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financing and ownership structure decisions of firms within the context of ten African countries.
Design/methodology/approach — The paper analyses 15-year (1996-2010) data pertaining to 556
non-financial firms drawn from ten African countries using models that link firm financing, ownership
structure, and perceived corruption. It uses robust procedures including system-generalized method of
moments, general least square, and Logistic (LOGIT) regression.

Findings — The study finds evidence that perceived corruption is important in shaping debt financing
and ownership structure decisions of firms in Africa. Particularly, it finds that: first, higher levels of
perceived corruption lead to firms using higher levels of short-term leverage, lower levels of long-term
leverage and debts with shorter maturities and second, firms in countries with higher levels of
perceived corruption respond to weaknesses in the law enforcement institutions through higher
ownership concentration and controlling block shareholding.

Research limitations/implications — As in most empirical studies, this study focused on listed
firms. Nonetheless, future studies that focus on non-listed firms could add additional insights to the
extant literature.

Practical implications — The study provides empirical support for the argument that perceived
corruption in a country distorts corporate governance. The policy implication of the findings is that
governments, by taking steps that curb corruption, could enhance corporate governance by inducing
firms into optimal debt financing and ownership structure decisions.

Originality/value — The study focuses on firms in African countries for which studies such as this
are non-existent.
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1. Introduction

Separation of ownership and control is the hallmark of Berle and Means image of the

modern corporation (see Chen, 2011; La Porta et al 1998 (LLSV, hereafter)). And, the

issue of separation of ownership and control and the agency problem arising from

the separation features prominently both in the economic theory of organization and in

the ongoing debate on the social significance of the modern corporation (Demsetz

and Lehn, 1985) and corporate governance research (e.g. Lemmon and Lins, 2003).

Over the years, several corporate governance mechanisms have emerged to limit the

negative repercussions of separation of ownership and control. While some of these

mechanisms are firm level or internal mechanisms — quality of auditors, quality of

board of directors and its subcommittees, corporate bylaws and charters, bilateral

private enforcement mechanisms, disclosure practices, ownership structure, debt Emerald
financing, dividend payment, etc. — others are country level institutions, or external

mechanisms — market for corporate control, external managerial labour market, Journal of Econommic Studies
regulatory and legal protections afforded to minority investors, financial institutions, Vol. 42 No. 3, 2015

pp. 433-461

media and social control, etc. (see Berglof and Classens, 2006; Denis and McConnell, © Emerald Group Pbfshing Limid

2003; among other S). DOI 10.1108/JES-02-2013-0029
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Several studies investigate the interplay between firm-level governance mechanisms
and firm-level factors such as growth opportunities, firm performance, need for
external financing, etc. and countrywide factors such as the legal environment,
financial, and economic development, etc. (see e.g. Doidge et al., 2007, among others).
Giannetti (2003) suggests that countrywide factors are particularly important in
mitigating the potential agency problems that might exist between insiders and
outsiders. Along similar lines, Doidge et al. (2007) further suggest that countrywide
factors are stronger predictors of variations in quality of corporate governance than
firm-specific factors especially within the context of developing countries.

In this paper, we argue that corruption — the misuse of state power by public
officials for eliciting private gains (Tanzi, 1998) — which tends to be more rampant in
developing countries hampers the effectiveness of countrywide institutions in
enhancing corporate governance. Furthermore, it distorts the rule of law and weakens
the institutional foundations (Mauro, 1995) which were meant for mitigating agency
problems. Also, it reduces the efficiency of financial markets by hampering their
regulation; it increases firm-level operating costs by increasing costs of obtaining
licences and permits and costs of loans; and it worsens corporate governance (Kimuyu,
2007; Ng, 2006; Stulz, 2005). This view was shared by Du (2008), Chen (2011),
Rose-Ackerman (2006) and Stulz (2005) who write that corruption deters public officials
from facilitating contracts among private parties and enforcing property rights which
in turn would hamper the development of financial markets. Rose-Ackerman (2006)
concludes that the “pathologies in the agent-principal relation” are at the core of
corrupt transactions.

The disruptive effect of corruption on business pursuits is also evident in survey
results indicating that business persons see corruption as more dangerous threat to
firm operation than terror attack. This perception is bound to affect the nature and
design of firm level governance mechanisms as level of corruption forms part of the
institutional context within which firms operate (see Wiseman ef al, 2012). There is,
indeed, strong evidence in the literature that the institutional context within which
firms operate exert isomorphic pressures such that firms adopt practices that are
considered legitimate and socially acceptable and in line with those of similar
organizations in the environment (DiMaggio and Powell, 1983). Despite this potential
relationship between corruption and firm behaviour, the extant literature on the
“economics of corruption” is skewed towards the investigation of the nexus between
corruption and economic aggregates such as economic growth, investment/GDP ratios,
foreign direct investment and public expenditure (Kimuyu, 2007; Mauro, 1995;
Rose-Ackerman, 2006). Although studies of this nature would enhance our
understanding of the burden of corruption on society, they do not generate
information on the micro-implications of corruption and disregard potential firm-level
heterogeneities. In this paper, we argue that the effect of corruption goes beyond
macro-level aggregates and reaches to firm-specific governance decisions.

Studies examining the relationship between corruption and firm level decisions have
been scant (Asiedu and Freeman, 2009; Svensson, 2003; Wei, 2001). In what appears to
be a response to this limitation, recent literature witnessed small but growing strand
of studies dealing with the link between corruption and firm level decisions. Based on
Shleifer and Vishny’s (1993) notion that corruption raises operational costs, creates
uncertainty, and thereby deters investment, studies by Asiedu and Freeman (2009),
Batra ef al. (2003), Gaviria (2002), and Javorcik and Wei (2009) examine the nexus
between corruption and firm-level investment. In a similar spirit, Ciocchini ef al (2003)
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emerging markets while both Fisman (2001) and Lee and Ng (2006) study the empirical
relationship between corruption variables and stock valuation. Rather recently,
Chen (2011) studied the connection between corporate liquidity and corruption
and concludes that corporate liquidity is lower in countries with higher control of
corruption.

