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ABSTRACT OF THE DISSERTATION

Political Barriers to Market Convergence :

Electoral Systems, Political Coalitions, and Corporate Governance

Jaekwon Suh

Doctor of Philosophy in Political Science
University of California, Los Angeles, 2008

Professor Ronald Rogowski, Chair

This dissertation is about the political causes and the economic consequences of
corporate governance. [ began this project with a big question: why have significant
reductions in geographical and technological barriers to international trade and
investment not led to greater market integration. Building on a two-step sequential causal
model running from electoral systems, via corporate governance to national competitive
prices, I answer three specific questions: how electoral systems shape political coalitions
among corporate stakeholders (entrepreneurs, workers and rentiers); how government

regulations from the political coalition reformulate the market environment; and how
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firms adapt themselves to the market environment? Formalization of the theories and
empirical tests are conducted in three independent but interrelated essays of the
dissertation.

The first essay, titled “Why People Pay Less under Majoritarian Systems”
demonstrates two points: 1) majoritarian electoral systems tend to produce a corporate
governance structure that favors rentiers in the financial capital market while proportional
electoral systems tend to produce a corporate governance structure favoring workers in
the labor market; and 2) firms set different prices in goods and service markets depending
upon the corporate governance structure which determines the level of market
competition. To confirm this two-step sequential causation, I conduct two-stage least
square regression analysis of cross-national variation of purchasing power parity.

The second essay, titled “Corporate Governance under Proportional Electoral
Systems.” 1 elaborate upon the first step of the theoretical model in the previous essay by
detailing the political process involved in electoral competition. Based on a multi-stage
game-theoretic model of three-party competition under proportional electoral systems, I
find that the electoral threshold — a minimum percentage of votes a party must receive to
acquire at least one seat in parliament — has a negative effect on the degree of minority
shareholder protection and ownership dispersion. This finding represents an important
modification to formal models in the political economic literature that tend to omit the
political process for convenience’s sake during optimization. Using simple regression
analyses, empirical tests confirm the effect of electoral threshold on minority shareholder

protection and ownership structure.
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The third essay is titled “Asset Specificity, Corporate Governance and Market
Competition: Consumer Price Implications.” This essay refines the second-step of the
theoretical model in the first essay linking corporate governance types to competitive
price levels. Based on oligopolistic competition models whether there is competition with
or without delegation between owners and managers, I show that firms under blockholder
type corporate governance set prices higher than counterparts under the shareholder type
of corporate governance. Utilizing industry level observations, empirical tests confirm the
effect of corporate governance on industry level-prices measured by industrial
concentration, but only with a subset of advanced countries. By relaxing a theoretical
assumption about firms’ choice of competition strategy, I show that corporate governance
exerts a nonlinear effect on price levels between middle-income developing countries and

high-income advanced countries.
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CHAPTER 1

Why People Pay Less under Majoritarian Systems?:

Electoral Systems, Corporate Governance and Price
1.1 Introduction

National competitiveness refers to “the ability... to produce goods and services
that meet the test of international markets and simultaneously to maintain and expand the
real income of its citizens.” (Buckley et al.,, 177) In recent years, the widening and
deepening of globalization has generated a great deal of interest in this concept.
Multinational corporations and investors weigh national competitiveness in their
decision-making. International organizations and foreign consultants rank countries by
their national competitiveness. And foreign governments recognize that national
competitiveness is essential to surviving—if not prospering—in an increasingly
integrated global economy.

The growing relevance of national competitiveness gives rise to an important
question: how can one measure national competitiveness? Though there are numerous
indices, in this study the focus is on the price level of goods and services. How do prices
affect national competitiveness? All things being equal, the lower a country’s price, the
higher a country’s national competitiveness. This is because, from the perspective of
producers, lower prices reduce wage pressures, improve government services (due to

limits on rent seeking), and ease access to factors of production. It is also because, from



the perspective of consumers, lower prices increase the purchasing power of disposable
incomes.'

