information more objective, reliable, and accurate. Second, the

importance of CG variables varies according to industry, company, and country, as well as

varies over time (Donker & Zahir, 2008). Therefore, a self-constructed CG index approach

gives us the ability to choose the sample and to select the relevant CG provisions.

Academic-constructed indexes are based on fewer CG provisions that are more targeted to

the sample firms (Bozec & Bozec, 2012). Thus, this approach allows us to focus on CG

provisions that primarily relate to our research focus, while reflecting the requirement of

the UK Combined Code (Financial Reporting Council, 2003), which is widely considered

as an international benchmark for good CG practices.

The CG index (CG_SCORE) of the sample companies serves as a broad measure of

firm-specific CG quality and reflects 26 governance attributes that are considered ‘‘good’’

CG practices. The crafted CG index is constructed after reviewing the previously developed

indices and identifying their commonalities. The 26 firm-level governance provisions that

are included in the index are commonly used in the related literature, and include measures

of (a) board composition and independence (BCII), (b) board practice and process (BPPI),

(c) compensation (CI), (d) accountability and audit (AAI), and (e) relations with sharehold-

ers (RSI). Each sub-index, in turn, includes a series of CG attributes. In the same vein, an

equally weighted index is adopted; if the company adopted the item, a score of 1 is given

to the CG variable and 0 otherwise. To compute the score for each sub-index, we sum the

elements of each sub-index and then divide it by the maximum score by any company. A

total CG_SCORE for each firm is calculated by the summing of the sub-indices divided by

5 (the number of sub-indices). The appendix details the governance attributes collected and

the scoring technique used.

Moreover, it is vital to assess the validity of the index, especially when using a newly

constructed measuring instrument (i.e., CG index). Validity is defined as ‘‘whether an

instrument actually measures what it sets out to measure’’ (Field, 2009, p. 11). In this con-

text, Saunders, Lewis, and Thornhill (2012) suggested three methods for assessing validity:

(a) face validity, (b) content validity, and (c) construct validity. First, face validity aims to

ensure that the measure appears, on the face of it, to measure the concept which is intended

to measure (Saunders et al., 2012). The face validity of the CG index is supported through

pre-testing, which is a significant step in ensuring its reliability and validity (Easterby-

Smith, Thorpe, & Jackson, 2012; Hussey & Hussey, 1997). To check the appropriateness

of the CG index for measuring CG, the initial index was sent to five academics to refine

the index and identify any gaps or inconsistencies. This checking process helped modify

the CG items in the index.

Second, content validity aims to ‘‘ensure that the measure includes an adequate and rep-

resentative set of items that tap the concept’’ (Sekaran & Bougie, 2010, p. 206). In addi-

tion, Saunders et al. (2012) referred to content validity as the sufficient items being

included in the measurement tool. Content validity of the CG index can be achieved by the

careful definition of the research phenomena through literature review of CG and also by

using a panel of professional judges to judge which items are to be included in the
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measurement (Vaus, 2002). In the current study, the initial CG index was pre-tested with

five academics to check whether the CG items in the index adequately measure the level of

CG (content validity). The results of pre-test method showed that the CG index captures

adequate and representative set of dimensions to assess good CG.

Finally, construct validity ‘‘ensures that the results obtained from the use of a measure

are consistent with the theories in which the test is designed’’ (Sekaran & Bougie, 2010, p.

207). The assessment of construct validity requires the examination of the correlation

between the total CG index and its component sub-indices (see, for example, Black, De

Carvalho, & Gorga, 2012; Hassan, 2012). In the current study, the Pearson correlation

between CG_SCORE and its sub-indices (BCII, BPPI, AAI, CI, and RSI) is positively sig-

nificant, with correlation coefficients from .7969 to .3661 at the .0001 level.

Control variables. We have selected a wide range of variables to control for potential

omitted-variable bias based on a review of prior studies (Dahlquist & Robertsson, 2001).

These control variables covered firm size (SIZE), leverage (LEV), turnover (TURN), divi-

dend yield (DIVIDEND), stock price (PRICE), profitability (ROA), firm value (Tobin’s Q),

and stock return (RETURN). A large set of control variables are used that have previously

been recognized as determinants of shareholders’ investment decisions. Following earlier

work that acknowledged that investors prefer large companies, the size of firms is included

(e.g., Aggarwal, Klapper, & Wysocki, 2005; Gompers & Metrick, 2001). The natural loga-

rithm of total assets is used as a proxy for firm size (SIZE) in this article. The level of

leverage is included as a proxy for the risk level of a firm (LEV), which is measured by the

debt-to-assets ratio (Chung & Zhang, 2011). Elkinawy (2005) mentioned that fund manag-

ers prefer firms with low leverage. To control for stock liquidity preferences, turnover

(TURN) is also included, which is measured by dividing the number of shares traded over

the year by the number of shares outstanding (Ferreira & Matos, 2008). Huang (2008) and

Elkinawy (2005) pointed out that fund managers tilt their holdings more heavily toward

liquid stocks. Moreover, Jain (2007) revealed that institutional investors prefer to put their

investment in stocks with a low-dividend yield, whereas individual investors prefer stocks

with high-dividend yields; therefore, dividend yield (DIVIDEND) is included. Stock price

(PRICE) is measured by the annual stock price. Furthermore, firm profitability and firm

values are measured by return on assets (ROA) and Tobin’s Q (TQ), respectively (Chung &

Zhang, 2011). Kim et al. (2010) found that investors prefer companies with higher TQ and

higher ROA. Moreover, we consider stock return measured by the annual (end-of-year) geo-

metric stock rate of return (Ferreira & Matos, 2008).

Empirical Models

This study uses four models to test the relationship between CG and major shareholding.