We decipher from the literature on firm finance that the debt-equity choice of firms
i1s not only a decision on alternative financing instruments but also a decision on
alternative forms of corporate governance mechanisms (see Gillan, 2006; Williamson,
1988). Similarly, ownership structure is another often used and very potent internal
governance mechanism (see Berglof and Classens, 2006; Gillan, 2006). In an attempt
to relate the role of corruption on firm finance, Du (2008) showcases the role that
the former plays on corporate ownership and financial system orientation of a country.
However, Du’s study did not directly investigate the implications of corruption
on firm-level decisions as it focused on financial system orientation and ownership
structure at country level. Furthermore, such studies based on country level aggregates
create omitted-variable and aggregation biases as they do not account for firm-level
heterogeneities.

More direct examinations of the role of corruption on firm finance were carried out
by Fan et al (2008, 2011) who demonstrate the importance of corruption in debt
financing choices both in cross-country and single-country setups. Although this latter
group of studies directly examine the role of corruption on firm finance, their sample
was limited mostly to non-African countries. However, we note that corruption has
been on the rise and has come to be identified with all government officials for almost
all African nations (see Seldadyo and De Haan, 2011; Oyeshile, 2004). This has been
hampering the continent’s development prospects. Thus, studying the role of
corruption in shaping firm-level decisions within the context of Africa is crucial in the
anti-corruption campaign.

This study aims to examine the relationship between corruption, on the one hand,
and firm finance and ownership patterns, on the other, by directly looking at firm-level
financing and ownership variables within the context of African countries. The
scientific contributions of the present study are threefold. First, to our knowledge, this
is a first attempt to test the influence of corruption on debt finance and ownership
patterns at firm level especially within the context of African economies. As such, it will
add some insights into the literature on the distortionary role of corruption on corporate
governance. Second, by using better econometric procedures — system-generalized
method of moments (sys-GMM) and general least square (GLS) estimation
procedures — than those employed in Du (2008), we control for data endogeneity and
hence report more efficient and robust estimates. Third, the OLS regression of
Du (2008) was based on corruption index data of only 1996 and 1998. The fact that we
include corruption index data of much longer time series enables us to conduct richer
tests to explain the relationship between variables.

Based on examination of a comprehensive set of firm-level data from ten African
countries covering 15 years (i.e. from 1996 to 2010), we find evidence that corruption
indeed distorts corporate governance. Particularly, we find evidence that: first, higher
levels of perceived corruption induces firms into using higher levels of short-term
leverage, lower levels of long term leverage and debts with shorter maturities; second,
firms in countries with higher levels of perceived corruption respond to weaknesses in
the law enforcement institutions through higher ownership concentration and
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controlling block shareholding. These findings suggest that agency costs and
institutional pressures stemming from corruption do indeed shape corporate
governance decisions. Our findings also suggest that firms in sample countries use
debt financing and ownership structure decisions as substitute governance
mechanisms to curb weaknesses in institutions induced by corruption.

The remainder of the paper is organized as follows. Section 2 discusses the literature
related to corruption, corporate governance, and firm finance. Section 3 outlines
the empirical framework for the study. Section 4 presents the results and discussions
while Section 5 concludes.

2. Literature review

Agency theory is at the core of most of the literature on corporate governance and it
focuses on incentives or governance mechanisms to minimize agency costs at firm level
(Heinrich, 2002). The more broadened definition of corporate governance suggests that
corporate governance refers to a whole set of legal, cultural, and institutional
arrangements that determine what publicly traded corporations can do, who controls
them, how that control is exercised, and how the risks and returns from the activities
they undertake are allocated (Blair, 1995). This definition suggests that corporate
governance instruments are meant to incentivize agents to behave in a manner that
ensures the interests of the principal are protected. These instruments are
especially important in the context of African countries which are characterized by
imperfect markets in which the interests of the agent and the principal are not
necessarily aligned.

Corruption, often understood as the abuse of public office for private benefits, is
viewed by most economists as “the single greatest obstacle to economic and social
development”. It poses serious social and economic problems both at micro and macro
levels by distorting the rule of law and weakening the institutional foundations of
society. Furthermore, it is correlated with lack of political accountability and property
rights protection, factors which themselves tend to be obstacles to economic growth
(e.g. Aidt, 2009; Ng, 2006; Tanzi, 1998). In other words, corruption distorts the
effectiveness of corporate governance mechanisms, and hence, results in sub-optimal
allocation of scarce resources.

Most early studies on the “economics of corruption” focused on the
macro-implications of corruption. Particularly, the literature demonstrates that
corruption is associated with lower levels of investment and growth (Mauro, 1995),
less foreign direct investment (Wei, 2000), and poorer quality of health care and
educational services (Gupta et al, 2001). However, lately, we note a small but growing
strand of literature that endeavours to examine the influence of corruption on firm-level
decisions. For instance, in a survey-based study that involved firms drawn from
20 countries in Latin America, Gaviria (2002) assesses the effect of corruption on firm
performance and concludes that corruption substantially reduces sales growth, lowers
investment and employment growth. The author also casts doubt on the notion that
corruption may increase efficiency by circumventing government regulations.

In a similar vein, using firm-level data from 46 countries, Lee and Ng (2006)
demonstrate that firms from more corrupt countries trade at significantly lower stock
values than is the case for firms from less corrupt countries and also that corruption
has a significant economic consequences for shareholder value. Likewise, Ciocchini
et al. (2003) study the relationship between corruption and the perceived likelihood that
a firm or government will default on its debt and conclude that global investors require
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Rather recently, Javorcik and Wei (2009), in a study based on firm-level data drawn
from 22 transition economies, examined the effect of corruption on choice of entry mode
and FDI flow. The authors demonstrate that the probability of FDI taking place is
negatively related to the extent of corruption and should it take place, foreign investors
are more likely to take on a local joint venture partner in a corrupt host country,
possibly to save the transaction costs of dealing with local government officials.