While the theory underlying the benefits of low prices is largely economic, price
setting itself is frequently political. Because governments play a role in allocating scarce
resources and privileging certain sectors over others (even in democratic countries), price
setting cannot be divorced from politics. If so, how does politics affect prices? Or, to put
it slightly differently, is there a political explanation for price differences across
countries? This paper answers this question by, first, examining the relationship between
electoral systems and prices; and, then, examining an intervening variable that has
received insufficient attention in previous studies on the relationship between electoral
systems and prices: corporate governance.

Defined broadly, corporate governance refers to private and public institutions,
including laws, regulations and accepted business practices, which together govern the
relationship between corporate managers and entrepreneurs, on the one hand, and those
who invest resources in corporations, on the other hand. Investors can be rentiers such as
shareholders and creditors and workers as suppliers of human capital. (Olman 2001, 13)
In Short, corporate governance is a bundle of institutions regulating two factor markets
for production: the financial market and labor market.

In paying greater attention to this bundle of regulatory institutions, the study

draws on two previous studies. The first is Rogowski and Kayser’s (RK) political

' One might suggest that this assertion is too strong because prices measured by purchasing power parity
cannot account for the quality of goods and service. Nevertheless, it is not possible to deny there is a
welfare loss from higher prices.



explanation of prices (2002), which suggest that majoritarian electoral systems have
lower prices than proportional systems. The second is Pagano and Volpin’s (PV) political
explanation of corporate governance (2005), which contends that majoritarian electoral
systems bring about higher levels of shareholder protections at the expense of
employment protections, while proportional electoral systems tend to result in higher
levels of employment protections at the shareholders’ expense.

Both of these studies point to electoral systems as the ‘political’ determinants of
their respective dependent variables: RK explains price differences and PV explains
differences in types of corporate governance. But what if the variation in prices is a
function of different types of corporate governance, which is a function of different
electoral systems? That is, what if corporate governance mediates the relationship
between electoral systems and prices? Actually, these “what if” statements underpin the
argument advanced in this study.

This argument is based on a two-stage sequential model. The first step
concentrates on how different electoral systems generate different types of corporate
governance, which captures a summary of two factor market situations. The second step
brings in a firm’s decision-making strategy on prices in the market for goods and
services.” This paper contends that price depends on a firm’s profit maximizing behavior
constrained by a given country’s type of corporate governance. The paper sets out to test

the following proposition. Two equilibriums are found in a simple two-stage price setting

? As far as corporate governance is concerned, “firms” are limited to listed corporations in the stock market.
Even with this limited definition of the firm, this paper’s argument on prices at the national level is tenable.
This is because those listed firms’ shares in national economic activities should be large enough to affect
the economy in general.



model: A majoritarian electoral system leads to a low price equilibrium, while a
proportional electoral system leads to a high price equilibrium. Majoritarian electoral
systems tend to produce a corporate governance structure that favors rentiers in the
financial capital market. Proportional electoral systems tend to produce a corporate
governance structure favoring workers in the labor market. Emphasizing the firm’s
decision-making strategy, I show why a firm bids differently for the price in goods and
service markets depending upon the corporate governance structure (blockholder or
shareholder).

The remainder of this paper is divided into three sections. The first section
presents the theoretical intuition behind incorporating corporate governance into a model
of electoral systems and prices. The second section provides the empirical implications of

the model. The final section discusses related research issues and concludes.

1.2 Theoretical Model

This section will present a theoretical model that demonstrates how corporate
governance mediates the relationship between electoral systems and prices. The model is
based on a two-stage sequential game played across two factor markets and a product
market. The two-stage sequential game illustrates, first, how electoral systems shape the
type of corporate governance, and then, how firms set prices in a product market given a

type of corporate governance.

