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Based on Upper Echelons Theory and Agency Theory, we explore the effect of CEOs' power through their tenure,
board committee membership and other corporate governance factors on idiosyncratic volatility. Our study ad-
dresses the gap in the literature to find the direct link between the source of corporate governance practices and
idiosyncratic volatility in stock price. We use a generalised method of moments in a panel analysis of Australian
firms for 2004–2013 and a robust model that controls for firm size, firm age, trading volume, market-to-book
ratio, dividend payout, the global financial crisis, product market competition and financial intermediaries. We
find that CEOswhohave strongermanagerial power are associatedwith lower idiosyncratic volatility. This deter-
mining factor remains significant with the inclusion of widely-researched firm characteristics and external fac-
tors on idiosyncratic volatility in our robust analysis.

© 2016 Elsevier Inc. All rights reserved.
Keywords:
Idiosyncratic volatility
Managerial power
Corporate governance
Asset pricing
Market power
1. Introduction

This paper examines how a chief executive officer's (CEO) manage-
rial influence on board decisions (Pathan, 2009) affect idiosyncratic vol-
atility. Idiosyncratic volatility, by definition, is the risk that is not
correlated with systematic price movements in the market. Although
prominent asset pricing studies1 such as (Merton, 1987) suggests that
investors demand higher returns for holding high idiosyncratic volatili-
ty stocks, we are only beginning to understand this behaviour through
the observation that idiosyncratic volatility may arise due to informa-
tion extraction by investors (Ferreira & Laux, 2007). Little is known
about the relation between CEO's characteristics andfirm-specific infor-
mation that affects unsystematic price movements in the market. Stock
price directly relate to shareholder (investor) satisfaction which in turn
could influence investor trading behaviour and resultant idiosyncratic
volatility. This interesting question, such as to the causes of idiosyncratic
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ese papers provide strong evi-
expected returns, hence influ-
volatility from corporate governance perspective, has been rarely inves-
tigated in the literature. Therefore, we combine Upper Echelon Theory
with Agency Theory to explore these research questions.

Corporate governance in terms of anti-takeover provisions, as mea-
sured by the Gompers index, has been investigated as a determinant of
idiosyncratic volatility (Ferreira & Laux, 2007). However, as Gompers,
Ishii, and Metrick (2003) note, this index that measures a wide range
of governance performance may reflect the practices in a firm but not
their causes. Following this, Ferreira and Laux (2007) investigate how
investor behaviour in the market causes volatility by focusing on a sub-
set of Gompers et al.’s (2003) corporate governance index – the anti-
takeover provisions in firms. They trace idiosyncratic volatility through
the information flow hypothesis and argue that institutional investors'
interest in collecting private information,measured by arbitrage trading
volume, leads to idiosyncratic volatility. The authors find that firms that
are vulnerable to corporate takeover have higher idiosyncratic volatility
than firms with stronger anti-takeover provisions. They therefore pos-
tulate that insiders (i.e. controlling shareholders and managers) are
less likely to expropriate outside investors in more open (democratic)
firms. Hence, more noise trading is triggered by outside investors who
are interested andwilling to extract private information through higher
trading volumes. Ferreira and Laux (2007) have therefore highlighted
that corporate culture and conducts have great influence on how inves-
tors in the market behave and the resultant stock price movements of
firms. The source of the corporate culture and conducts is the
decision-making of top management team. This is linked to Chok and
Sun (2007)’s study that examines a cross-sectional relation between
managerial characteristics and idiosyncratic volatility for Biotech IPO
firms. According to them, CEOs' risk taking behaviour is aligned with
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shareholders' interests via CEO stock options, which increases with idi-
osyncratic volatility. In addition, older boards are found to be more ex-
perienced with initiating strategic changes which are linked to higher
idiosyncratic volatility. However, through CEO stockoptions it is still un-
able to explain how CEOs directly influence corporate strategies and
risks.

Hence, we address the outstanding question following the studies
above to explore the means through which CEO can assert influence
on corporate strategies and risks by examining their representation on
board committees. Based on Upper Echelon Theory and Agency Theory,
we examine CEOs managerial power via their board committee mem-
bership as the channel through which they can influence key strategic
decisions and risks such as resource allocation in key projects, nomina-
tion, appointment/dismissal and compensation of directors and moni-
toring effectiveness and efficiency by the audit committee. The board
of directors plays a key role in setting strategic directions, assess critical
risks and monitor performance of the top management team in firms.
Hence, by examining the board committee membership of CEOs, we
can directly examine their influence on the board. We contribute to
the literature in the following ways. First, besides investigating CEOs'
board committee memberships, we also investigate their length of ten-
ure, the ratio of executive directors and independent directors as factors
that enable an environment which enhances CEO's influence. Second,
we conduct a panel data analysis given that long-term idiosyncratic vol-
atility arises due to deviation from long-term equilibrium asset pricing
model as the examination of changes in corporate strategies and risks
should be undertaken from a long-term perspective. Third, we control
a broad set of firm-specific characteristics and external factors that
have been empirically proven to affect idiosyncratic volatility in order
to isolate the true effect of CEOs' managerial influence on the board.
Through the investigation of the powerfulness of CEOs via their board
committeemembership, we are also able to examine themonitoring ef-
ficiency of board of directors. Therefore, we directly link the structure
and tenure of a company's board of directors to idiosyncratic volatility.

To test our hypothesis, we measure CEO tenure by the number of
years s/he has been appointed to the role in a firm. We then construct
whatwe call a CEOpower index using a combination of CEO board com-
mittee membership and the ratios of executive directors and indepen-
dent directors. The power index measures a CEO's extent of control
and the environment that enable this control. We use a system of gen-
eralised method of moments (GMM) in dynamic panel data estimation
to control for endogeneity and address autocorrelation. In doing so, we
find that CEO tenure has no effect on idiosyncratic volatility. On the
other hand, we find that the power index has a significant and negative
effect on idiosyncratic volatility. Our results suggest that greater mana-
gerial power is associated with lower idiosyncratic volatility. More in-
fluential CEOs are linked to lower volatility. This implies that board
monitoring is less effective when CEOs have greater managerial influ-
ence through board committee membership. CEOs are able to adjust
corporate strategies and risks when they have the opportunity to influ-
ence board decisions (Pathan, 2009).

We control for external governance factors on idiosyncratic volatility
when examining the effect of internal governance structure. For exam-
ple, following Gaspar and Massa (2006), we control for market compe-
tition by using the Herfindahl–Hirschman Index to measure inter-
industry market power and excess price cost margins (EPCMs) to mea-
sure intra-industry market power. We also control for financial inter-
mediaries, which may mitigate information asymmetry. We find no
results to indicate that these factors affect idiosyncratic volatility in
the presence of the power index.We also control for the global financial
crisis (GFC) effect and find that the GFC period is associated with higher
volatility. In terms of firm size, we find that firms with the largest 10%
market capitalisation among Australian listed firms have lower idiosyn-
cratic volatility compared to smaller firms. Other variables, such as the
book to market, trading volume turnover, firm age, and dividend
dummy, yield insignificant results, suggesting that firm-specific
characteristics and external factors do not explain long-term idiosyn-
cratic volatility in the presence of internal governance structure.