The first model tests the relationship between the CG_SCORE and the total major share-

holdings, after including all of the control variables, as expressed in the following

equation:

TOTAL MAJit =ai +b1CG SCOREit +b2SIZEit +b3LEVit +b4TURNit +

b5DIVIDENDit +b6ROAit +b7TQit +b8PRICEit +b9RETURNit + uit:
ð1Þ

In this model, TOTAL_MAJ is defined as the percentage of shares owned by sharehold-

ers with at least 3% of the company shares; CG_SCORE represents the CG index; SIZE is
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the natural log of total assets; LEV is calculated as the ratio of total debt to total assets;

TURN is the annual share volume over the year, divided by shares outstanding; DIVIDEND

is measured as dividends per share / market price-year end 3 100; ROA represents the

firm’s operating performance, measured as the ratio of net income to total assets; TQ is

measured as the market value of equity + total debts / total assets; PRICE represents the

annual stock price; and RETURN is the annual (end-of-year) geometric stock rate of return.

Model 2 examines the relationship between CG sub-indices and the total major share-

holdings, as expressed in the following equation:

TOTAL MAJit =ai +b1BCIIit +b2BPPIit +b3CIit +b4AAIit +b5RSIit +

b6SIZEit +b7LEVit +b8TURNit +b9DIVIDENDit +b10ROAit +

b11TQit + b12PRICEit +b13RETURNit + uit:

ð2Þ

In this model, BCII is a measure of the board composition and independence index;

BPPI is a measure of the board practice and process index; CI is a measure of the compen-

sation index; AAI is a measure of the accountability and audit index; and RSI is a measure

of the relationship with shareholders index. Other variables are as defined in Model 1.

To estimate the relationship between CG and different types of major shareholders, we

reestimate the previous two models, but using the percentage of shares held by each type

of major shareholder as independent variables.

In studies of CG, there is always concern about potential endogeneity. Most previous

studies documented at least two potential sources of endogeneity that may derail empirical

results: simultaneity and unobservable heterogeneity (Wintoki, Linck, & Netter, 2009).

This study uses two approaches to address this problem. First, previous studies suggested

that the use of lagged values for the main explanatory variable can diminish simultaneity

problems (see, for example, Larcker & Rusticus, 2010; Stiebale, 2011). Following previous

studies, the lagged value of CG is used to mitigate possible simultaneity problems between

CG and major shareholdings. Second, a broad number of control variables are included in

this study that help mitigate the omitted-variable bias as well as the possibility that our

results are affected by endogeneity. Moreover, we used panel data regressions, which help

address issues of endogeneity that might arise from unobserved firm-specific heterogene-

ities (Black, Jang, & Kim, 2006). Panel data regression techniques help control for the

unobserved heterogeneity component that remains fixed over time, thus reducing consider-

ably the omitted-variable bias problem (Baltagi, 2009). Given the panel nature of the data,

we test which model is appropriate using the Hausman test, fixed- and random-effects

models (Wooldridge, 2002). If the results reject the null hypothesis, suggesting that the

fixed-effect model should be used (this test is included in each of the regression tables).

Furthermore, in all panel data regression models, a robust standard error is used. It is

common to rely on ‘‘robust’’ standard errors to ensure valid statistical inference.

Empirical Results and Analysis

Descriptive Statistics

Table 1 provides the descriptive statistics for the dependent (major shareholdings), indepen-

dent (total CG index and all sub-indices), and control variables for each year as well as for

the whole period (2005-2009), the pre-crisis period (2005-2007), and the during-crisis

period (2008-2009), respectively. A number of interesting results can be derived from the
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descriptive statistics. First, and consistent with the results of Aggarwal et al. (2010), there

is an increase in major shareholdings over time. More specifically, the average major share-

holding (TOTAL_MAJ) increases during the whole period (2005-2009) from 32.32% to

38.17%, and from 33.81% (pre-crisis) to 38.21% (during crisis). The average value of total

major shareholdings (TOTAL_MAJ) for our sample is 35.56%. In addition, among the

seven different types of major shareholdings, the highest average is obtained in the cate-

gory of shareholdings of pension fund and insurance companies (MAJ1) and shareholdings

of other institutional investors (MAJ2), with averages of 5.91% and 21.09%, respectively.

We also find the lowest average of major shareholdings in shareholdings of states, govern-

mental agencies, governmental departments, or local authorities (MAJ4; M = 0.0503%).

Interestingly, all different types of major shareholdings increase from the pre- to the

during-crisis period, except for MAJ7.

Second, the average CG_SCORE was found to increase from 0.8140 (2005) to 0.8569

(2009); it also increased from 0.8246 before the crisis to 0.8529 during the financial crisis.

This indicates that there has been a notable improvement in UK CG during the financial

crisis, as there was 3.43% increase in CG_SCORE during the crisis period. In the same

vein, the CG sub-indices similarly depict overall CG behavior. Our results reveal that the

average score for AAI (accountability and audit index) was the highest at 0.9576.

However, RSI (relationship with shareholders) was ranked the lowest with an average score

of 0.6398. In the same vein, Table 1 provides a closer analysis of the CG sub-indices

before and during the financial crisis to gain additional insights. The average scores for all

CG sub-indices have increased from (pre-crisis) to (during crisis), suggesting a generally

improving trend in CG behavior over time. This indicates that UK listed companies tend to

comply with the recommendations of the CG code during a financial crisis to rebuild trust

and to protect shareholders’ interests. Table 1 also shows that the average natural logarithm

of total assets is 21.41, denoting average total assets of £7.33 billion, thus indicating that

our sample consists of companies that are relatively large. The average ROA (LEV) is 7.8%

(24.63%). In addition, the mean (median) values for TURN ratio, DIVIDEND, and PRICE

are 2.22 (1.66), 2.8 (2.54), and 6.611 (4.507), respectively. Furthermore, the average TQ

was 1.50 (1.24), suggesting that the companies are valued highly in the stock market, and

finally, the average annual stock return is 0.0008.

Finally, drawing on the analysis of the descriptive statistics, the primary policy implica-

tion for policy makers and regulatory authorities is that more consideration needs to be

paid to strengthening the requirements for board composition and independence that are

related to building relationships with shareholders, and by the same token improving the

quality of CG.