Du (2008) noted the dearth of research that addresses the relationship between
corruption and corporate financing and ownership patterns. The author submits that
corruption leads to higher degree of corporate ownership concentration and dominance
of bank financing over equity financing. However, Du’s study as pointed by himself
could only lead to an indirect inference about the relationship between corruption and
corporate finance patterns as the dependent variables were country level aggregates
than firm-level financing decisions. Second, the lack of complete data points on the
World Bank (WB) Corruption Index for the entire sample period in Du’s study limited
the depth of analysis. Third, the instrumental variable technique used by the author
was unlikely to provide efficient estimates since it does not use all the related moment
conditions and also does not account for the differenced structure of the error term
(Lemma and Negash, 2013a; Antoniou et al., 2006).

Fan et al (2008, 2011) directly examine the nexus between corruption and
firm-level finance and ownership structure. These studies respectively demonstrate the
importance of corruption in determining debt financing in a single- and cross-country
setups. However, their sample did not include African countries except South Africa.
Studying the importance of corruption in shaping corporate finance and
ownership structure within the context of less developed countries in general
and Africa in particular is not only central to understanding corporate governance
in developing economies but also crucial in the anti-corruption campaign as the
level of corruption tends to be rising in many African countries (see Seldadyo and
De Haan, 2011). This paper aims at filling this void by investigating whether the
perceived corruption in Africa affects firm-level financing and ownership
structure decisions.

2.1 Defining and measuring corruption

The literature suggests that there is no single, comprehensive, universally accepted
definition of corruption (Langseth, 2006). For instance, while some definitions
take a “legal” perspective, others consider corruption from a “social” perspective
(Venard, 2009). Thus, it is vital that we explore the perspectives before we adopt
a particular definition for the present study. Whereas corruption is described as
a transgression of legal norms, from the legal perspective (Nye, 1967; Turow, 1985),
it is defined as a transgression of social norms from a social perspective
(Brooks, 1970; Gibbons, 1988). Yet, a third perspective that combines the previous
two perspectives defines corruption as an illegal (law perspective) or improper action
(social perspective) (Holmes in Bull and Newell, 2003, p. 193). Be it legal or social,
Morris (1991) alludes to the fact that corruption entails “deviation from public
interest”. It is in tandem with this characterisation that we adopt the commonly
used definition of corruption which describes corruption as “a manipulation of
powers of government or sale of government property, or both by government
officials for personal use or private benefit” (Shleifer and Vishny, 1993,
Lambsdorff, 2007).
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The foregoing definition of corruption is evidently broad and we note that
researchers disaggregate the concept along four dimensions depending on the purpose
of the investigation (Knack, 2007). First, a researcher may be interested in examining
corruption at local, provincial, and central levels of government. Second, s/he might
want to focus on the distinction between state capture and administrative corruption[1].
Third, a researcher could seek to examine corruption by distinguishing between the
actors — firms, households, public officials — involved in corruption. And finally,
corruption data could be disaggregated by the administrative agency or service — tax
and customs, business licenses, inspections, utility connections, courts, or public
education and health facilities — involved (Knack, 2007). Given that the present study’s
aim is to examine the influence of cross-country differences in the level of perceived
corruption on firm level decision making, corruption data disaggregated at local,
provincial, and central levels are not particularly helpful for our purpose. Likewise,
while investigating the influence of cross-country disparity in state capture,
administrative corruption, or actors (or agencies)-involved-corruption on firm level
decisions could be of value, the current paper focuses on understanding the interplay
between perceived corruption as an aggregate construct which comprises all its
dimensions, on the one hand, and firm level financing and ownership structure
decisions, on the other.

The definition of corruption is complex and contested and this makes measurement
of relative levels of corruption a difficult one. The fact that indices focusing on
measuring corruption have grown exponentially over the last two decades and that
all of these indices are developed using varying methods and data sources offers
challenging possibilities for research on corruption. Prior research classifies the various
measures of corruption into three succinct clusters: internal, external, and hybrid.
According to Asiedu and Freeman (2009), internal measures of corruption focus on
surveys of perceptions of firms that operate within a country while external measures
of corruption is based on the assessment of risk analysts who typically reside outside
the country. The authors examine the merits and demerits of using internal and as
external measures of corruption and submit that hybrid measures that combine
corruption data from different sources into a composite index mitigate the problems
associated with the other two measures of corruption. It is probably due to this
advantage that hybrid measures of corruption, also known as composite indices,
remain the most widely used measures of corruption. However, hybrid measures of
corruption do not differentiate between various forms of corruption (Asiedu and
Freeman, 2009). As the focus of the present paper is to examine the interplay
between perceived levels of aggregate corruption in a country and firm financing and
ownership structure decisions, we find that hybrid measures of corruption are more apt
for our purpose.

Both Knack (2007) and Asiedu and Freeman (2009) point out that the Corruption
Perception Index (CPI) published by Transparency International (TT) and the Control
of Corruption index compiled by the WB are the two widely utilized hybrid measures of
corruption. In this study, we use the WB Control of Corruption index for several
reasons. First, unlike the TT's CPI which measures corruption only in the public sector
as perceived by “experts” only, the WB’s Control of Corruption index has the
advantage of measuring corruption in the public as well as private sectors as perceived
by “experts” and opinion polls (see e.g., Rohwer, 2009; UNDP, 2008). Second, the WB
Control of Corruption index subsumes data from more sources compared to TI's CPI
and in doing so limits the influence of measurement error in individual indicators and
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(Lambsdorff, 2005; UNDP, 2008). Third, the WB Control of Corruption index weighs
available data sources differently based on their importance in contrast to the equal
weighting each data sources in TI's CPI (Knack, 2007). Finally, WB improves on the
treatment of statistical uncertainty in TI by providing “standard error” as an indicator
of uncertainty accompanying each point estimate (Knack, 2007). The original WB
Control of Corruption index measures the degree of control of corruption. We rescale
the variable by subtracting the original WB score from 2.5 so that a higher value
implies more corruption.