We organise our paper in the following way. Section 2 discusses the
managerial power hypothesis. Section 3 discusses ourmethodology and
summary statistics. Section 4 presents our empirical results. Section 5
presents our conclusions and discusses important implications.

2. Hypothesis development

Agency conflict is an important field of study in corporate gover-
nance. The agency problem not only diminishes shareholder wealth
(Jensen & Meckling, 1976, Bhagat & Bolton, 2008) but also affects mar-
ket operations and resource allocation efficiency (Claessens, 2006). Ex-
tensive theoretical and empirical research has investigated the causes of
agency conflict (see for example Agrawal & Knoeber, 1996; Bebchuk &
Fried, 2003) and its effect on various corporate performance indicators.
On the other hand, Upper Echelons Theory argues that managers' stra-
tegic decision-making and performance are a reflection of his/her vari-
ous characteristics, including formal qualifications, experience,
socioeconomic background, etc. (Hambrick & Mason, 1984). Hence,
Upper Echelon Theory complements agency costs, such as bonding
and monitoring costs, arguments by casting personal human character-
istics on explaining managerial self-interest maximisation behaviour
which may diminish shareholder interests. Dissatisfied shareholders
will choose not to hold stocks in firms where top managerial behaviour
diminishes their welfare and therefore stock price movement is affect-
ed. Hence, we focus on a stream of studies that investigate the effect
of managerial power of CEOs on idiosyncratic volatility by their tenure
and influence on the power structure of the board directors and senior
managers. In addition, we investigate how managerial power affects
the uncertainty environment of a firm and suppresses the role of
board of directors. Both theories support that the performance in
firms are a result of a combination of factors of the top managers and
the strategic decisions they make under the incentives are driven by
these factors. We discuss these hypotheses in the following.

2.1. Managerial power

An important role of top managers and directors is their ability to
manage uncertainty and derive coping strategies in their firms (Daily
& Johnson, 1997). Chok and Sun (2007) linkmanagers' and board of di-
rectors' ages to strategic change which affects idiosyncratic volatility.
They posit that younger managers and directors tend to undertake
higher levels of risk in corporate strategy, hence increasing a firm's idi-
osyncratic volatility. We investigate the influence of top executives on
corporate strategies which affect idiosyncratic volatility through man-
agers' and directors' tenure instead of their age. From the Agency
Costs perspective, longer tenuremay reflect the presence of entrenched
managers who may have a higher likelihood to maximise self-interests
(Berger, Ofek, & Yermack, 1997; Schulze, Lubatkin, Dino, & Buchholtz,
2001). According to Upper Echelons Theory, a manager's experience
within a firm when measured by their length of tenure, can affect his/
her strategic decision making. Executives who are entrenched in a
firm tend to initiate less innovation and unrelated diversification strat-
egy compared to new executives (Hambrick & Mason, 1984). Longer-
tenured CEOs are associated with less strategic breadth and lower de-
gree of innovative andmarketing differentiation (Miller, 1991). In addi-
tion, entrenched CEOs tend to have poorer alignment of corporate
strategy with their operating environment due to their ability to resist
external pressures for changes by homogenising the team of senior ex-
ecutives and directors around them (Miller, 1991). This is further sup-
ported by Wiersema and Bantel (1992) who find that longer
management team tenure is associated with less change in corporate
strategy. The longer the tenure of a CEO, the greater control s/he could
gain via ownership and/or board chairmanship (Xie, 2014).
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Based on the above, we argue that the longer a CEO's tenure is, the
less risk s/he is likely to undertake via corporate strategic change, and
that idiosyncratic volatility will be reduced.

H1. CEO tenure is negatively related to idiosyncratic volatility.

According to the literature already published, we investigate CEOs'
power in relation to idiosyncratic volatility in the light that CEOs are
able to influence the nomination, appointment/dismissal, remuneration
of directors and the board's audit agenda. In turn, CEOs are able to influ-
ence the board's strategic decision making and monitoring efficacy.
Daily and Johnson (1997) suggest that a potential source of power is
structural. Structural power for CEOs can be obtained through a number
of channels (Daily & Johnson, 1997). The first is the official appointment
of CEOs to their executive position. This serves as a formal recognition of
the person's qualifications, experience and expertise. Second is through
the role of a CEO on the firm's board of directors. An enhancement of
managerial power is often gained by a CEO who is also the Chairman
of the board (Chen, Ezzamel, & Cai, 2011). Another way to ascertain
whether CEOs are powerful is by examining the board composition in
firms. CEOs can control corporate strategies and directions by exerting
their influence over boardmatters including the hire/dismissal of direc-
tors, reward and compensation and board meeting agendas. Since our
dataset shows a very low incidence of CEO-Chairman duality, we exam-
ine CEOs' structural power in terms of their board committee member-
ship on audit committee, remuneration committee and nomination
committee.

Strategic decisionmaking is affected by the ‘cohort’ ofmanagers that
are in place in a firm (Hambrick & Mason, 1984). ‘Cohort’ is defined by
the extent of commonality that a group of managers share, such as the
year of entering a job market, the year of birth and career pathway.
The more diverse a cohort is, the greater the chance is for conflict to
arise among firm managers. Agency Theory posits that the role of
Board of Directors is to monitor and ensure proper alignment of inter-
ests between managers and shareholders and the former's action
would result in the maximisation of the latter's welfare (Jensen &
Meckling, 1976). However, managers and insider-directors (i.e. execu-
tive directors) tend to reduce the levels of diversification in their firms
in order to maximise their strategic control in reducing the risk of em-
ployment termination (Baysinger & Hoskisson, 1990). Emphasis on
appointing a diversified board of directors is increasing over time.
Under such pressure, CEOs are found to appoint directors that share
similarity in their profile as other CEOs that are demographically similar
to the appointing CEOs (Zhu & Westphal, 2014). In addition, CEOs who
departs from their executive role but remain as the Chairperson of the
Board of Directors in a firm reduce the influence of newly appointed
CEOs and their ability to introduce changes in their firms' corporate
strategy (Quigley & Hambrick, 2012). Top management teams are bi-
ased by their individual cognitive framework and the context in which
they operate when choosing which strategic issues to prioritise and
how they will interpret the issues (Thomas & Mcdaniel, 1990). Hence,
CEOs who have higher representation on board committees will be
able to influence the cognitive bias of committee members and create
a CEO-friendly agenda of issues that set the context of board discussion.
Furthermore, when the ratio of executive directors is high and/or the
ratio of independent directors is low, CEOs may receive more ‘manage-
ment voice’ during board discussion. Based on this, we postulate that
stronger CEOs' board committee membership, higher ratio of executive
directors and lower ratio of independent directors help to install a ho-
mogenous cohort in relation to CEOs; hence, less conflict arises in the
strategic decision making process by CEOs and the board of directors.
This will align the interests of the board of directors with that of the
CEOswhich focus on less undertaking of changes in corporate strategies
and the inherent risks.