Table 1. Descriptive Statistics.
This table provides the descriptive statistics for the dependent (major shareholders), independent
(total CG index and all sub-indices), and control variables for each year as well as for the whole
period (2005-2009), pre–financial crisis period (2005-2007), and during financial crisis period (2008-
2009), respectively. TOTAL_MAJ is the percentage of shares owned by shareholders with at least 3% of
the company shares, MAJ1 is the percentage of shares owned by pension funds and insurance
companies with at least 3% of the company shares; MAJ2 is the percentage of shares owned by other
institutional investors with at least 3% of the company shares; MAJ3 is the percentage of shares owned
by corporations with at least 3% of the company shares; MAJ4 is the percentage of shares owned by
states, governmental agencies, governmental departments, or local authorities with at least 3% of the
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company shares; MAJ5 is the percentage of shares owned by shareholders who are closely tied to the
firm, such as managers and directors; MAJ6 is the percentage of shares owned by other families and
individuals who are outsiders; MAJ7 is the percentage of shares owned by others, such as foundations
or research institutes; CG_SCORE is the total CG score; BCII is the score of board composition and
independence index; BPPI is the score of board process and practice index; CI is the score of
compensation index; AAI is the score of accountability and audit index; RSI is the score of relations
with shareholders; SIZE is the natural logarithm of total assets; LEV is the percentage of total debt to
total assets; TURN is the annual share volume over the year to shares outstanding; DIVIDEND is the
dividends per share to market price-year end 3 100; PRICE is the annual average stock price; ROA is
the percentage of net income to total assets; TQ is the market value of equity plus total debts to total
assets. RETURN is the annual (end-of-year) geometric stock rate of return.

Variables

M

(Median)

(SD)

(2005)

M

(Median)

(SD)

(2006)

M

(Median)

(SD)

(2007)

M

(Median)

(SD)

(2008)

M

(Median)

(SD)

(2009)

M

(Median)

(SD)

(2005-2007)

M

(Median)

(SD)

(2008-2009)

M

(Median)

(SD)

(2005-2009)

TOTAL_MAJ 32.32

(29.8)

(16.78)

32.56

(30.88)

(17.02)

36.49

(34.73)

(17.10)

38.26

(37.4)

(18.45)

38.17

(37.1)

(17.08)

33.81

(31.58)

(17.04)

38.21

(37.25)

(17.75)

35.56

(33.76)

(17.45)

MAJ1 4.09

(3.19)

(5.52)

4.25

(3.3)

(5.28)

7.01

(4.81)

(6.44)

7.05

(4.69)

(6.10)

7.17

(4.49)

(6.29)

5.12

(3.58)

(5.91)

7.11

(4.55)

(6.18)

5.91

(4)

(6.09)

MAJ2 19.67

(18.26)

(13.23)

20.45

(17.7)

(14.06)

21.31

(19.22)

(14.06)

21.86

(20.55)

(15.29)

22.17

(19.97)

(14.97)

20.48

(18.27)

(13.77)

22.01

(20.2)

(15.11)

21.09

(18.91)

(14.33)

MAJ3 5.22

(0)

(13.37)

4.66

(0)

(12.45)

4.86

(0)

(12.72)

5.611

(0)

(13.51)

5.80

(0)

(13.65)

4.91

(0)

(12.82)

5.70

(0)

(13.56)

5.23

(0)

(13.12)

MAJ4 0

(0)

(0)

0

(0)

(0)

0.0359

(0)

(0.4240)

0.1079

(0)

(1.272)

0.1079

(0)

(1.27)

0.0119

(0)

(0.2448)

0.1079

(0)

(1.26)

0.0503

(0)

(0.8257)

MAJ5 1.94

(0)

(7.37)

1.85

(0)

(7.36)

2.01

(0)

(7.43)

1.97

(0)

(7.35)

1.90

(0)

(7.00)

1.940

(0)

(7.37)

1.942

(0)

(7.16)

1.94

(0)

(7.28)

MAJ6 0.2512

(0)

(1.26)

0.1844

(0)

(1.29)

0.1491

(0)

(1.026)

0.2953

(0)

(1.56)

0.1626

(0)

(1.17)

0.1949

(0)

(1.20)

0.2290

(0)

(1.38)

0.2085

(0)

(1.275)

MAJ7 1.13

(0)

(5.47)

1.17

(0)

(5.56)

1.12

(0)

(5.84)

1.36

(0)

(6.32)

0.8638

(0)

(5.48)

1.14

(0)

(5.61)

1.11

(0)

(5.91)

1.133

(0)

(5.73)

CG_SCORE 0.8140

(0.8461)

(0.0956)

0.8231

(0.8461)

(0.0945)

0.8367

(0.8461)

(0.0884)

0.8489

(0.8461)

(0.0831)

0.8569

(0.8846)

(0.0823)

0.8246

(0.8461)

(0.0931)

0.8529

(0.8846)

(0.0826)

0.8359

(0.8461)

(0.0901)

BCII 0.6825

(0.75)

(0.1832)

0.6933

(0.75)

(0.1868)

0.7167

(0.75)

(0.1809)

0.7302

(0.75)

(0.1730)

0.7464

(0.75)

(0.1715)

0.6975

(0.75)

(0.1838)

0.7383

(0.75)

(0.1721)

0.7138

(0.75)

(0.1802)

BPPI 0.9125

(1)

(0.1293)

0.9136

(1)

(0.1339)

0.9187

(1)

(0.1344)

0.9351

(1)

(0.1091)

0.9321

(1)

(0.1133)

0.9149

(1)

(0.1323)

0.9336

(1)

(0.1110)

0.9224

(1)

(0.124)

(continued)
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Tables 2 and 3 report the correlation matrix among the independent variables. In the cor-

relation matrix, we attempt to identify whether the correlation between the independent

variables is higher than .80 (and therefore to be considered of concern; Belsley, Kuh, &

Welsch, 1980). Looking at both correlation matrices, we find nothing that raises alarm.