1.2.1 First Stage: Factor Markets



1.2.1.1 Agents

The first stage of theoretical model shows how a certain type of electoral system
results in a certain type of corporate governance. PV (2005) provides the base framework
for this game. Three agents are assumed: Entrepreneur, Rentier and Worker. These three
agents have a significant stake in the type of corporate governance, and will behave
strategically to acquire the type of corporate governance that maximizes their perceived
benefits. As mentioned previously, the type of corporate governance corresponds to a
bundle of institutions regulating the capital and labor markets. Shareholder protection is
the key issue between rentiers and entrepreneurs in the capital market. Employment
protection is the key issue between workers and entrepreneurs in the labor market.
Entrepreneurs establish firms by hiring workers and raising capital. They are assumed to
produce goods and services at a minimum cost. That is, they attempt to minimize labor
(wage and worker’s welfare) and capital costs (dividends and interest payment to bonds).
Toward this end, entrepreneurs become involved in the political arena to limit challenges
from labor and rentiers as well as extract regulatory decisions from governments that
institutionalize limits on these challenges. They also become involved in the economic
arena to increase the operating efficiency of their firm.

In the political and economic arena, entrepreneurs may confront three possible
scenarios. The first and most preferred of the three is when entrepreneurs have exclusive
control of their business vis-a-vis other factor owners. In this case, entrepreneurs
consistently replace less productive with more productive workers and constantly exploit

rentiers by concealing business accounts and other important financial information. This



first scenario is, by and large, untenable in mature democracies as numerous
constitutionally protected avenues—chief among them the right to vote—allow workers
and rentiers to influence labor market and corporate regulations that guard against such
practices.

The second and the third scenario are more tenable but less preferred. In these
cases, entrepreneurs strike a deal with labor or rentiers to form a coalition. The coalition
allows entrepreneurs to gain greater, though not exclusive, control of their assets and
therecby keep down production costs. Thus, for example, in the second scenario
entrepreneurs may concede employment protections in exchange for the recognition that
entrepreneurs can control their assets without undue influence from rentiers. Or, to
provide another example, in the third and least favored scenario entrepreneurs agree to
make business accounts and financial information more transparent in exchange for
regulations that ease wage pressures. As an aside, it is important to point out that going
public can place additional stress on an entrepreneur since it simultaneously weakens
their bargaining leverage against employees.3
Rentiers want strong investor protections in capital markets to limit the private benefits
extracted by entreprencurs at their expense. Banks, pension funds, investment companies,
and small private investors are all concrete examples of rentiers. They have clear and
coherent political preferences not to mention clear and coherent political strategies.

Protecting their economic interests comes first and foremost. Lobbying politicians and

? During a business downturn, going public can give entrepreneurs a means of demonstrating that they are
facing a hardship and help them gain bargaining leverage against employees. Nevertheless, choosing this
option is not straightforward because entrepreneurs are afraid that going public will hurt their managerial
autonomy even after the business recovers.



mobilizing drifting voters are the desired means toward this end.* Moreover, though they
do not compete with politically organized workers directly, rentiers know that there is a
zero-sum relationship between their economic gains and workers’ interests—the higher a
firm’s labor costs, the lower rentiers’ profits. They therefore prefer a type of corporate
governance that prioritizes both investor protections and increases labor market freedoms.
Although they want entrepreneurs to keep corporate accounts open, they rightfully worry
that doing so will increase wage pressure.

Workers want to restrict the entrepreneurs’ right to dismiss them without just
compensation. Employment protection from layoffs without said compensation provides
workers with greater bargaining leverage in relation to employers. But getting this
leverage is not easy. Although workers are the largest fraction of the organized electorate,
they are typically spread out across multiple voting districts. Furthermore, they lack the
same kinds of pecuniary resources that rentiers have to lobby and mobilize drifting voters.
For these reasons, even though they are assumed to share a class-identity,” workers must
form a coalition with either entrepreneurs or rentiers to influence the shape of corporate

governance. In forming a coalition, workers tend to side with entrepreneurs rather than

* PV assumes that rentiers are heterogeneous, which will make the rentier group into a politically passive
agent. 1 think that this assumption is increasingly losing its relevance. Instead, it is plausible that
unorganized workers, self-employed workers, and small business owners will share common interests with
rentiers and will form a coalition against organized workers. For instance, temporary employed workers
can share interests with rentiers in support of a flexible labor market regulation. As actual happened in
South Korea in August 2006, small business owners in Ulsan and Pohang industrial areas took counter-
measures against labor strikes, accusing them of being primarily responsible for the economic slowdown.