H2. Greater managerial power is associated with lower idiosyncratic
volatility.
3. Methodology and summary statistics

For this study, we chose Australian firms listed on the Australian
Stock Exchange due to the accounting and disclosure standards and
practices in place and the stability of the legal environment for investor
protection based on a common law system (Tian & Twitte, 2011). Fur-
thermore, to-date the issues of corporate governance and asset pricing
have not been examined outside of the US market, and because
Australia has a distinctively different equity market structure from
that of the US, we believe this makes for a valuable study. As it is, the
USmarket consists of a large number of small stocks, but approximately
75% of market capitalisation is associated with the largest 200 compa-
nies. Hence, this affects the explanatory power of firm-specific charac-
teristics and external factors such as firm size, trading volume, market
power and analyst coverage on idiosyncratic volatility in Australia. In
addition, majority of Australian firms are run by professional managers
and have dispersed ownership structure, which is different from major
East Asian markets that are dominated by large family ownership. Un-
dertaking asset pricing and corporate governance studies in Australia
therefore will contribute to the literature on how well currently used
asset pricing models and corporate governance literature apply to mar-
kets outside of the US. In this paper, we construct a panel dataset by
collecting CEO and the data on board of directors from Sirca, corporate
financial data from DatAnalysis (Morningstar), and financial intermedi-
ary information from the Bloomberg Professional Service. The period for
our data is from 2004 to 2013. Our sample consists of both listed and
delisted firms and hence we have no concerns about survival bias.

3.1. Managerial power

We develop our measure of managerial power following Agency
Theory and Upper Echelon Theory (Hambrick & Mason, 1984; Jensen
& Meckling, 1976). In our dataset, the incident of CEO–chair duality
proved to be trivial. We thus measured CEO tenure and develop a new
index tomeasure the extent ofmanagerial influence on the board of de-
cisionmaking, by combining a number of the followingboard of director
variables.

We postulate that if a CEO is also the chief financial officer (CFO) and
sits on the audit, remuneration or nomination committee will concen-
trate power in the hands of the CEO. In addition, we add the enabling
context for CEO influence by including the executive director ratio per
board and the independent director ratio per board to the index. We
argue that a higher (lower) executive (independent) director ratio
will enhance the CEO's power. Our index thus measures the environ-
ment and opportunity that CEOs have to influence board decisions
and corporate risks. To ensure consistency in terms of measurement
with other financial variables measured in terms of ratios, for each
firm we first constructed dummy variables that take the value of one
if the CEO is the CFO and the CEO sits on the audit, remuneration, or
nomination committee; and zero if otherwise. We then divide the
total value of these four dummies by four to obtain a ratio. We then
add this ratio to the ratio of executive directors per board and subtract
the ratio of independent directors per board to obtain what we call
the power index:

Dummy variable CFOð Þ ¼ 1 if CEO ¼ CFO;otherwise 0

Dummy variable Auditð Þ
¼ 1 if CEO is a member of audit committee; otherwise 0

Dummy variable Remunerationð Þ
¼ 1 if CEO is a member of remuneration committee; otherwise 0

Dummy variable Nominationð Þ
¼ 1 if CEO is a member of nomination committee; otherwise 0
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Dummy variables ratio
¼ CFOþ Auditþ RemunerationþNominationð Þ=4

Power index ¼ dummy variables ratio
þ executive director per board ratio
−independent director per board ratio

We use an equally-weighted index because it is intuitively simple to
interpret. Our objective is to investigate the presence of CEOs on board
committees and its effect on idiosyncratic volatility. The level of influ-
ence can be reflected in the summation of the dummy variables. On
the other hand, a value-weighted power index will require an in-
depth examination of the psychological and social aspects of how
CEOs and directors conduct decision making both at the individual
and group level settings. The latter is not the intention of this paper.

Alongwith the power index, we investigate the effect of CEO tenure.
This is because a CEO needs time to become familiar with a firm's oper-
ational infrastructure and to form a strategic view to manage the busi-
ness into the future. Time is also essential for a CEO to accumulate and
manipulate information within a firm to make decisions, including lob-
bying information holders to provide it or use it as the CEO intends.

Ownership data in Australian companies is opaque and dominated
by nominee ownership, therefore we do not include this data in our ex-
amination (Hu & Tan, 2012). Nominee ownership information is inap-
propriate for determining the dispersion of ownership and any
shareholder monitoring effect because the true effect of control cannot
be established.

The Appendix A provides a full description of our key variables.

3.2. Idiosyncratic volatility

Following Ang, Hodrick, Xing, and Zhang (2009), we define idiosyn-
cratic volatility as the standard deviation of the regression residuals of
the Fama–French three-factor model. The following is the equation for
the three-factor model:

rt−rft ¼ aþ β rmt−rft
� �þ sSMBt þ hHMLt þ εt

where the dependent variable is the daily excess return of stock i, rmt is
the daily return of the S&P/ASX All Ordinaries Index, and SMBt andHMLt
are the daily returns of risk factor-mimicking portfolios for size and BE/
ME, respectively. The idiosyncratic volatility of stock i is estimated as the
standard deviation of the regression residual εt.

3.3. Other factors that affect idiosyncratic volatility

Our managerial power hypothesis establishes that a firm has lower
idiosyncratic volatility if its CEO has more dictating power. However,
this hypothesised negative relation between idiosyncratic volatility
andmanagerial power could result from other factors to do with gover-
nance. Moreover, previous studies have investigated possible drivers of
idiosyncratic volatility that derive from a firm's external governance en-
vironment. Hence, we include a set of control variables in our regres-
sions to test the robustness of the relation between managerial power
and idiosyncratic volatility.

3.3.1. Size and the book-to-market equity ratio
Risk is closely related to a firm's size and book-to-market equity

ratio. For example, Fama and French (1993) find a firm's size and
book-to-market equity ratio explain the returns of US stocks and
proxy for risks in different dimensions. More specifically, the correla-
tions between these two risk proxies and idiosyncratic volatility have
also been reported. For example, Bali, Cakici, Yan, and Zhang (2005) re-
port a negative relationship between idiosyncratic volatility and firm
size in the United States; Chang and Dong (2006) show that firm size
explains idiosyncratic volatility in Japan; Ferreira and Laux (2007) find
that the market-to-book equity ratio is negatively related to idiosyn-
cratic volatility in the United States; and Liu and Di Iorio (2016) use
Australian data to show a negative relationship between idiosyncratic
volatility and firm size. Since firm size and the market-to-book equity
ratio proxy for different risks and are correlated to idiosyncratic volatil-
ity, we use these two non-governance variables as control variables in
the regressions.