2.2 Corruption and debt-financing decisions

The literature generally invokes institutional and agency theories to examine the
influence of corruption on firm level decisions. According to institutional theorists,
the principal-agent (P-A) contracts between insiders and outsiders are socially
embedded such that differences in the institutional social context surrounding the
relationship can affect the nature of moral hazard, the form of governance that is used,
and even the goals that agents and principals seek (Hoskisson ef al, 2000). This
argument is consistent with conjectures forwarded by traditional agency theorists.
Thus, in this paper, we contend that corruption in a given country forms part of the
institutional context that determines firm behaviour and also affects the agency costs
incurred in P-A relations. In countries marred with corruption where contract
enforcement is compromised and regulation of capital markets is inefficient, firms are
likely to use debt instruments which provide little room for managerial opportunism
than equity instruments which tend to allow for much greater discretion to entrenched
managers (see Williamson, 1988). This occurs because in countries with severe
corruption, the ability of enforcement institutions to curb managers from engaging in
opportunistic behaviour tends to be weaker, and hence, firms in such environment are
likely to use debt instruments which restrict managerial opportunism through
covenants and other restrictions on firm’s free cash flow.

The forgoing argument has empirical validity. Chen (2011) and Du (2008) find that
corruption weakens enforceability of laws which in turn hampers regulation of capital
markets and disrupts the efficiency of legal institutions. Similarly, Fan et al (2011)
underscore the importance of enforceability of contracts in debt-equity choice of firms.
In an environment where law enforcement is relatively week, firms tend to use debt
than equity. This is because the covenants in debt contracts limit the potential for
expropriation of outsiders’ property rights by insiders’ (Fan et al, 2008, 2011; Smith and
Warner, 1979). Thus, we hypothesize that:

HI. Firms in countries with higher level of perceived corruption tend to raise finance
through debt than equity.

In his presidential address to the American Finance Association meeting,
Diamond (2004) raises an important question: How should financial contracts be
structured when contract enforcement is ineffective and costly? Enforcement
costs reduce the amount that lenders can recover when firms default, and hence, in
legal systems in which enforcement costs are high, lenders may become reluctant
to go to courts after a borrower defaults because they will be worse off if they
enforce their contracts ex post. Mitchelle (1993) describes this as a problem of
“lender passivity”. In the presence of lender passivity, it is unlikely that debtors
would commit to behave. On the other hand, as was stated earlier, corruption
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hampers effectiveness of legal institutions, and thus, leads to ineffective
or expensive contract enforcement. It follows that lenders in countries marred
with corruption may be worse off if they enforce contracts ex post. This could
lead to a complete collapse of markets for external finance in countries marred
with corruption.

Given the potential negative consequences that can arise from lender passivity,
Diamond (2004) contends that lender enforcement can be induced by structuring debt
as short term. The author argues that bad news in the presence of short-term debt can
result in externalities that lead to “firm runs” and that this threat of a run in turn
provides ex ante incentives for lenders to enforce their contracts. In the same vein,
borrowers will be willing to pay the lender in full to preserve their private
benefits. Note that payment will come at the expense of the long-term lender.
Anticipating this, as in a prisoner’s dilemma, both lenders will want to lend short-term
and retain the ability to withdraw financing first (Diamond, 2004). In equilibrium,
the firm will end up borrowing short-term debt from multiple lenders. Thus,
other things being equal, in environments marred with corruption where
enforcement costs are high, short-term debt can serve as an incentive for lenders to
enforce their claims and also provide costly ex post punishment to borrowers,
and thus provide beneficial ex ante incentives to borrowers. Thus, we posit the
following hypothesis:

H2 Firms in countries with higher level of perceived corruption tend to use
short-term debt than long-term debt finance.

2.3 Corruption and ownership structure

In this paper, we argue that corruption — as one of the institutional contexts
surrounding corporate decisions — has a bearing on corporate ownership structure
decisions in several ways. First, in countries marred with corruption where contract
enforcement is compromised and regulation of capital markets is inefficient, minority
shareholders will have no incentives to allocate financial resources on capital markets.
This would, in turn, lead to high concentration of ownership of publicly listed firms in a
few majority owners (Dyck and Zingales, 2004; Nenova, 2003). This occurs because in
countries with severe corruption, the enforcement institutions’ ability to limit insiders’
benefit of private control tends to be weaker, and hence, minority interest are less likely
to be protected from expropriation by insiders.

Second, in countries with severe corruption, large shareholders are mechanisms to
solve agency problems as they are capable and have the incentives to monitor insiders.
Third, in corrupt environments where there are uncertainties about property rights and
where there is lack of institutions that fairly arbitrate economic disputes, a large
shareholder may have the incentive to increase its control position to strengthen its
power toward other economic agents such as banks and government as so doing would
increase the shareholder’s opportunities for economic payoffs. For example, Young
et al (2008) suggest that in an environment where institutions are weak, large
shareholders tend to use relational ties, government contacts, and other informal
mechanisms to achieve their interests. Fourth, corruption leads to instability in
business environment, and in such an environment, managerial behaviour becomes
more crucial in affecting firm performance and shareholders’ monitoring has a role to
ensure that managers are following and prepared to deal with external conditions.
Therefore, the larger the uncertainty of the firm’s environment, the higher the owners’
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preference for more concentrated ownership. Thus, we hypothesis that:

H3. Firms in countries with higher levels of perceived corruption tend to have more
concentrated ownership than those in less corrupt countries.

H4. Firms countries with higher levels of perceived corruption are more likely to
have controlling shareholders than those in less corrupt countries.

3. Empirical framework

3.1 The sample and data

The present study focuses on firms in ten selected countries in Africa including
Botswana, Egypt, Ghana, Kenya, Mauritius, Morocco, Nigeria, South Africa, Tunisia,
and Zambia. The choice of these countries was motivated by four factors. First, they
are all in Africa where the literature on the role of corruption on firm-level financing
decisions and ownership patterns is virtually non-existent. Second, national
institutions and macroeconomic conditions vary markedly across African countries.
This diversity offers a good prospect for assessing the role of corruption on firm
finance and governance. Third, the lack of well-developed markets for corporate control
that epitomize emerging markets (e.g. Shleifer, 1998) is even more so in African
countries. These deficiencies of the external governance mechanisms offer an
interesting opportunity to investigate whether corruption plays an important role in
corporate governance. Fourth, the literature notes that corruption is on the rise in the
African continent and thus a better insight into the role of corruption on firm finance
and governance decisions is of vital interest to the investment community, policy
setters, and other stakeholders.