5 This does not necessarily mean that entrepreneurs and rentiers share the same class identity. The key
feature of this informal model is that it relaxes the assumption of confrontation along a traditional left-right
issue continuum, Even the degree of workers class unity varies depending on cultural and historical
characteristics in the countries of interest (path-dependent). In addition, currently workers are given of
derivatives (based on a firm’s profits), which will tend to blur class identity in the traditional sense.
However, we assume it is exogenously given and therefore holds constant.

7



rentiers because they are location specific.® In sum, the type of corporate governance

workers prefer consists of higher employment protections and lower investor protections.

1.2.1.2 Electoral Systems

There are many dimensions on which to categorize electoral systems: ballot formats,
district size, electoral formulas and so on. Nevertheless, electoral systems are broadly
dichotomized in two ideal models: majoritarian (plurality) and proportional. PV captures
the key difference between majoritarian (plurality) and proportional systems by
suggesting that winning a majority of districts is crucial in the former, while winning a
majority of the votes is crucial in the latter.” Though this is a useful distinction, better

operationalization of electoral systems covering all variations between the two ideal

81 do not take into account a fourth scenario, a rentier-worker coalition, because entreprencurs are assumed
to have the flexibility to either close their business or relocate. This point differentiates the paper from two
previous studies on corporate governance. First, compared to PV’s entrepreneurs who establish firms first
and then change contracts with production factor owners after observing how productive they are ex post ,
the entrepreneurs in this paper are more strategic in the sense that they make political calculations before
setting up their firm. That is, it is unlikely that they would run their enterprise under strong shareholder
protection and tight labor market regulations. Second, compared to Gourevitch and Shinn (‘GS’ 2005), |
treat rentiers as a homogenous and coherent group. Decomposing this group into internal and external, GS
takes into account rentier-worker coalition in the name of property-voice model of corporate governance.
They therefore arrive at a factor and asset specific arguments to changing circumstances, where workers, to
protect their pension funds or to protect their jobs, may find it strategically useful to challenge managers
with the aid of external investors. Obviously, GS offers an explanation that is more micro-oriented than the
one offered in this paper. Since its primary purpose is to explain the indirect effect of electoral rules on
‘aggregated’ price levels through corporate governance at country-level of analysis, the explanation in this
paper is inherently more macro-oriented than the one offered in GS. Besides rentier-worker coalition, I do
not consider the ideal relation of production in which all three agents are self-limiting and cooperate with
one another as well.

7 PV relies on a causal mechanism that connects electoral rules to corporate governance by focusing on the
degree of homogeneity for each agent: proportional voting pushes political parties to cater more to social
groups with homogeneous preferences (entrepreneurs and workers) whereas majoritarian system pushes
them to cater more to social groups with heterogencous preferences (rentiers). However, PV’s reasoning is
conditional. For instance, PV’s sense that heterogeneous groups are given an advantage under majoritarian
systems is tenable only with a key restriction: the parties must be equally effective in delivering transfers to
any groups. Otherwise, majoritarian systems are not guaranteed to grant an advantage to heterogeneous
groups (Dixit and Londregan 1996).



models is possible. As such, this paper uses a measure derived from the seat-vote
elasticity.®

The seat-vote elasticity formula is based on the idea that every electoral system
translates a party’s share of votes into a share of seats in a given office (RK, 529). In this
case, the given office is the legislature. The core insight is that more majoritarian systems
are characterized by higher seat-vote elasticity and more proportional systems are
characterized by lower scat-vote elasticity. The seat-vote elasticity of mixed electoral
systems is located between these two prototypical systems.’