Table 1. (continued)

Variables

M

(Median)

(SD)

(2005)

M

(Median)

(SD)

(2006)

M

(Median)

(SD)

(2007)

M

(Median)

(SD)

(2008)

M

(Median)

(SD)

(2009)

M

(Median)

(SD)

(2005-2007)

M

(Median)

(SD)

(2008-2009)

M

(Median)

(SD)

(2005-2009)

CI 0.9329

(1)

(0.1399)

0.9472

(1)

(0.1284)

0.9592

(1)

(0.1094)

0.9616

(1)

(0.1139)

0.9640

(1)

(0.1112)

0.9464

(1)

(0.1267)

0.9628

(1)

(0.1124)

0.9530

(1)

(0.121)

AAI 0.9366

(1)

(0.1130)

0.9553

(1)

(0.0964)

0.9582

(1)

(0.0916)

0.9669

(1)

(0.0819)

0.9712

(1)

(0.0782)

0.9501

(1)

(0.1009)

0.9690

(1)

(0.0800)

0.9576

(1)

(0.0935)

RSI 0.6115

(0.667)

(0.2526)

0.6139

(0.667)

(0.2516)

0.6403

(0.667)

(0.2541)

0.6546

(0.667)

(0.2614)

0.6787

(0.667)

(0.2520)

0.6219

(0.667)

(0.2525)

0.6667

(0.667)

(0.2566)

0.6398

(0.667)

(0.2549)

SIZE 21.41

(21.22)

(1.377)

21.61

(21.46)

(1.406)

21.62

(21.46)

(1.409)

21.16

(21.06)

(1.407)

21.27

(21.10)

(1.384)

21.55

(21.38)

(1.397)

21.21

(21.07)

(1.394)

21.41

(21.25)

(1.404)

LEV 0.2470

(0.2312)

(0.1640)

0.2629

(0.2438)

(0.1681)

0.2485

(0.2311)

(0.1657)

0.2369

(0.2192)

(0.1749)

0.2366

(0.2125)

(0.1657)

0.2528

(0.2336)

(0.1657)

0.2368

(0.2190)

(0.1700)

0.2463

(0.230)

(0.1675)

TURN 2.17

(1.61)

(2.67)

2.12

(1.75)

(2.23)

2.45

(1.82)

(3.78)

2.46

(1.85)

(2.85)

1.90

(1.44)

(1.87)

2.25

(1.68)

(2.97)

2.18

(1.65)

(2.42)

2.22

(1.66)

(2.76)

DIVIDEND 2.47

(2.46)

(1.44)

2.38

(2.41)

(1.43)

2.08

(2.05)

(1.19)

3.41

(2.91)

(2.90)

3.77

(3.39)

(3.55)

2.31

(2.28)

(1.36)

3.59

(3.075)

(3.24)

2.82

(2.54)

(2.39)

PRICE 5.148

(3.8)

(5.356)

6.533

(4.335)

(6.391)

8.378

(6.28)

(7.611)

728.97

(475.37)

(739.44)

5.665

(3.533)

(6.044)

6.701

(4.702)

(6.645)

6.477

(4.161)

(6.789)

6.611

(4.507)

(6.700)

ROA 0.1024

(0.0751)

(0.1013)

0.0670

(0.058)

(0.1104)

0.0513

(0.0482)

(0.0930)

0.0804

(0.0691)

(0.0726)

0.0933

(0.0752)

(0.0755)

0.0736

(0.060)

(0.1038)

0.0868

(0.0715)

(0.0742)

0.07895

(0.067)

(0.0932)

TQ 1.79

(1.50)

(0.9327)

1.42

(1.24)

(1.208)

1.15

(0.99)

(0.6910)

1.48

(1.16)

(0.9593)

1.67

(1.34)

(1.078)

1.45

(1.23)

(0.9994)

1.57

(1.26)

(1.022)

1.50

(1.24)

(1.00)

RETURN 0.1708

(0.1988)

(0.2281)

0.2840

(0.1988)

(0.2519)

0.2128

(0.2114)

(0.1920)

20.1191

(20.0805)

(0.3526)

20.5253

(20.3770)

(0.5595)

0.2227

(0.2265)

(0.2259)

20.32228

(20.2380)

(0.5092)

0.0008

(0.0976)

(0.4553)
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Econometric Analysis

Regression results of CG and total major shareholdings.
To test the relationship between total major shareholdings (TOTAL_MAJ) and CG scores,

we use two types of models. We first perform a regression using the lagged value of CG;

by using (t 2 1) variable, as it is expected that investors (major shareholders) may take

time to react after they assess the information disclosed in the annual reports, and to mini-

mize the simultaneity problem. In Model 2, we examine the impact of the previous year’s

change in CG as well as the changes in the control variables on those of the major share-

holdings. Here, we test whether levels of and changes in major shareholdings are associated

with levels of and changes in governance mechanisms.

In Table 4, Model 1, major shareholding (TOTAL_MAJ) is the dependent variable, while

firm-level governance index is the explanatory variable of interest; this is lagged by 1 year.

Therefore, if major shareholding is for period t, the CG_SCORE is measured at period

t 2 1. We also include all of the control variables identified in the existing literature. Our

results show that CG_SCORE is positively associated with major shareholdings. This

means that major shareholders consider CG when making their investment decisions.

Table 4. Regression Results of Corporate Governance (CG) Score and Total Major Shareholdings.
This table presents the regression results of total major shareholdings and CG score. In Model 1, we
examine the impact of previous year’s CG score on major shareholdings; in Model 2, we examine
previous year’s changes in CG and its impact on changes of major shareholdings and other control
variables. D denotes change in the variable; TOTAL_MAJ is the percentage of shares owned by
shareholders with at least 3% of the company shares; CG_SCORE is the total CG score; SIZE is the
natural logarithm of total assets; LEV is the percentage of total debt to total assets; TURN is the annual
share volume over the year to shares outstanding; DIVIDEND is the dividends per share to market
price-year end 3 100; PRICE is the annual average stock price; ROA is the percentage of net income to
total assets; TQ is the market value of equity plus total debts to total assets; RETURN is the annual
(end-of-year) geometric stock rate of return. These models provide t statistics or z statistics (in
parentheses) depending on the used regression fixed effect or random effect, respectively.