The firm-specific data used in this study were extracted from the financial
statements of listed firms in the sample countries which were sourced from OSIRIS
database of Bureau DIJK that maintains a comprehensive financial database of over
70,000 companies across the globe. We started with all the firms listed in all of the
functioning stock exchanges on the African continent that had data in the OSIRIS
database as at February 2012. We required that firms in our sample should have at
least three consecutive years of available data over the study period and countries
should have at least ten firms. We dropped firms in the financial industry (US SIC code
6000~) as debt financing and ownership structure decisions of firms in this industry
tend to be governed by special regulatory regimes unique to the industry. The final
data set comprised of 15-years (1996-2010) data pertaining to 556 non-financial firms
drawn from ten African countries. We adjust differences in fiscal years of firms in the
sample to provide a more accurate empirical work. Hence, if the date of preparation of
financial statements for a firm is on or before June 30, its year was stamped as one-year
prior to its fiscal year and if a firm’s fiscal year is after June 30, that same year was
stamped as the firm’s fiscal years. Data on country specific variables were collected
from the WB’s web site.

3.2 Model specification and estimation

Our first empirical question is to assess whether the degree of corruption in
a country impacts on firm-level debt financing decisions. To assess this, based on a
comprehensive survey of the extant literature, we specify a range of models that define
the aforementioned relationships. Mindful of the fact that alternative theories on firm
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financing tend to have different implications for different measures of firm financing
patterns, we use five closely related but different proxies for firm financing decisions:
total leverage; debt-to-equity; short-term leverage, long-term leverage and debt
maturity ratios (see Frank and Goyal, 2009; Lemma and Negash, 2011, 2012, 2013a, b;
Titman and Wessels, 1988). The following model was used to assess the relationship
between corruption and debt-financing decisions at firm level (i.e. HI and H2):

LEV ;= Bo+X] Br+X;p.+vi+e; 1)

where LEV; ; denotes either of the five measures of debt-financing decision of firm 7 at
time ¢ X{ ;, denotes a vector of firm-level control variables including firm size,
growth opportunity, firm profitability, earnings volatility, asset tangibility/maturity
and non-debt-related tax-shield and fis a column vector containing the corresponding
coefficients; X} refers to a vector of the corruption variable and other country-level
control variables including financial institutions, size of economy and its growth
and f, is a column vector containing the corresponding coefficients. Note that when
firm-specific variables are used to explain debt financing decisions, Xf has both
time and cross-sectional dimensions. In contrast, in the case of country- 1eve1 variables,
X} has only time dimension as country-level variables do not vary across firms. The
exact definition of variables included in Equation 1 is presented in the explanatory
notes accompanying Table II. Our decision to include the aforementioned firm- and
country-level control variables was motivated by the extensive literature on the
determinants of basic capital structure and debt maturity choices (see Frank and
Goyal, 2009; Harris and Raviv, 1991; Lemma, 2012; Lemma and Negash, 2011, 2012,
2013a, b, 2014).

Our second empirical question is to assess if corporate ownership patterns are
impacted by the degree of perceived corruption in a country. To establish this, based on
a thorough review of the extant literature, we specify a battery of models that define the
relationships. We identify two approaches to measuring corporate ownership patterns.
The first approach attempts to measure the percentage of shares owned by the top
shareholder(s). The second approach attempts to measure the presence (or absence) of a
block shareholder by using a dummy value of 1 if the percentage of shares owned by a
specified number of shareholders exceeds a specified threshold (see Demsetz and Lehn,
1985; Elst, 2004; La Porta et al, 1999; LLSV, 2000). The exact definition of measures of
corporate ownership patterns is presented in the explanatory notes accompanying
Tables V and VI Due to differences in the nature of data generated by these
approaches, we specify two separate models: one explaining ownership concentration
(Le. Equation 2), the other explaining the presence (or absence) of block shareholder
(i.e. Equation 3):

CONi,t = ﬁo +Zztﬁa +Z£tﬁb+vl‘+8i (2)

exp(ZP)
1+exp(Zp)

where CON;; denotes ownership concentration of a firm as measured by the
percentage of shares owned by the top shareholder(s) of a firm; Zld; denotes a vector of
firm-level control variables (ie. total leverage ratio, long-term leverage, dividend
payments, investments, institutional investor dummy, firm size, firm age, growth

P(Blockholder = 1|Z) = ©)
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fris a column vector containing the corresponding coefficients; Z? ;¢ refers to a vector of
the corruption variable and other country-level control variables (i.e. rule of law, natural
logarithm of GDP per capita and financial sector development) and S is a column
vector containing the corresponding coefficients; and P(Blockholder =11Z) is the
probability that a blockholder is present conditioned on the realization of Z, where Z
represents a vector of explanatory variables and f is the corresponding coefficient
vector. As in Equation 1, note in Equations 2 and 3 that when firm-specific variables
are used to explain debt fmancmg decisions, X ; has both time and cross-sectional
dimensions. In contrast, in the case of country level variables, X; has only time
dimension as country-level variables do not vary across firms. Also due to data
availability, we had to limit ownership pattern data to the cross-sectional data available
on the OSRIS database as at February 2012.

Du (2008) utilizes pooled OLS for analysing the nexus between corruption and
finance. However, pooled OLS imposes the most restrictive model on the panel data as
it assumes that all the coefficients are constant across individual firms and time
(Gujarati, 2003, p. 641). Hence, John (2008, p. 234) remarks that pooled OLS, in fact, is no
different from cross-sectional OLS except that it acknowledges the existence of
repeated measures Albiet makes no attempt to model the repeated observations. Thus,
pooled OLS produces consistent but understated standard errors and inefficient
estimates (Johnston and DiNardo, 1997). Even though one could employ either fixed
effects (FE) or random effects regression procedures to overcome heteroskedasticity
and unobserved variable effects that pooled OLS fails to address, the latter procedures
fail to address data endogeneity issues.