The key to understanding the effect of electoral systems on corporate governance
formation 1s to specify the entreprencurs’ strategic choice under a certain type of electoral
rules. Entrepreneurs do not hold a prior ideological bias, are able to freely locate their
enterprises, and can, if so inclined, adjust production technology to a given set of factor
endowments. Depending upon the electoral system, they form a coalition with either
rentiers and workers, tipping the political balance of power in their favor in either case.

Entrepreneurs are, therefore, politically opportunistic in the sense that they can form
a coalition with either rentiers or laborers to maintain control business assets as well as to

keep production costs down. Entrepreneurs reason that higher scat-vote elasticity under

8 Taagepera and Shugart (1989) have developed the following power function to approximate every extant
electoral system):

L-v7/Sy*
party’s vote share, L; is iy party’s seat share in legislature. t is treated as seat-vote elasticity. Taagepera and
Shugart approximate t’s 2.5 in a typical single member district and 8 in ‘winner-take-all’ US Electoral
College (RK, 529). Thus, T for a perfect proportional electoral system will be 1,
® For empirical tests, this paper will use categorical rather than continuous variables to measure electoral
systems. There are two reasons for using categorical variables. First, seat-vote elasticity is a theoretically

derived, not measured on a calibrated one-dimensional scale. Second, even if it can be measured, doing so
lies outside the scope of this paper.



majoritarian rule tends to give an advantage to rentiers and, by contrast, lower seat-vote
elasticity under proportional rule favors workers. For instance, assume that there are two
prototypical electoral systems: single member districts with majority rule and one
national electoral district with proportional rule. Resourceful candidates representing
rentiers tend to have the upper hand in appealing to drifting voters in one single member
district under majoritarian rule than in one unified national district under proportional
rule.'® On the contrary, class oriented candidates representing workers who are regionally
dispersed but make up the largest fraction of the electorate should be capable of taking a
large fraction of seats in legislature under proportional rule because it minimizes the
number of votes which would be lost otherwise.

Because they are ideologically unbiased and have significant discretionary power in
choosing production technology and location, entreprencurs have fewer incentives to run
their business under politically unfavorable conditions.'’ For instance, where workers
possess political clout (i.c. strong union), it is unlikely that entreprencurs will establish
labor-intensive business or engage in efforts to weaken workers’ political power. Even
though this paper does not aim to build an open economy model, this logic can be applied

to established firms because dissembling the production process and relocating

' Similar to the rationale presented in footnote 7, this paper employs a different logic for electoral
outcomes than the one offered by PV, which bases its reasoning on agents’ heterogeneity. Here, rentiers are
characterized as having clear economic and political preferences. This fact is gaining more ground recently
as financial globalization deepens. Private investors, pension beneficiaries and even bank account holders
are organized and represented by institutional investors. However, even if the financial globalization
phenomena renders rentiers less location-specific, they are assumed in this paper, just as a factor owners, to
be hired by entreprencurs. An extension of this closed economy model to an open economy model will be
attempted in future work.

" This assertion is similar to “natural selection” in revolutionary biology. Institutional complementarities
arguments regarding cross-national economic performance and a variety of capitalism arguments can be
interpreted in the same context of this assertion.
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production segments are easier. In short, entrepreneurs select the political circumstance
they want for the ideal relationship of production and production technology for the
target product.

The same reasoning can be applied to corporate governance formation. Knowing
rentiers’ and workers’ preferences on regulatory policies for two factor markets and the
effect of the electoral rule on the political power balance between the two factor owners,
the entrepreneur behaves opportunistically in forming a winning coalition. Thus, under
majoritarian rule, the rentier-entrepreneur coalition gives rise to higher investment
protection and lower employment protection. Under proportional rule, worker-
entrepreneur coalition brings about lower investment protection and high employment
protection. For terminological convenience’s sake, we call the former the shareholder

model and the latter the blockholder model.