Variables TOTAL_MAJ/Model 1 Variables DTOTAL_MAJ/Model 2

Intercept 1.28 (16.80)*** Intercept .0225 (1.35)
LAG (CG_SCORE) .1012 (1.85)* LAG (DCG SCORE) .0994 (1.39)
SIZE 2.0004 (20.01) DSIZE 2.1117 (21.04)
LEV .0547 (2.89)* DLEV .0620 (1.97)**
TURN .0443 (1.86)* DTURN .0483 (2.53)**
DIVIDEND 2.0010 (20.05) DDIVIDEND .0242 (1.08)
PRICE 2.0230 (20.45) DPRICE .1015 (1.58)
ROA 2.0108 (20.66) DROA .0055 (0.37)
TQ .0043 (0.10) DTQ 2.0613 (21.19)
RETURN 2.0547 (23.29)*** DRETURN 2.0400 (22.63)***

R2 .0976 R2 .0655
Observations 556 Observations 417
Groups 139 Groups 139
Hausman test/Prob . x2 .000 Hausman test/Prob . x2 .2045

*p = 10% **p = 5% ***p = 1%.
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Model 1 also indicates that major shareholders prefer companies with high leverage and

companies with high liquidity. In addition, it shows that they prefer companies with lower

stock returns. Model 2 addresses the results for regression analyses, with changes in major

shareholding as the dependent variable. The main explanatory variable is the lagged

changes in CG score; all other independent variables are expressed in terms of changes.

The results show that changes in major shareholdings are not significantly associated with

changes in the CG score. These results provide empirical support for H1, and the findings

of previous studies that indicated the importance of CG to investors (Ferreira & Matos,

2008; Giannetti & Simonov, 2006; Khurshed et al., 2011). It also provides further empirical

support for agency theory. One theoretical implication of this finding is that the investors

have strong incentives to choose stocks of corporations with good governance structures.

Hence, companies commit to high levels of CG_SCORE to alleviate agency conflicts

(agency theory), making the company more attractive to investors by increasing investor

trust.

The previous tests show that CG_SCORE affects major shareholdings (TOTAL_MAJ);

however, we are also interested in examining the impact of particular CG provisions on

major shareholdings. Thus, following the study of Chung and Zhang (2011), which exam-

ined the impact of certain CG mechanisms on institutional shareholdings, we will exam-

ine the impact of CG sub-indices on major shareholdings. Table 5 represents the results

of the relationship between CG sub-indices and total major shareholdings (TOTAL_MAJ).

We run two different regression models, as in Table 4. In Model 1, the results indicate

that the board composition and the independence index (BCII) have a significant and pos-

itive relationship with major shareholdings. This indicates that major shareholders con-

sider the BCII when taking their investment decisions. Chung and Zhang (2011) arrived

at the same result, but they considered only institutional investors, and their results indi-

cated that board composition is one of the most important provisions that attract institu-

tional investors. Model 1 also indicates that major shareholders also prefer companies

with high leverage and lower stock returns. This result suggests that H2 is empirically

supported; the results show that the BCII is the only CG index that matters for the invest-

ment decisions of total major shareholders. This evidence supports the results of past

studies. Chung and Zhang (2011) indicated that board composition is one of the most

important provisions that attract institutional investors. In a study of the United Kingdom,

Khurshed et al. (2011) found that institutional major shareholdings are positively associ-

ated with board composition. In addition, the study of McCahery et al. (2010) indicated

that, among other factors, board independence was considered important by institutional

investors.

Model 2 addresses the changes in CG sub-indices and their effects on the changes

in major shareholdings. We find that changes in CG sub-indices do not have any

significant relationship with changes in major shareholdings. Regarding the other control

variables, the results indicate that changes in leverage and liquidity have the same

positive association with the changes in major shareholdings. Also, this result indicates

that changes in PRICE have a positive relationship with changes in major shareholdings,

but changes in stock return have a negative relationship with changes in major

shareholdings.
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Regression Results of CG and Total Major Shareholdings Pre and During the
Financial Crisis

One of the main contributions of this study is to examine an important policy question of

whether firm-level CG affects the major shareholdings before and during global financial

crisis periods. To test whether this relationship was affected by the credit crunch, we clas-

sify the time period of the analysis into pre-crisis (2005-2007) and during-crisis (2008-

2009) periods, and retest the previous relationship for both these periods. Table 6 illustrates

the regression analysis; the results show the impact of the previous year’s CG scores on

major shareholdings. This model indicates that the relationship has changed in the period

during the crisis, as there was no relationship between CG and major shareholdings in the

pre-crisis period. Investors may therefore pay less attention to the quality of CG when

Table 5. Regression Results of Corporate Governance (CG) Sub-Indices and Total Major
Shareholdings.
This table presents the regression results of total major shareholdings and CG sub-indices. In Model 1,
we examine the impact of previous year’s CG sub-indices on major shareholding; in Model 2, we
examine previous year’s changes in CG sub-indices impact on changes of major shareholding. D

denotes change in the variable; TOTAL_MAJ is the percentage of shares owned by shareholders with at
least 3% of the company shares; BCII is the score of board composition and independence index; BPPI
is the score of board process and practice index; CI is the score of compensation index; AAI is the
score of accountability and audit index; RSI is the score of relations with shareholders; SIZE is the
natural logarithm of total assets; LEV is the percentage of total debt to total assets; TURN is the annual
share volume over the year to shares outstanding; DIVIDEND is the dividends per share to market
price-year end 3 100; PRICE is the annual average stock price; ROA is the percentage of net income to
total assets; TQ is the market value of equity plus total debts to total assets. RETURN is the annual
(end-of-year) geometric stock rate of return. These models provide t statistics or z statistics (in
parentheses) depending on the used regression fixed effect or random effect, respectively.