To overcome the problems of endogeneity, Anderson and Hsiao (1982) propose the
use of instrumental variables (IV) technique in which two-period lagged dependent
variables are used as instrument. However, Antoniou ef a/. (2006, 2008) note that this
procedure is unlikely to provide efficient estimates since it does not use all the related
moment conditions and also does not accounts for the differenced structure of the error
term. Arellano and Bond (1991) (AB hereafter) suggest using a dynamic panel data
estimator based on the generalized method of moment (GMM) methodology that
optimally exploits the linear moment restrictions implied by the dynamic panel model
to rectify problems of the IV technique. AB’s methodology uses as instruments both
lagged values of all endogenous regressors and lagged and current values of all strictly
exogenous regressors. It estimates equations using the levels or the first differences of
the variables.

Blundell and Bond (1998), in contrast, argue that lagged levels of variables are likely
to be weak instruments for current differenced variables when the series are close
to random walk. In these conditions, the differenced GMM estimates are likely to be
biased and inefficient. They suggest the more efficient sys-GMM estimator that
combines the difference equation and levels equation in which suitably lagged
differenced variables are the appropriate instruments. Sys-GMM is consistent and more
efficient than the difference estimator so long as there is no significant correlation
between the differenced regressors and country FE. Hence, we use the sys-GMM to
obtain the parameter estimates for Equation 1.

The cross-sectional nature of ownership data in the OSIRIS database restricted us
from using panel data procedures for Equation 2. Thus, we find that GLS is the most
apt procedure to estimate the equation as it handles problems of heteroskedasticity.
In Equation 3, our aim is to examine the relationship between presence (absence) of

and corporate
ownership
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block shareholding (a dichotomous variable) and a set of firm and country level
variables. The literature suggests two types of probability distributions that can be
employed in the examination of such relationships — probit distribution and the
logistic distribution. The difference between the two functions show up in the tails of
the distributions with the probit distribution approaching the axes faster than the
logistic distribution does. The logistic approximation is usually preferred over probit
given its convenient mathematical properties (e.g. Peng et al., 2002a; Bagley et al., 2001,
Peng et al, 2002b; Cabrera, 1994). Thus, we use the logistic regression to examine the
relationship represented in Equation 3.

4. Results and discussions
4.1 Descriptive statistics
4.1.1 The sample. We report the sample coverage by country (see Table I). The
representativeness of the sample firms varies across countries. In some countries
almost 65 per cent of listed firms (e.g. Kenya, South Africa, and Zambia) are included in
our sample while in others only 27 per cent of the total listed firms (ie. Egypt and
Morocco) are included. Furthermore, firms from South Africa and Nigeria may heavily
influence the sample; they constitute circa 59 per cent of firms included in the sample.
On the other hand, those from Botswana and Zambia may have little impact on the
sample as they constitute only 4 per cent of firms included in the sample. While the
level of coverage of our sample within a country may reflect the fact that OSIRIS has
uneven coverage of firms, our results should be interpreted with the understanding
that firms listed in stock exchanges tend to be larger companies in an economy.
4.1.2 Preliminary results. As alluded to earlier, five alternative measures of
corporate debt-financing decisions are employed in this study. The descriptive
statistics reported in Table II shows that there is, indeed, heterogeneity in
debt-financing practices of firms across the sample countries. For instance, we
observe that total leverage ranges from a low of 17.1 per cent to a high of 77.4 per cent
while the average (median value) is 49.8 per cent. We note similar disparities in the
other measures of debt-financing practices of sample firms. Also, the results show that
the heterogeneity is both within and between countries suggesting that both firm and

Number of firms Number of firms in the % of firms in
Country in the sample sample/total number of firms listed the sample
Botswana 10 0.48 1.80
Ghana 19 0.54 342
Kenya 36 0.65 6.47
Mauritius 50 0.58 8.99
Morocco 20 027 3.60
Nigeria 97 045 1744
South Africa 231 0.64 41.55
Tunisia 26 0.46 4.68
Zambia 12 0.63 2.16
Egypt 55 0.26 9.89
Total 556 N/A 100.00

Notes: The table presents a description of the sample. The total number of firms listed refers to the
number of firms listed in national stock exchanges as at December 2010
Source: World Development. Indicators
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country factors potentially influence debt-financing decisions of firms in our sample. Debt financing
Overall, the cross-country and within country diversity in debt-financing decisions of 4nd corporate

sample firms that we observe in the preliminary statistics might be related to the
disparity in corporate governance challenges facing firms across the sample countries.

Table II also reveals that firms in our sample exhibit disparity in ownership
patterns. For instance, the average percentage of direct shares owned by the largest
shareholder spans from a low of 10.0 per cent to a high of 58.8 per cent. The wide gap
between the minimum and maximum ownership concentration figures within each
country suggests the existence of within country variation in ownership concentration
of firms. In unreported results, we observe that the percentage of firms with a
controlling shareholder is the highest in Tunisia (i.e. 86.6 per cent of the sample firms
from Tunisia have controlling shareholders) while it is the lowest in South Africa
(ie. 57.3 per cent of the sample firms from South Africa have controlling shareholders)[2].
This figures show the disparity in prevalence (or lack thereof) of widely owned firms
across the African continent. As in the debt-financing decisions, we conjecture that the
cross-country and within country differences in ownership patterns could be attributable to
differences in agency problems that sample firms have to deal with.

The results in Table II also show within and between country diversity in the
characteristics of firms included in the sample. Firms in Zambia provided the highest
return on assets while those in Mauritius provided the lowest. Firms in Ghana had the
most volatile earnings while they experienced the most growth opportunities. On the
other hand, Mauritius and Zambia have firms that had assets with the highest
tangibility and longest maturities while Botswana, South Africa, and Tunisia have
firms with the lowest tangibility and shortest maturities.