1.2.2 Second Stage: Product Market

This sub-section considers the second stage of the theoretical model in which prices
are determined between firms (supply) and consumers (demand) in product markets.
Although both the firms and consumers are often treated as price-takers in competitive
markets, I treat the firm as a price tenderer and the consumer as a price-taker under
different types of corporate governance (blockholder or shareholder). There are three

reasons for the “firm-as-market-maker assumption.” First, the very notion of corporate

11



governance is inconsistent with a competitive market.'? Second, in contrast to previous
research such as RK’s consumer-biased price regulation model, more attention needs to
be paid to the producers’ side.” Third, the theory of the firm is based on the firm as a
price-setter rather than a price-taker. This understanding of a firm is similar to Spulber’s
understanding of a firm as intermediaries (1999).

Rather than formalize an exhaustive game, | address two critical questions: How
does the type of corporate governance influence the price a firm asks? How likely are

consumers to take the asked price?

1.2.2.1 Firm’s price asking as a function of wealth structure

To answer the first question, I start by specifying the firm’s primary sources of
wealth. For simplicity’s sake, | assume that a firm’s wealth comes from two sources.
One is from the sales of products; the other is the value of the enterprise itself. Both sales
and the value of the enterprise are positively related insofar as increasing profits from
sales increases how much a business is worth. However, it is important to point out that

the sales and the value of the enterprise weigh differently in the decision-making calculus

21f one suggested that ‘invisible hand’ governs the competitive market, 1 would reply, “What is the
invisible hand?” Once governance matters in a competitive market, the market is not purely competitive,

" Basically, three central features of RK’s model would weaken the producer’s political leverage. 1)
Legislative support (vote) is assumed to be independent of monetary support. In reality, both are closely
related. The monetary contribution from the producer can be more important for politicians because they
utilize it in mobilizing voters. As a result, RK’s model downplays the producer's monetary contribution. 2)
The producer’s profit is assumed to be unrelated to price. If a producer’s vote is a function of profit, her
voting behavior must depend on price since profits are factored into prices. Once the price factor is taken
into account in the producer’s political support function, the politician must weigh these sources of
legislative support. 3) Consumers are not as homogenous as producers. Therefore, it is difficult to consider
that the consumer as a special interest group is as powerful as a producer in this political game.
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of the firm. Their relative weight, as I will discuss below, depends on the type of
corporate governance.

Firms tend to place more emphasis on sales under blockholder types of corporate
governance than shareholder types. There are two reasons that this is the case. First, the
existence of a developed financial and stock market is a precondition for a firm to
maximize the value of its enterprise. Unfortunately, firms are rarely motivated to
maximize their value since blockholder forms of corporate governance tend to be
accompanied by less developed financial and stock markets. Second, under blockholder
types of corporate governance, firms tend to pay higher welfare costs and/or face greater
wage pressure because they must deal with stronger and thereby more demanding labor
unions.'* Operating with a narrow profit base and confronting greater cost pressures,
firms have an understandable incentive to set prices high.

In contrast, shareholder types of corporate governance give firms greater discretion
to pursue profit-seeking activities. The logic underlying this claim requires some
elaboration. Suppose a firm can be decomposed into manager and the board of directors
(representing shareholders). As a price tenderer, the professional manager has fewer
incentives to increase prices to maximize profits than owner-mangers in a firm under
blockholder corporate governance. This is because under a shareholder form of corporate
governance a more competitive labor market eases cost pressures on managers. This is

also because, even in the case of a business downturn, a firm has few incentives to raise