We create a firm size dummy variable that has a value of one for the
top 10% largest firms in terms of market capitalisation; and zero if oth-
erwise. We do so because our firm sizemeasures in terms of total assets
and market capitalisation do not assume a normal distribution in our
samples with a large number of small firms. We also do so to mimic
the ASX200 index to control for a firm size effect on information trans-
parency and financial analyst following.

3.3.2. Trading volume
Stock liquidity, as indicated for example by trading volume, has also

been shown to positively correlate with idiosyncratic volatility by stud-
ies conducted by Lo and Wang (2000) and Chang and Dong (2006).

3.3.3. Firm age
Firm age is closely related to the amount of firm-specific information

available in themarket (Barry and Brown, 1985). According to ourman-
agerial power hypothesis, implication of Barry and Brown (1985) is that
older firms tend to reveal more information to the market, resulting in
lower idiosyncratic volatility. Results of Zhang (2006) results support
this implication. Ferreira and Laux (2007) finds a positive relationship
between firm age and idiosyncratic volatility. This may be due to older
firms being more complex and therefore the level and quality of infor-
mation that investors need for evaluation are higher; or because being
more complex offers more room for managerial shirking. We use firm
age as a proxy to control for information complexity and firm efficiency.

3.3.4. Dividend payout
CEO power can influence dividend payout. La Porta, Lopez-De-

Silanes, Shleifer, and Vishny (2000) argue that dividend payout and cor-
porate governance quality are positively related, since better corporate
governance provides greater shareholder protection. In return, with
greater protection, shareholders can influence firm dividend payouts
(Jiraporn & Ning, 2006; Mitton, 2004). As a result, a CEO's autonomy
could be reduced in a better-governed firm, resulting in a more open
firm with higher idiosyncratic volatility.

3.3.5. Analyst coverage
Lang, Lins, and Miller (2004) find that analysts are less likely to fol-

low badly governed firms whose management has incentives to



Table 1
The number of CEOswho are also the CFO (value=1) andmember of the audit, remuner-
ation and nomination committees (value = 1).

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 Total

CEO-CFO
0 960 986 999 1000 963 928 909 861 802 575 9083
1 3 5 11 8 2 7 6 8 9 7 66

CEO-audit
0 938 965 987 973 915 906 896 856 819 640 8895
1 127 128 116 121 136 112 90 80 70 42 1022

CEO-remuneration
0 910 947 937 943 897 883 868 856 824 648 8713
1 155 146 166 151 154 135 118 80 65 34 1204

CEO-nomination
0 962 1093 977 985 935 915 894 860 822 646 9089
1 103 113 126 109 116 103 92 76 67 36 828
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withhold information. Therefore, analyst following could impact idio-
syncratic volatility.

3.3.6. GFC
We also control for volatility during the GFC with a dummy variable

GFC, which takes the value of one for the years 2008 and 2009; and zero
if otherwise. The selection of the years 2008 and 2009 is supported by a
higher level of idiosyncratic volatility in these years (see Fig. 1).

We also investigate the effect of announcement, pending and com-
pleted corporate takeover events on idiosyncratic volatility. However
the number of incidents is low and therefore excluded from our study.

3.4. Summary statistics and correlation test

Table 1 shows the distribution of CEOs who are also the CFO and
member of the audit, remuneration and nomination committees in
Table 2
Summary statistics. In this table, Power=Power index; Ctenure=CEO tenure; Btenure= boar
by outstanding capital issued; Analyst = number of analysts following a firm; ECPM = exce
Hirschman Index; the inter-industry market power measure Mcap = market capitalisation; D
erwise; Idiovol = idiosyncratic volatility; NPM= net price margin; and Price change = chang

Overall model Mcap = largest 10

Variable No. Mean S.d. Min Max No. Mean

Entrenchment
Power 9149 0.26 0.18 0.00 1.60 812 0.27
Ctenure 9149 2.23 4.42 0.00 24.85 854 2.95
Btenure 10,139 3.62 3.55 0.00 26.85 905 3.76
CHtenure 9730 7.54 7.22 0.00 39.06 874 9.71

External governance
Turnover 9714 0.24 0.84 0000.00 8.46 961 0.25
Analyst 11,391 2.47 4.11 0.00 17.51 1002 9.23
ECPM 6204 8.93 73.23 −329.77 465.58 745 14.55
HHIndex 6163 14.6 137.9 0.0 1684.2 723 68.2

Firm characteristics
Mcapa 9977 1180 4960 1350 51,600 1002 9750
Debt-assets 9054 18.7 120.0 0.0 1397.2 886 119.7
Log firm age 10,350 2.10 0.42 0.48 2.87 933 2.08
Market/BOOK 10,078 2.65 4.99 −17.22 43.45 886 3.01
Dividend 10,736 0.47 0.50 0.00 1.00 1002 0.92

Dependent variable
Idiovol 9578 0.66 0.50 0.05 3.61 847 0.62

Control variables
GFC 11,391 0.20 0.40 0.00 1.00 1002 0.21

Instruments
NPM 7611 −41.0 451.1 −4854.5 1839.8 699 −52.2
Price change 9119 1.51 5.63 −1.00 43.35 808 1.10

a Market capitalisation in millions of Australian dollars.
our sample firms. If a CEO is also the CFO, a value of one is assigned to
the dummy variable; otherwise they are assigned a zero. If a CEO is a
member of the audit, remuneration and nomination committees, a
value of one is assigned to the respective dummy variable; otherwise
they are assigned a zero. As shown in the table, the incidence of CEO-
CFO duality is low while a CEO's board committee membership is not
uncommon.

Table 2 shows our summary statistics, presented in three groups: the
overall sample, the group where Mcap = largest 10% of firms, and that
where Mcap = smallest 10% of firms. The average CEO has served
2.23 years in a firm, whereas the average is close to three in the largest
firms and 2.62 years in the smallest. The longest-serving CEO's tenure is
24.85 years. On average, a director's tenure is 3.62 years and a
chairperson's tenure is 7.54 years. Board tenure, on average, is similar
between the largest and smallest firms; however, the chairperson's ten-
ure is much higher, at 9.71 years in the largest firms compared to
6.63 years in the smallest. The minimum power index value is zero, in-
dicating a strongly independent board and no CEO presence in board
committees, while the opposite case is associated with a maximum
power index value of 1.6.While the index is similar between the largest
and smallestfirms, the largest firms show slightly greater power control
by the CEO. The average number of analysts following a firm is 2.47,
with a maximum of 17.51. The largest firms have a significantly
higher number of analysts following (9.23) than the smallest firms
(0.21). The largest firms are also significantly more monopolistic
than the smallest firms, as measured by the Herfindahl–Hirschman
Index (or HHIndex, inter-industry competition) and the ECPM
(intra-industry competition). Overall, investors are willing to price
firms above their fundamental value, with the market-to-book ratio
being higher in the largest firms than in the smallest firms. The larg-
est firms are also more likely to issue dividends than smaller firms.
The average value of idiosyncratic volatility is 0.66, with a standard
deviation of 0.50.