Variables TOTAL_MAJ/Model 1 Variables DTOTAL_MAJ/Model 2

Intercept 1.43 (239.33)*** Intercept 0228 (1.30)
LAG (BCII) .0623 (2.27)** LAG (DBCII) .0469 (1.63)
LAG (BPPI) 2.0267 (20.97) LAG (DBPPI) 2.0202 (20.57)
LAG (CI) 2.0318 (20.96) LAG (DCI) 2.0555 (21.35)
LAG (AAI) .0270 (0.73) LAG (DAAI) .0374 (1.06)
LAG (RSI) 2.0094 (20.28) LAG (DRSI) .0287 (0.71)
SIZE 2.0255(20.30) DSIZE 2.1444 (21.35)
LEV .0574 (1.84)* DLEV .0662 (2.04)**
TURN .0399 (1.65) DTURN . 0454 (2.36)**
DIVIDEND 2.0022(20.11) DDIVIDEND .0225 (1.05)
PRICE 2.0009 (20.02) DPRICE .1187 (1.87)*
ROA 2.0117 (20.71) DROA .0049 (0.32)
TQ 2.0102 (20.24) DTQ 2.0729 (21.46)
RETURN 2.0579 (23.33)*** DRETURN 2.0440 (22.80)***

R2 .1461 R2 .0779
Observations 556 Observations 417
Groups 139 Groups 139
Hausman test/Prob . x2 0.0000 Hausman test/Prob . x2 .4673

*p = 10% **p = 5% ***p = 1%.
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investment opportunities are plentiful (Table 6, Model 1). However, in the during-crisis

period, there is a positive and significant relationship between CG and major shareholdings

(Table 6, Model 2). This means that the improvement in CG (3.43% increase in

CG_SCORE during the crisis period) attracted more shareholders to allocate their invest-

ments. It also indicates that major shareholders considered CG an important factor in their

portfolio choices during the financial crisis. Therefore, we accept H4, confirming that the

relationship between CG scores and major shareholdings has changed during the financial

crisis.

Regarding the CG sub-indices, Table 7 shows the results of the regression between CG

sub-indices and major shareholdings before and during the financial crisis. The relationship

between BCII and major shareholding (TOTAL_MAJ) has changed in the period during the

financial crisis, as there was no significant relationship between BCII and major sharehold-

ings before the financial crisis (Table 7, Model 1). However, during the crisis period, there

is a significant and positive relation between them. This means that the improvement in

BCII (there was a 5.84% increase in BCII during the crisis period) attracts major sharehold-

ers. There are increases in other CG sub-indices during the crisis period compared with

those found before the crisis. However, Table 7 (Model 2) indicates that there are no

Table 6. Regression Results of the Relation Between Corporate Governance (CG) Score and Total
Major Shareholdings Pre and During the Financial Crisis.
This table presents the regression results of total major shareholdings and CG score pre and during
the financial crisis. We examine previous year’s CG impact on major shareholdings pre and during the
financial crisis. TOTAL_MAJ is the percentage of shares owned by shareholders with at least 3% of the
company shares; CG_SCORE is the total CG score; SIZE is the natural logarithm of total assets; LEV is
the percentage of total debt to total assets; TURN is the annual share volume over the year to shares
outstanding; DIVIDEND is the dividends per share to market price-year end 3 100; PRICE is the annual
average stock price; ROA is the percentage of net income to total assets; TQ is the market value of
equity plus total debts to total assets. RETURN is the annual (end-of-year) geometric stock rate of
return. These models provide t statistics (in parentheses).

Variables Pre-crisis (Model1) During crisis (Model 2)

Intercept 1.20 (10.96)*** 1.14 (6.68)***
LAG (CG_SCORE) .1274 (1.56) .2198 (1.84)*
SIZE 2.2071 (21.03) 2.2970 (20.96)
LEV .0831 (1.80)* .1201 (1.68)*
TURN 2.0142 (20.43) .0586 (2.51)**
DIVIDEND 2.2164 (22.39)** .0364 (1.40)
PRICE .3310 (1.82)* .1574 (1.68)*
ROA 2.0119 (20.67) 2.0095 (20.43)
TQ 2.2777 (22.28) ** 2.1700 (21.67)*
RETURN 2.0455 (22.15)** 2.0086 (20.30)

R2 .2068 .1356
Observations 278 278
Groups 139 139
Hausman test/Prob . x2 .0000 .0001

*p = 10% **p = 5% ***p = 1%.
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changes in the relation between other CG sub-indices and major shareholdings before and

during the crisis period. This result is consistent with other results, indicating that BCII is

more important than other CG sub-indices. This result reveals that board of directors is an

important internal CG mechanism that monitors and advises management to protect share-

holders’ interest and offers empirical support for the results of Adams and Ferreira (2007)

and Francis et al. (2012).

Regression Results of CG and Different Types of Major Shareholdings

To examine if different types of major shareholders have different preferences of CG

(H3), the previous multiple regressions that examine the association between CG and

total major shareholdings are reestimated by replacing the TOTAL_MAJ with each type of

major shareholding. Table 8 shows that CG scores affect the investment decisions of

Table 7. Regression Results of the Relation Between Corporate Governance (CG) Sub-Indices and
Total Major Shareholdings Pre and During the Financial Crisis.
This table presents the regression results of total major shareholdings on CG sub-indices. We
examine previous year’s CG sub-indices impact on major shareholdings pre and during the financial
crisis. TOTAL_MAJ is the percentage of shares owned by shareholders with at least 3% of the company
shares; BCII is the score of board composition and independence index; BPPI is the score of board
process and practice index; CI is the score of compensation index; AAI is the score of accountability
and audit index; RSI is the score of relations with shareholders; SIZE is the natural logarithm of total
assets; LEV is the percentage of total debt to total assets; TURN is the annual share volume over the
year to shares outstanding; DIVIDEND is the dividends per share to market price-year end 3 100;
PRICE is the annual average stock price; ROA is the percentage of net income to total assets; TQ is the
market value of equity plus total debts to total assets. RETURN is the annual (end-of-year) geometric
stock rate of return. These models provide t statistics (in parentheses).