We observe that the sample countries exhibit divergence in terms of perceived
corruption as evidenced by widely varying Control of Corruption index (which ranged
from a low of 1.245 to a high of 3.822). We note that Nigeria and Kenya were perceived
to have the most severe corruption while Botswana was perceived to have the least
severe corruption during the sample period. Furthermore, we note that the perceived
level of corruption was slightly lower for our sample countries compared to those
reported for sub-Saharan Africa in Asiedu and Freeman (2009). However, they were
slightly higher than those reported in Du (2008). In terms of macroeconomic conditions,
Botswana has the highest GDP per capita and its growth during the sample period.

4.2 Correlation analysis

To gain a further insight into how basic debt-financing and ownership pattern
decisions are correlated with firm and country characteristics, we compute Pearson’s
correlation coefficients between variables. The results in Table III, consistent with
financial theory, suggest that firm-specific factors, legal and financial institutions
and economic environment potentially influence firm-level debt-financing and
ownership structure decisions. In particular, such firm-specific factors as firm size,
number of years a firm is listed, non-debt-related tax-shield, and dividend payout ratio
are associated with higher levels of leverage ratios and greater use of long-term rather
than short-term debt. On the contrary, as expected, firm profitability is associated with
lower levels of leverage ratios. In addition, ownership concentration is negatively
correlated with leverage ratios while it is positively correlated with firm size,
profitability, non-debt-related tax-shield, number of years a firm is listed, firm level
investment, and debt maturity structure.

ownership
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We note that the correlation between country characteristics and debt financing Debt financing

decisions is a function of how we measure the latter. Firms in richer countries with
more market-oriented financial systems and lower levels of perceived corruption
tend to have higher total and long-term leverage ratios and long(er) debt maturities
while such countries tend to have lower debt-to-equity and short-term leverage ratios.
Finally, ownership concentration is likely to be negatively associated with higher levels
of perceived corruption and higher levels of GDP growth while it is positively related
with higher levels of GDP per capita and market-orientation in the financial systems.
Finally, we note that correlation coefficients between perceived corruption, financial
institutions, and size of the economy variables are very high. To keep the estimation
problem tractable and avoid problems of multicollinearity when estimating models
in the presence of high correlations, we develop slightly different specifications of the
models by excluding highly correlated variables.

4.3 Regression results

4.3.1 Corruption and debt-finance. The theoretical literature suggested that the
degree of corruption in a country will have a bearing on firm’s debt financing
and ownership structure decisions. In order to empirically verify the implications of the
theoretical proposition, a set of models with multiple proxies for firm-level debt
financing decisions, and ownership pattern as dependent variables were analysed. For
the purpose of ensuring that the results are robust, the models were estimated using
various estimation procedures including sys-GMM, GLS, and LOGIT estimation
procedures. Table IV presents parameter estimates based on sys-GIMM.

The literature typically considers various characteristics of a firm as proxies for tax
advantage; agency, bankruptcy and transaction costs, and information asymmetry and
analyses their role in the determination of firm’s debt financing decisions. Although the
focus of the present study is on the role of corruption on firm-finance, we control for
firm-specific characteristics such as firm size, firm growth opportunities, firm profitability,
earnings volatility, asset tangibility/maturity, and non-debt-related tax shield that are known
to affect firm-level debtfinancing decisions (see Harris and Raviv, 1991; Lemma, 2012,
Lemma and Negash, 2011, 2012, 2013a, b, 2014; Rajan and Zingales, 1995, among others).

Our results in this regard (see Table IV) are broadly consistent with both the
predictions of mainstream theories and the findings of other similar empirical studies.
In line with prior empirical literature, we find that larger firms tend to have higher
leverage and debt-to-equity ratios and also tend to use debts with long(er) maturity
than is the case in smaller firms. On the contrary, firms with higher and more volatile
earnings are likely to finance their investments using lesser debt than equity compared
to those firms with lesser profit and earnings volatility. Expectedly, asset tangibility
positively influences debt-to-equity ratio while it negatively influences short-term
leverage. Likewise, the longer the maturity of assets of a firm, the more likely that the
firm will have debts with longer maturity.

Also in tandem with the extant literature, we control for the financial system
orientation, size of the overall economy and its growth rate. The results indicate that
firms in countries with more market dominated financial sectors tend to have lesser
short-term leverage and debt with long(er) maturity. Likewise, firms in richer countries
are likely to have lesser short-term leverage, more long-term leverage, and more debts
with long(er) maturity. Also, we note that higher economic growth leads to firms using
more short-term leverage and more debt compared to equity.
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Table IV.
The effect of
corruption on
debt-financing




After controlling for key determinants of firm financing decisions, we find that the Debt financing
degree of perceived corruption has no significant influence on total leverage of firms in  4nd corporate

our sample. However, we observe that corruption has distinct and significant effects
when more refined measures of deb-financing are considered. Particularly, our results
indicate that firms in countries with higher levels of perceived corruption tend to use:
first, lesser levels of debt compared to equity; second, higher levels of short-term
liabilities; third, lesser levels of long-term habilities; and fourth, debts with
short-term maturities. The fact that we do not observe significant relationship
between severity of corruption and total leverage is perhaps due to the fact that total
leverage ratio is comprised of both short-term and long-term leverage ratios which
themselves tend to have opposing relationships with the corruption variable.

The finding in first is in contrast to our expectation (H1). A possible explanation for
this unexpected result is the manner in which the “debt-to-equity” ratio used in the
model is computed. Even if the sample firms used considerable amount of liabilities as
sources of finance, trade payables accounted for most of it. On the other hand, the
“debt” in the “debt-to-equity” ratio includes only loans and long term debts and
excludes trade payables. Thus, the dominance of loans (which tend to be of long-term
nature) and long-term debt in the measurement of debt-to-equity ratio means that the
relationship we observe between the two variables rather mirrors the one we would
expect between corruption and long-term debt.