Fig. 1 shows the mean value of idiosyncratic volatility for the largest
10% and smallest 10% of firms, ranked by market capitalization over
d tenure on average; CHtenure= chairperson tenure; Turnover= trading volume divided
ss price cost margin; the intra-industry market power measure HHindex = Herfindahl–
ividend = a dividend dummy that equals one if the firm issues dividends and zero if oth-
e in share prices at year-end.

% Mcap = smallest 10%

S.d. Min Max No. Mean S.d. Min Max

0.17 0.00 1.40 812 0.26 0.18 0.00 1.20
4.85 0.00 24.85 771 2.62 5.09 0.00 24.85
3.01 0.00 26.85 989 3.73 3.83 0.00 26.85
7.45 0.00 39.06 904 6.63 7.27 0.00 39.06

1.01 0.00 8.46 943 0.22 0.84 0.00 8.46
5.33 0.00 17.51 1002 0.21 1.58 0.00 17.51
65.79 −148.80 465.58 483 −0.63 78.33 −329.77 465.49
310.7 0.0 1684.2 485 0.2 1.5 0.0 24.5

12,700 1350 51,600 1002 3.32 1.99 0.65 10.80
300.2 0.0 1397.2 898 0.4 11.1 0.0 332.3
0.43 0.48 2.87 957 2.11 0.42 0.48 2.87
5.54 −17.22 43.45 900 2.62 5.07 −17.22 43.45
0.27 0.00 1.00 1002 0.05 0.22 0.00 1.00

0.48 0.05 3.61 880 0.75 0.59 0.05 3.61

0.41 0.00 1.00 1002 0.21 0.41 0.00 1.00

461.6 −4854.5 1839.8 655 −66.00 606.2 −4854.5 1839.8
4.39 −1.00 43.35 802 1.47 5.50 −1.00 43.35
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2004–2013. It is obvious that large firms exhibit lower idiosyncratic vol-
atility than small firms over the sample period. This difference in idio-
syncratic volatilities between large and small firms is supported by the
literature (Liu & Di Iorio, 2016). More interestingly, the idiosyncratic
volatility of small firms did not fall to pre-GFC levels; instead it in-
creased gradually to its highest level in 2013. The idiosyncratic volatility
of the large firms though, decreased to pre-GFC levels after 2009. Ooi,
Wang, and Webb (2009) find that idiosyncratic volatility tends to in-
crease significantly during periods of crisis, and decrease during non-
crisis periods; similarly, Liu and Di Iorio (2016) confirm similar behav-
iour for idiosyncratic volatility in the Australian stock market. Our re-
sults thus complement these previous studies.

This asymmetrical behaviour of idiosyncratic volatility between
large and small stocks could reflect unsettled investor confidence due
to heightened uncertainties that persist in the post-GFC period. Since
small firms are inherently riskier, investors may be reshuffling their
portfolios by loading up with large stocks as a motion for risk-
aversion. The causes of such asymmetrical behaviour require further
exploration.

Table 3 shows only the correlation coefficients that are significant at
the 5% and 1% confidence levels; we omit other, insignificant results.We
see that idiosyncratic volatility has a positive but weak correlation with
CEO tenure and firm age, yet a strong and positive correlation with the
GFC dummy variable. We can postulate that investors trade more ac-
tively to discover new private information when a firm has a longer-
serving CEO, during crisis periods, andwhen the firm is older and there-
fore more complex in terms of business and information. On the other
hand, idiosyncratic volatility has a negative but weak correlation with
the debt-to-assets ratio, dividend payout, and the market-to-book
ratio. The power index has a positive but weak correlation with the
number of analysts following a firm. The index also has similar relation
with the GFC dummy variable, the market-to-book ratio, the net profit
margin, and year-end stock price changes. This result suggests that the
higher power index that is a proxy of greater information asymmetry,
and could be associated with higher numbers of analysts following a
firm to extract private information.

The number of analysts following a firm has a strong and positive
correlation with the debt-to-assets ratio, since firms with more debt
are more closely monitored by creditors; dividend payments; and
large firms, since these are generally more transparent. Board, chairper-
son, and CEO tenure have strong and positive correlations between
them; hence, we avoid including all three variables in the same econo-
metric model. Interestingly, CEO tenure has a moderate and positive
correlationwith the inter-industrymarket powermeasure. This is an in-
dication that monopolistic firms could provide an environment that
shields CEOs from constant monitoring and disciplinary actions; hence
CEOs may be more likely to be entrenched in these firms. The inter-
industry market powermeasure has a similar relation with the number
of analysts following a firm and the intra-industry market power mea-
sure. The other correlation coefficients are lower than 0.12 and are
therefore not discussed in detail here.

4. Empirical results

We use a panel dataset to investigate the effect of CEO power on id-
iosyncratic volatility from both time series and cross-sectional perspec-
tives. As discussed by de Andres and Vallelado (2008), panel data
analysis allows us to consider the unobserved and constant heterogene-
ity arising from firm-specific features. In our case, it is important to
make allowances for how investors and financial intermediaries, busi-
ness strategies, managerial know-how, and skills change under differ-
ent business conditions over time that could affect our explanatory
and dependent variables. Pooled ordinary least squares (OLS) estima-
tions will not be able to overcome the simultaneity, serial correlations,
and endogeneity issues that are involved with the panel data structure.
We perform a Durbin–Wu–Hausman test to determine endogeneity



Table 4
Results for a systemGMMestimator. The dependent variable is idiosyncratic volatility (on
an annual basis). The explanatory variables are shown in the left-hand column. Firm size is
measured by the dummy variable Mcap-Top, which takes a value of one if the firm has
market capitalisation in the top 10% of all firms in the sample, and zero if otherwise. Turn-
over is the annual trading volume divided by outstanding share capital of a firm; Market/
book is the price-to-book ratio; Dividend is a dummy variable that takes the value of one if
a firm issues dividends in a given year, and zero if otherwise; and GFC is a dummy variable
that takes the value of one for the years 2008 and 2009 and zero otherwise. The super-
scripts *, **, and *** denote 10%, 5%, and 1% confidence levels, respectively.