Variables Pre-crisis (Model 1) During crisis (Model 2)

Intercept 1.39 (58.26)*** 1.46 (33.67)***
LAG (BCII) .0403 (1.12) .1116 (2.07)**
LAG (BPPI) 2.0269 (20.66) .0691 (1.00)
LAG (CI) .0125 (0.25) 2.1762 (21.47)
LAG (AAI) .0439 (1.00) .0020 (0.03)
LAG (RSI) .0876 (1.01) .0058 (0.13)
SIZE 2.2260 (20.99) 2.3248 (21.22)
LEV .0751 (1.57) .0754 (1.23)
TURN 2.0167 (20.54) .0655 (2.78)***
DIVIDEND 2.2132 (22.33)** .0443 (1.72)*
PRICE .3474 (1.67)* .1560 (1.67)*
ROA 2.0120 (20.56) .0023 (0.11)
TQ 2.2957 (22.06)** 2.1505 (21.52)
RETURN 2.0416 (21.96)* 2.0200 (20.72)

R2 .2253 .1874
Observations 278 278
Groups 139 139
Hausman test/Prob . x2 .0000 .0164

*p = 10% **p = 5% ***p = 1%.
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other institutional investors (MAJ2) but have no effect on the other types of major share-

holdings. The positive association between CG and institutional major shareholding

offers empirical support for the results of Bushee et al. (2010), Chung and Zhang (2011),

Khurshed et al. (2011), and the Russell Reynolds Associates (2003, 2005) survey, point-

ing out the important role played by firms’ CG mechanisms in the investment decisions

of institutional investors. Considering control variables, as shown in Table 8, also indi-

cates that MAJ1 also have preferences for larger firms and firms with higher liquidity,

whereas MAJ2 prefer to invest in small companies with lower returns. In addition, MAJ3

prefer firms that pay fewer dividends. Similar to MAJ1, MAJ6 also appear to prefer

liquidity. Finally, this analysis shows that MAJ7 prefer companies with higher leverage

and higher stock returns; however, both MAJ1 and MAJ2 exhibit contrarian behaviors in

terms of stock returns.

In an unreported additional regression that was run using the aggregate institutional

investors, the CG_SCORE coefficients remain positive and statistically significantly related

to the aggregate institutional investors. This may be explained by the fact that institutional

shareholders build up large stakes in some companies and therefore have a keen interest in

ensuring that companies run well. In conclusion, H3 is supported; the results show that dif-

ferent major shareholders have different preferences regarding CG, providing evidence that

only institutional investors consider CG in their investment decisions.

Table 9 indicates that the previous year’s changes in CG scores affect only the changes

in investment decisions of other institutional investors (MAJ2). This is similar to the

results reported by Chung and Zhang (2011), meaning that institutional shareholders

adjust their investments based on the previous year’s changes in CG scores. In terms of

the control variables, MAJ6 and MAJ7 prefer companies with higher leverage, whereas

MAJ5 prefer higher stock returns. Moreover, we find that insurance companies and pen-

sion funds (MAJ1) and other companies (MAJ3) have the same preferences regarding

liquidity, as they prefer more liquid companies. Consistent with other studies, these

results indicate that large companies are preferred by insurance companies and pension

funds (Kang & Stulz, 1997).

In addition, to examine which CG indices are more important to each type of major

shareholder, Table 10 illustrates the results of a regression analysis of CG sub-indices

and different types of major shareholdings based on the previous year’s CG sub-indices.

The results show a positive relationship between BCII and MAJ2, consistent with

the results of Khurshed et al. (2011), who showed a significant positive association

between institutional major shareholdings and board composition. Also, Useem,

Bowman, Myatt, and Irvine (1993) found that board composition and function are impor-

tant to institutional investors. In the same vein, the Russell Reynolds Associates (2003,

2005) survey indicated that approximately 80% of UK institutional investors pay signifi-

cant attention to the quality of a company’s board of directors. The results also show that

there is a positive relationship between AAI and MAJ1; illustrating the importance of

accountability and auditing to their investment decisions. In summary, the evidence pro-

vided above supports H3 in general. That is, major shareholders have different prefer-

ences in terms of CG provisions. Table 11 displays the regression analysis of the impact

of the previous year’s changes in CG sub-indices on changes in each type of major share-

holdings. Model 1 shows that the previous year’s change in (AAI) affects the investment

decisions of pension funds and insurance companies (MAJ1). Also, the results indicate in

Model 2 that the previous year’s change in (BCII) is positively associated with the

change in MAJ2.
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Robustness Checks

We conducted a series of tests to ensure that our results are rigorous. First, we include the

percentage of free float; the percentage of total equity that is not controlled by major share-

holders. This extra variable may be correlated with major shareholdings and has therefore

been added as a control variable (FREE_FLOAT). Dahlquist, Pinkowitz, Stulz, and

Williamson (2003) indicated that investors considered a company’s free float in their

investment in Swedish stocks. Again, the results are similar, indicating that the CG coeffi-

cient remains positive and significant and suggesting that this omitted variable is unlikely

to explain our results (see Table 12, Model 1). Second, we also include eight dummies for

the industry sector to control for the fact that major shareholdings and CG may be industry

dependent. We control for industry effects through the incorporation of industry-specific

dummy variables (corresponding to the industry classification benchmark), to control for

any preferences major shareholders have for particular industries. Grosfeld and Hashi

(2005) found that ownership concentration may vary across industries. The results are also

invariant when adding the industry dummy variables in the regression between CG and

MAJ1. The CG_SCORE coefficient remained positive and insignificant (see Table 12,

Model 2). Third, to address the issue of endogenous determination of MAJ2, in our analysis

we use both the lagged values as explanatory variables. We also perform a change regres-

sion and, as an additional robustness check, the changes regression analysis is run in the

reverse direction; Aggarwal et al. (2010) followed the same technique. Therefore, to deter-

mine if CG attracts MAJ2 or if MAJ2 drives improvement in CG, the change in MAJ2 is

considered as the explanatory variable and the change in CG as the dependent variable.