Our findings in second, third, and fourth above corroborate our expectation that
companies in countries with higher levels of perceived corruption tend to use
short-term debt than long-term debt (H2). These findings are also consistent with the
notion that short-term debt are more common in more corrupt countries owing to the
better protection they provide to lenders. Our evidence suggests that the potential
“lender passivity” problem that firms in corrupt countries might exhibit was being
addressed through the extensive use of short-term debt which, in such environments,
provides incentives for lenders to enforce their claims and beneficial ex ante incentives
to borrowers.

4.3.2 Corruption and ownership patterns. With a view to gain some more insights
into how sample firms respond to failures in external corporate governance
mechanisms, we investigated the nexus between the degree of corruption in a country
and corporate ownership patterns at firm-level. We employed two groups of proxies to
measure firm-level corporate ownership patterns. The first group of proxies focus on
the degree of ownership concentration at firm-level measured by the percentage of
shares owned by the top shareholders in a firm. The GLS estimates of alternative
proxies are presented in Table V.

Pursuant to the rich literature on corporate ownership structure, we control for a
number of firm-specific and country-level factors in our model specification. The firm-
level control variables included firm’s total leverage, firm’s debt maturity structure,
firm’s dividend payout policy, firm-level investment, the extent of institutional
ownership in the firm, firm’s size, the number of years a firm is listed on a national
stock exchange, firm’s growth opportunities, firm’s earnings volatility, and whether the
firm is in a regulated industry or not. On the other hand, the country-level control
variables included the relative importance of capital markets over banking sector in a
country and the size of the overall economy and its growth rate. The overall results are
consistent with those in prior research and broadly corroborate existing ownership
structure theories. In contrast to the predictions of theory, we find that institutional

ownership
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ownership and the number of years a firm is listed in a national stock exchange Debt financing

positively influence ownership concentration.

Consistent with our expectation (H3), the findings show that the level of perceived
corruption in a country has an increasing effect on corporate ownership concentration
when the latter is measured by the percentage of shares owned by the top 20
shareholders (CON_20). This particular finding suggests that prospective minority
shareholders in countries marred with corruption are dis-incentivised from allocating
their financial resources in equity markets as contract enforcement and capital markets
regulation in such countries is compromised. This lack of incentive to prospective
minority shareholders led to the concentration of ownership in the hands of a few
block shareholders.

Another measure of corporate ownership pattern that we used in this study was
presence (or absence) of controlling shareholder. The results of logistic estimation
procedure are presented in Table VI and the findings generally confirm results reported
in Table V. In terms of the firm-level control variables, the odds that a firm in our
sample would have a controlling shareholder is higher if: first, it has long(er) debt
maturity; second, the largest shareholder is an institutional investor; and third, it is in a
regulated industry. At country-level, we observe that the more the financial sector of a
country is dominated by stock markets than banks, the less likely that a firm in such a
country is likely to have a controlling block shareholder. In addition, our results
indicate the likelihood that a firm in the sample would have a controlling shareholder
increases if it is operating in a richer country.

Obviously, the main focus of the present study is on the impact of the degree of
perceived corruption on corporate ownership pattern. We found a statistically
significant relationship between the severity of perceived corruption and the presence
of controlling shareholder. The sign of the estimated coefficient is consistent with our
expectation that the more severe is perceived corruption in a country, the more likely
that a firm in that country is to have a controlling block shareholder (H4). Our
interpretation of this finding is that investors in our sample countries respond to
weaknesses in the law enforcement institutions and the resulting uncertainty in
business environment and aggravation to the agency problem by holding controlling
block shares in the firms.

5. Conclusions

This paper sets out to determine the link between perceived corruption and corporate
governance decisions of firms in the African continent. Particularly, it aims to examine
the impact of perceived corruption on the debt-financing and corporate ownership
structure decisions of firms in ten African countries. While firm-level data were drawn
from the OSIRIS database maintained by Bureau DIJK data, country-level variables
were gathered from various web sites maintained by the WB. The data were examined
using a range of estimation procedures.

We contended that corruption renders law enforcement institutions ineffective and
hence distorts corporate governance. Further, we argued that firms in Africa respond
to severity of perceived corruption through debt-financing and corporate ownership
structure decisions. One of the evidences that the present study documents is that
perceived corruption is, indeed, important in shaping debt financing and ownership
structure decisions of firms in Africa. It suggests that companies in countries with
higher levels of corruption tend to use short-term debt than long-term debt. This, in
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turn, indicates that the potential “lender passivity” problem that sample firms in
corrupt countries might exhibit was being addressed through the extensive use of
short-term debt which, in such environments, provides incentives for lenders to enforce
their claims and beneficial ex ante incentives to borrowers. Our evidence also shows
that companies in countries with higher levels of perceived corruption tend to make up
for inefficiencies in contract enforcement, compromises in capital market regulation,
and uncertainties in business environment through increased ownership concentration
and block shareholding.

We draw three important implications from this finding. First, corruption could lead
to a situation where much of the debt-financing is overly skewed to short-term debt
which will further increase the probability of default as short-term debts create
liquidity pressure on firms (Diamond, 1991). And, the fact that companies in corrupt
countries would make lesser use of long-term financing implies that such companies
would have difficulty in financing long-term investments. Second, the higher corporate
ownership concentration and the higher propensity to have a controlling block
shareholders by firms in countries with higher degrees of perceived corruption means
that investment portfolio of owners of such firm is less diversified. In other words,
investors in the African continent are attaining better corporate governance only by
settling for not so well diversified investment portfolios. Thus, higher corruption in
Africa could trigger the occurrence of rather frequent bankruptcies and business
failures. Third, poor institutional protection of minority shareholders and the
prevalence of controlling block shareholders in more corrupt countries could lead to
expropriation of minority shareholders.

Notes

1. Whereas state capture is directed at influencing the content of laws and rules, administrative
corruption is directed to influence the implementation of existing laws and rules (World
Bank, 2000).

2. A firm, within the context of this study, is said to have a controlling shareholding if a
shareholder’s direct voting rights exceed 20 per cent. Widely held companies are those
without controlling shareholder.
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