Explanatory variables Coefficient Std. errors

Constant 0.9470* 0.5685
Idiosyncratic volatility (lag) −0.0301 0.1740
Power −0.3324** 0.1646
CEO tenure −0.0058 0.0169
Mcap-top −1.0984** 0.5222
Log firm age −0.0584 0.2460
Turnover −0.0483 0.1555
Market/book −0.0254 0.0166
Dividend 0.1623 0.2363
GFC 0.2591*** 0.0854

F(9, 2654) = 2.45 p = 0.009
AR(1) = −3.54 p = 0.000
AR(2) = −0.03 p = 0.979
Sargan: chi2 (25) = 29.71 p = 0.235
No. of instruments = 35
No. of observations = 2664
No. of groups = 935
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between our dependent variable and the key explanatory variable
(power index) and find that OLS is not consistent [F(1, 5227) = 56.94,
p b 0.0000]. We address this issue by using dynamic panel data
estimation through system of GMM. A system panel estimator
combines both levels of panel data and difference panel data, where
the first differenced variables are instruments for the levels of
estimation to improve consistency and efficiency and produce
heteroskedasticity-consistent standard errors (Arrellano & Bond, 1991,
Roodman, 2006).

We first identify our equation model on levels to investigate the ef-
fect of the internal and external governance models on idiosyncratic
volatility:

Idiovolit ¼ αit þ β1Idiovoli;t−1 þ β2Powerit þ β3Controlit þ μ it ð1Þ

where

Idiovolit idiosyncratic volatility for a given firm i at time t (years)
Idiovoli ,t−1

lagged value of idiosyncratic volatility
Powerit power index
Controlit control variables for a given firm i at time t (years), measured

in terms of CEO tenure, a firm size dummy, log firm age, the
market-to-book ratio, a dividends paid dummy, the debt-to-
total assets ratio, a GFC dummy, the Herfindahl–Hirschman
Index of market competition, the EPCM, and the number of
analyst following

Following Mileva (2007), a system GMM method is selected for
the following reasons. First, the Durbin–Wu–Hausman result shows
that Powerit regressors are endogenous. We cannot be sure that cau-
sality does not run both ways in Eq. (1). Idiosyncratic volatility, by
definition, is the risk that is not correlated with systematic move-
ments in the market. Hence, part of idiosyncratic volatility can arise
from firm-specific characteristics, including management structure
and managerial decision making. We therefore cannot ascertain
that management characteristics and influence are not already cap-
tured in idiosyncratic volatility and cause changes to it instead of
vice versa. For example, increasing idiosyncratic volatility is related
to decreasing managerial investment, especially if the executives
hold stocks of the firms (Panousi & Papanikolaou, 2012). Second,
since our dataset is a panel of firms over 10 years there is a risk
that time-variant firm characteristics are correlated with our Powerit
and Controlitvariables. Third, our panel data consists of 10 years of
the time dimension (T = 10) but the number of firms dimension
(N) is greater than T.

We use a number of instrumental variables to remove endogeneity
from our explanatory variables, particularly the Powerit variables.
The variables we use include the net profit margin and change in
stock prices. These variables are used in the review of managerial
performance and could influence CEOs' negotiations about their
future contracts. This approachwill pre-determine the endogenous var-
iables and remove the correlation between themwith the error term in
Eq. (1):

μ it ¼ νit þ εit ð2Þ

where

νit unobserved firm-specific effects
εit observation-specific errors

We transform Eq. (1) into

ΔIdiovolit ¼ αit þ β1ΔIdiovoli;t−1 þ β2ΔPowerit þ β3ΔControlit
þ Δμ it ð3Þ
Hence, from Eq. (2), we obtain

Δμ it ¼ Δνit þ Δεit

The systemGMM then combines the first differencemodel with one
in levels to estimate Eq. (1). Since our panel data sample contains a large
number of firms, a system GMM estimator is an efficient and appropri-
ate way to address issues of autocorrelation and heteroscedasticity
within firms and the endogeneity issue in governance variables, since
managerial and board data do not change regularly over time
(Roodman, 2006).

Table 4 shows our regression results. We have a sample dataset of
2664 observations and 935 groups for this estimation model. First, we
test whether our GMM estimator is consistent through the validity of
our instruments. The results of a Sargan test suggest we should not re-
ject the over identifying restrictions, and that the instruments are not
correlated with the error terms from the regression in levels. Then we
test if the error term exhibits second-order serial correlation. This pre-
diction is rejected by an AR(2) test, where the p-value is 0.979. The
first-order error term is, by nature, serially correlated; even though
AR(1) is significant in rejecting the null, it does not invalidate our
results.

H1 is rejected as our result shows that CEO tenure has insignificant
effect on idiosyncratic volatility. On the other hand, the power index
has a negative coefficient value of −0.3324 that is significant at the 1%
level. This result supports H2, that more powerful CEOs are more capa-
ble of reducing volatility. They undertake lower number of changes in
corporate strategy and risks, which could result in less volatile stock
prices. The GFC dummy is significant at the 1% level and a positive result
indicates that volatility is higher during a crisis period. Our large firm
size dummy has a negative and significant coefficient for idiosyncratic
volatility. This indicates that the top 10% largest firms have lower levels
of volatility. Other control variables are found to have no significant ef-
fect on idiosyncratic volatility. The internal governance environment
has a stronger effect in explaining idiosyncratic volatility than firm-
specific characteristics and external factors. Our results strongly support
the managerial power hypothesis, even in the presence of a large num-
ber of control variables that are deemed to have a significant effect on
idiosyncratic volatility.
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4.1. Product market competition constraints

We further conduct robustness checks on our primary estimator by
investigating factors that could influence information asymmetry be-
tween firms and outsiders. First, we investigate productmarket compe-
tition constraints on CEO behaviours and idiosyncratic volatility at both
inter- and intra-industry levels. Although our results show a significant
negative effect of managerial power on idiosyncratic volatility, we do
not control for sector variances in our model. Industry factors such as
product market competition could affect managerial actions.
Scharfstein (1988) postulates that, in a strongly competitivemarket, en-
trepreneurialmanagers can outperformothermanagers given their bet-
ter efficiency and ability to absorb price shocks. Gaspar and Massa
(2006) examine the determinants of idiosyncratic volatility from the
perspective of productmarket competition. They argue thatmonopolis-
tic firms (with high market power) have the upper hand in smoothing
out idiosyncratic volatility by minimising volatility in their cost func-
tions andmanipulating pricing to maintain a constant profit stream ob-
servable by outsiders. An alternative view is that monopolistic firms are
more capable of managing uncertainties due tomarket competition and
more able to reduce volatility in their earnings.