The results of this reverse change regression revealed that the coefficient of the change in

MAJ2 is statistically insignificant (see Table 12, Model 3). This result provides evidence

that CG affects MAJ2, but MAJ2 does not appear to affect governance. Thus, with an

improvement in firm-level governance, MAJ2 increases.

Table 12. Results of Robustness Checks.
Table 12 presents the results of robustness checks. Model 1 provides the fixed-effect regression
results when we add the FREE_FLOAT, which is the proportion of total equity that is not controlled by
major holders as an additional independent variable. Model 2 provides the random-effect regression
analysis when we add industry dummy variables to the regression between MAJ1 and CG. Model 3
provides the random-effect regression results when we run the change regression in the reverse
direction by using the change in MAJ2 as the explanatory variable and the change in CG as the
dependent variable. All variables are fully defined in Table 1. These models provide t statistics or z
statistics (in parentheses) depending on the used regression fixed effect or random effect, respectively.

Variables TOTAL_MAJ/Model 1 MAJ1/Model 2 Variables DCG_SCORE/Model 3

Intercept 1.29 (18.02)*** 2.7432 (23.91)*** Intercept .0470 (3.31)***

LAG (CG_SCORE) .0990 (1.94)* .2053 (1.86) LAG (DCG_SCORE)

LAG (DMAJ2) LAG (DMAJ2) .0081 (0.42)

SIZE .0097 (0.12) .0173 (0.23) DSIZE .1437 (1.64)

LEV .0491 (1.64) .0427 (0.69) DLEV .0098 (0.31)

TURN .0398 (1.74)* .1967 (4.54)*** DTURN .0039 (0.16)

DIVIDEND .00005 (0.00) .0516 (1.20) DDIVIDEND 2.0007 (20.03)

PRICE 2.0197 (20.42) .1527 (2.10)** DPRICE 2.0939 (21.54)

ROA 2.0072 (20.46) 2.0148 (20.36) DROA 2.0006 (20.04)

TQ .0059 (0.15) .0040 (0.07) DTQ .0272 (0.51)

FREE_FLOAT 2.0814 (23.36) *** NA DFREE_FLOAT

RETURN 2.0565 (23.57) *** 2.1509 (24.42) *** DRETURN .0194 (1.44)

(continued)
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Summary and Concluding Remarks

This study investigates whether the quality of firm-level CG has any effect on the invest-

ment decisions of major shareholders in the United Kingdom from 2005 to 2009 (both

before and during the financial crisis). The study is novel in that it uses a new, detailed

classification for major shareholdings to explore the heterogeneity of different major share-

holders regarding their preferences about CG. Using a sample of 139 UK FTSE 350 com-

panies, the results indicate that CG compliance in the United Kingdom has increased over

the study period. The results also provide evidence that CG during the financial crisis is

considerably different compared with the period prior to the financial crisis. Generally, UK

listed companies appear to be motivated to comply more with the CG code recommenda-

tions during a financial crisis to rebuild shareholder trust and to improve their ability to get

external funds at lower cost. This also implies that the companies’ decision to comply with

CG is more likely to be influenced by institutional pressures.

Our results show that the significant positive relationship between CG and total major

shareholdings that is present for the whole period is driven mainly by the CG sub-index

board composition and independence. Our analysis also shows that different major share-

holders have different investment and governance preference. For example, MAJ1 is con-

cerned only with AAI and BCII is the only CG sub-index that matters to other institutional

investors (MAJ2). When testing this relationship before and during the crisis, the results

revealed that the insignificant effect of CG_SCORE in the pre-crisis period became signifi-

cant during the financial crisis period, indicating that major shareholders viewed CG as par-

ticularly important during the crisis. Therefore, this study fills an important gap in the

literature by providing an understanding of the role CG (and specifically board structure)

plays in attracting major shareholders during crisis periods.

The implications of our results can indicate the path that should be followed by a com-

pany if it has the desire to increase its shareholder base. For example, improving a particu-

lar set of CG provisions may help companies attract a particular group of major

shareholders. Our results also provide evidence that during times of financial trouble, CG

has greater influence as a mechanism to attract investors.

Finally, our study focuses on investigating the heterogeneity of the investment prefer-

ences of different types of major shareholders in UK listed companies. Therefore, future

research is needed to study heterogeneity in another institutional setting with less investor

protection or within a cross-country context, which will provide a more explicit generaliza-

tion of our results. Furthermore, as our sample is restricted to non-financial firms, future

studies may enhance the analysis by investigating financial firms. In addition, our analysis

mainly focused on internal CG mechanisms; thus, it might be interesting to investigate the

effects of external CG mechanisms on the investment decisions of major shareholders.

Table 12. (continued)

Variables TOTAL_MAJ/Model 1 MAJ1/Model 2 Variables DCG_SCORE/Model 3

Industry dummy Yes Industry dummy

R2 .1696 .1356 R2 .0157

Observations 556 556 Observations 417

Groups 139 139 Groups 139

Hausman test/

Prob . x2

.0000 Hausman test

Prob . x2

.9001

Note. NA = not applicable.

*p = 10% **p = 5% ***p = 1%.
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Notes

1. Major shareholders include unit trust 9.6%, insurance companies 6.2%, and pension funds 4.7%

(Office for National Statistics [ONS], 2012).

2. This article considers the influence of the financial crisis had started in 2008; this is why the study

classifies the time period to pre-crisis (2005-2007) and during crisis (2008-2009).

3. The current version of the code is referred to as the UK Corporate Governance Code (2012).
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