Both arguments relate to how market (outside investors) perceive
and analyse corporate information that drives their trading interests.
Gaspar and Massa (2006) find evidence for both hypotheses, and con-
clude that competition is a source of idiosyncratic volatility in which
higher competition (lower monopolistic power) is linked to higher vol-
atility. This result is echoed in Irvine and Pontiff's (2009) time series
study in the US and cross-country examination of market competition
and idiosyncratic volatility. They find that the levels of market competi-
tion and fundamental cash flow increased with time alongside an in-
crease in idiosyncratic volatility. Further support for these studies can
be found in the work of Datta, Iskandar-Datta, and Singh (2013) for
the US market. We use three different measures of market power but,
instead of idiosyncratic volatility, they focus on the extent of earnings
manipulation that affects investors' valuation of firms and stock prices.
We include market competition measures in our model to control for
the constraints and influences faced by managers in different market
structures.
Table 5
Results for the system GMM estimator. The dependent variable is idiosyncratic volatility (on a
measured by the dummy variable Mcap-Top, which takes a value of one if the firm has amarke
annual trading volume divided by the outstanding share capital in a firm; Market/book is the pr
dividends in a given year and zero otherwise; GFC is a dummy variable that takes the value of o
Index, whichmeasures inter-industrymarket power; ECPM is the ECPM, whichmeasures intra
firm is in the top 10% of all firms in the sample in terms of number of analysts following it and z
respectively.

Explanatory variables Panel A Panel B

Coefficient Std. errors Coeffici

Constant 0.9007 0.6786 1.2850*
Idiosyncratic volatility (lag) −0.2714 0.2327 −0.246
Power −0.3840** 0.1591 −0.334
CEO tenure 0.0167 0.0219 0.0006
Mcap-top −0.7051 0.4368 −0.802
Log firm age −0.0072 0.3089 −0.161
Turnover −0.0948 0.1250 −0.100
Market/book −0.0273 0.0214 −0.030
Dividend 0.2111 0.1993 0.1540
GFC 0.3227*** 0.1152 0.3195*
HHIndex −0.0005 0.0008 –
ECPM – – 0.0012
Analyst – – –

F(10, 1709) = 1.95 p = 0.035 F(10, 17
AR(1) = −1.97 p = 0.049 AR(1) =
AR(2) = −0.65 p = 0.519 AR(2) =
Sargan: chi2 (24) = 19.10 p = 0.747 Sargan:
No. of instruments = 35 No. of i
No. of observations = 1720 No. of o
No. of groups = 798 No. of g
Table 5 shows the results for inter-industrymarket powermeasured
by theHerfindahl–Hirschman Index (HHIndex) in Panel A and the intra-
industry market power measured by the ECPM in Panel B. Neither the
Sargan nor the AR(2) test rejects the null. Due to limited data availabil-
ity for computingmarket powermeasures, the numbers of observations
decrease to 1720 and 1730 for each model, respectively. The results are
similar to those of our primary model. The power index has significant
explanatory power for idiosyncratic volatility. The coefficients are
−0.3840 and −0.3347 in Panels A and B, respectively, both significant
at the 5% level. The large firm size dummy has a significant (10% confi-
dence level) and negative effect on idiosyncratic volatility, but only in
Panel B. This result is similar to the previous result that finds idiosyn-
cratic volatility is highest in small firms. The GFC dummy retains its ex-
planatory power in this estimation. The HHIndex has an insignificant
and trivial effect (coefficient=−0.0005), while the ECPM has a similar
but positive relation (coefficient= 0.0012)with idiosyncratic volatility.
Our findings are inconsistent with those of Gaspar & Massa (2006).

After controlling the effect of market competition to account for in-
dustry factors, we can still maintain our hypothesis that CEOs with
greater control are able to influence idiosyncratic volatility. Although
our results do not show that the level of product market competition
constrains managerial behaviour, we cannot reject the possibility that
powerful managers may manipulate board decision making and corpo-
rate strategies and risks.We also show that conventional factors, such as
trading volume, analyst following, firm size, and market-to-book ratio,
lack the power to explain long-term idiosyncratic volatility in light of
managerial power. One explanation for this could be that accounting in-
formation can be manipulated by managers to generate signals to their
advantage.

4.2. Financial intermediaries

Tables 4 and 5 indicate that largerfirms, bymarket capitalization, are
more open and have lower idiosyncratic volatility (Bali et al., 2005;
Chang & Dong, 2006). Bushman, Piotroski, and Smith (2004) find that
firm size has a positive effect on financial disclosure. This may suggest
that large firms have better disclosure systems and are required to ad-
here to more stringent disclosure standards and expectations.
n annual basis). The explanatory variables are shown in the left-hand column. Firm size is
t capitalisation in the top 10% of all firms in the sample and zero otherwise; Turnover is the
ice-to-book ratio; Dividend is a dummy variable that takes the value of one if a firm issues
ne for the years 2008 and 2009 and zero otherwise; HHIndex is the Herfindahl–Hirschman
-industrymarket power; and Analyst is a dummy variable that takes the value of one if the
ero otherwise. The superscripts *, **, and *** denote the 10%, 5%, and 1% confidence levels,

Panel C

ent Std. errors Coefficient Std. errors

0.7359 1.2119** 0.5814
6 0.2553 −0.3164 0.2406
7** 0.1664 −0.3060** 0.1557

0.0183 0.0029 0.0204
4* 0.4657 – –
3 0.3444 −0.1817 0.2552
1 0.1317 0.0173 0.1545
6 0.0216 0.0035 0.0167

0.2007 0.0147 0.2436
** 0.1167 0.2927*** 0.1038

– – –
0.0033 – –
– 0.1543 0.5666

19) = 1.84 p = 0.050 F(9,2663) = 1.83 p = 0.058
−1.69 p = 0.092 AR(1) = −1.79 p = 0.073
−0.23 p = 0.815 AR(2) = −1.59 p = 0.112

chi2 (24) = 18.89 p = 0.758 Sargan: chi2 (9) = 14.37 p = 0.110
nstruments = 35 No. of instruments = 19
bservations = 1730 No. of observations = 2673
roups = 802 No. of groups = 935
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Furthermore, the disclosure costs in larger firms are lower compared to
those of smaller firms (Verrecchia, 1983); largerfirms are found to have
higher levels of disclosure. In addition, financial intermediaries increase
firmdisclosure and transparency by providing analyst reports andmak-
ing recommendations for investors (Healy & Palepu, 2001). Often, their
choice of firms depends on the level of information they can obtain,
such that larger firms receive higher levels of exposure through finan-
cial intermediaries. This phenomenon is evident from the strong corre-
lation between market capitalisation and the number of analysts
following a firm in Table 3. We construct a dummy variable named An-
alyst as an alternative proxy of firm size, since this variable does not as-
sume a normal distribution. Many small firms do not have analysts
following them or have a very low number or nil. The variable takes a
value of one if a firm is in the top 10% in terms of analysts following
for a given year, and zero if otherwise. This measure controls for the ef-
fect of the degree of disclosure and transparency a firm has in the mar-
ket on idiosyncratic volatility. We also follow Datta et al. (2013) to
construct the Analyst variable as Log(1 + number of analysts follow-
ing) / 100. The results are qualitatively similar to those for our measure.

Panel C of Table 5 shows results similar to those in the previous ta-
bles. The power index has a similar magnitude and sign as in the previ-
ous results, significant at the 5% level. We omit the firm size variable
fromourmodel, since it is strongly correlatedwith our analyst following
variable. TheGFC dummyhas the same explanatory power. The variable
Analyst as a proxy of firm size and information transparency has a pos-
itive but insignificant effect on idiosyncratic volatility. This result is not
in linewith that of Datta et al. (2013), whofind that analyst coverage re-
duces information asymmetry between firms and external investors.
Furthermore, the Analyst variable has the opposite sign compared to
the firm size variable, where the former has a positive effect and the lat-
ter has a negative effect. This suggests that the Analyst variable does not
embody the same information as measured by firm size, but it possibly
reflects the trading interests and activities of investors in the market.

We postulate that the number of analysts following a firm is an im-
perfect substitute of information arbitrage trading by investors. When
investors attempt to extract private information from firms, they en-
gage in trading that induces higher idiosyncratic volatility (Ferreira &
Laux, 2007). This said, analysts are able to assist in extracting private in-
formation on behalf of investors by engaging directly with firm man-
agers. Financial analysts though, are intermediaries between firms and
investors, and information pass-through to investors is imperfect,
since analysts can retain part of the information they gather to extract
further private benefits for themselves later. This agency problem may
be known by investors who cannot observe its extent. Hence, investors
are still required to extract additional private information to confirm
and compare the information they receive from analysts. Therefore,
more analysts following a firm indirectly relates to higher levels of idio-
syncratic volatility. Overall, our managerial hypothesis holds after sev-
eral robustness checks. In addition, we also show that the internal
governance structure has a stronger explanatory power for idiosyncrat-
ic volatility than external environmental factors.

5. Conclusions

Idiosyncratic volatility has gained wide attention as an important
risk factor in asset pricing. The challenge remains in explainingwhat de-
termines idiosyncratic volatility. We postulate that high managerial
(CEO) power is associated with low idiosyncratic volatility due to
management's ability to manipulate board decision making and corpo-
rate strategies and risks via their board committee membership and an
enabling context with high ‘management voice’ during board discus-
sion. Based on Upper Echelon Theory and Agency Theory, we argue
that powerful managers, under market structure constraints, are able
to pursue self-interests at the costs of shareholders' welfare. This is pos-
sible because managerial effort cannot be fully observed by share-
holders and outsiders.
Our sample consists of Australian listed and delisted firms between
2004 and 2013. We use system GMM to address several shortfalls in
OLS regression modelling, including autocorrelation in time variance
firm characteristics and endogeneity between management variables
and idiosyncratic volatility. We measure CEO tenure and construct a
power index to measure the level of managerial power of the CEO. We
control for the effect of other factors that affect idiosyncratic volatility,
including trading turnover, the book-to- market ratio, analyst coverage,
firm size, firm age, dividends, the GFC, takeover events, and market
competition. We hypothesise that powerful managers (high power
index) are associatedwith low idiosyncratic volatility and that the inter-
nal governance structure is superior in its influence on idiosyncratic vol-
atility than firm-specific characteristics and external factors.

After controlling for the important factorsmentioned above, we find
that the power index has a significant and negative effect on idiosyn-
cratic volatility and its effect is robust to the presence of various control
variables and other checks while CEO tenure has no significant effect.
Our results support our hypothesis that higher managerial power
leads to lower idiosyncratic volatility.We test ourmanagerial power hy-
pothesis through an investigation of a firm's governance structure that
enables CEOs to accumulate control through their long tenure. Although
we take a step closer to addressing the postulation of Gompers et al.
(2003), that the governance structure is a symptom and not a cause of
corporate strategies and culture, by examining the leadership structure
that instils corporate strategies and culture, we stop short of examining
how this structure results in various degrees of information asymmetry
and in what form, as well as their effect on idiosyncratic volatility. This
will be the next question in our quest to determine the causes of long-
term idiosyncratic volatility.

The GFC effect is profound and our dummy variable is both reliable
in terms of prediction power and consistent in terms of the direction
of the effect. During the GFC period, idiosyncratic volatility was higher
than in the non-GFC period, as would be expected. However, we do
not find market power, both inter-industry and intra-industry mea-
sures, to have any influence on idiosyncratic volatility. We also find
the effect of financial intermediaries, in terms of the number of analysts
following a firm, on idiosyncratic volatility is insignificant. In addition,
there is little evidence of any significant effect of the other factors in-
cluding trading volume, price/book ratio and dividend payout. There-
fore, the power of governance structure variables in determining long-
term idiosyncratic volatility is superior to that of other factors that
may be appropriate in explaining short-term or shorter-term effects.

Appendix A

Table A.1
Variable descriptions.
Variable
 Description
EO tenure
 Tenure of CEO, in years. If there is more than one CEO, we take the
average value. An alternative measure is to take the sum of all the
CEO tenure durations.
ower
 This is an index that indicates the centralisation of power by the
CEO:
Dummy variable (CFO) = 1 if CEO = CFO; otherwise 0
Dummy variable (Audit) = 1 if CEO is a member of audit commit-
tee; otherwise 0
Dummy variable (Remuneration) = 1 if CEO is a member of remu-
neration committee; otherwise 0
Dummy variable (Nomination) = 1 if CEO is a member of nomina-
tion committee; otherwise 0
Dummy variables ratio = (CFO + Audit + Remuneration +
Nomination) / 4
Power index = dummy variables ratio + executive director per
board ratio − independent director per board ratio
CAPTOP
 This variable takes the value of one if a firm in a given year has a
market capitalisation value in the top 10% of all listed firms; zero
(continued on next page)
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Variable
Lo

T
A

M
D

H

E

G

Description

otherwise.

g firm age
 Log of Firm Age, measured in terms of the difference between a

firm's financial balance date and its listing date.

urnover
 Trading volume divided by outstanding capital issued.

nalyst
 Dummy variable: Takes the value of one if the total number of

analyst forecast recommendations made for a given firm in a given
year is in the top 10% of the sample firms; otherwise zero.
arket/book
 The equity market price divided by the value of total assets.

ividend
 This variable takes the value of one if a firm paid dividends in a

given year; zero otherwise.

HIndex
 The Herfindahl–Hirschman Index of market power concentration.

This is an inter-industry market power measure. It is the sum of the
squared market shares (sales over total industry sales) of firms in
the industry (Gaspar & Massa, 2006).
CPM
 Excess price cost margin. This is an intra-industry market power
measure. It is the difference between a firm's operating profit mar-
gin and the average operating profit margin of its industry (Gaspar
& Massa, 2006).
FC
 This variable takes the value of one for all observations in the years
2008 and 2009 to denote the GFC effect; zero otherwise.
iovol
 Idiosyncratic volatility.
Id
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