' Why a firm would take for granted such factor market situation is not an issue in this second stage. It is
previously determined by a political coalition between either of factor owners and entrepreneurs, who sets
the firm based on production technology and factor endowments during the first stage.
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prices under the shareholder type of corporate governance but may instead try to boost
the turnover of capital by reducing markups.'® The third essay of this dissertation will
explain this point using oligopolistic competition models (refer to Section 3.4.2). Instead,
I elaborate it with verbal illustrations. Note that a manager’s primary goal is to avoid
being fired by the board of directors (representing the interest of shareholders) and
maintain her managerial autonomy. To do both, the manager should keep the value of the
firm from falling in the stock market. Because the stock value is a reflection of the public
judgment of the firm’s potential, a manager can emphasize the turnover of capital and
reputational factors over the bottom line to keep her job and retain autonomy. At least she

can employ these methods in the short term.'®

1.2.2.2 Consumer’s choice as price-taker

"’ Theories and empirical evidences in business management studies on determinants of firm profitability
support this claim. First, flexible labor markets under sharcholder type corporate governance tend to induce
firms to use standardized production technologies and, therefore, produce standardized products. The
higher the degree of product standardization, the higher market competition. Competitive markets tend to
cause firms to cut prices more frequently to obtain greater volumes in an economic downturn (Schoeffler et
al. 1974). As a result, firms under shareholder types of corporate governance tend to have more incentive to
keep their market share at the expense of markup loss during a business downturn. Second, financial risk
measured by the debt-equity ratio has a negative association with firm profitability. Relatively developed
financial markets help firms reduce this kind of financial risk under sharcholder types of corporate
governance (Arditti 1967; Hall and Weiss 1967; Gale 1972; Barker 1973). If we assume that pricing is
directly related to profits, firms under sharecholder types of corporate governance tend to have less
incentives to raise prices to achieve the same level of profit as their counterpart under blockholder types of
corporate governance.

' This may sound strong. More concretely, managers may make a decision by price-profit elasticity and
reputation-profit elasticity. Nevertheless, it is more probable that a firm relies on reputation-profit elasticity
under shareholder type corporate governance. This claim is supported by the fact that mergers and
annexations are the main tools used for rationalizing business under shareholder corporate governance. In
the case of a fatal business downturn, a firm takes these tough measures to quickly improve its business
reputation, which cannot be expected through price changes. This is because these tough measures are
usually followed by mass layoffs, which are expected to relieve immediate cost pressures on firms from
labor market.
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So far, in terms of firm’s pricing behavior, I have explained the reason that firms
under blockholder type of corporate governance have less incentive to lower prices than
counterparts under shareholder types. The problem that remains to be solved is that the
price’s determination occurs when the consumer accepts the tendered price. This leads to
the following questions: why in the case of the blockholder type, should the consumer
take the higher price? In the case of the shareholder type, why should a firm refrain from
raising the price?'’ The answer lies in understanding the nature of the consumer, which is
a composite and heterogeneous group, rather than a coherent and homogeneous group.

Under the blockholder type of corporate governance, relatively speaking, the largest
portion of consumers should be the protected workers. Their average income and welfare
level should be relatively higher than their counterparts under the shareholder type of
corporate governance. In this case, even consumers have greater incentives to accept high
prices for the following reason. Firms tend to take specialized and high-skill production
technologies due to firm-specific (or industry-specific) job training systems and
accompanying tight labor markets. Accordingly, firms tend to make quality-oriented
products as well as a variety of product portfolios. In this case, consumers are more
willing to pay higher price to enjoy quality products, knowing that their economy is
sustained by higher price and that they can, otherwise, withstand the worst case, job loss.

In contrast, under the shareholder type of corporate governance, a significant

proportion of consumers are politically marginalized workers, whose average income and

"7 This question is qualitatively different from the questions answered in the previous subsection—why do
firms under shareholder type corporate governance have less incentive than their counterparts under
blockholder types of corporate governance? In other words, what is the source of firms’ self-limitations in
terms of pricing, not from comparative perspective across corporate governance systems?
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welfare levels should be relatively lower than their counterparts under the blockholder
types of corporate governance. In this case, a firm has a lower incentive to raise price
because, in particular, the manager would prefer to maintain flexibility in the labor
market and the high rate of turnover in product markets. Given the consumer's limited
income, higher prices will cut into a consumer's purchasing power in the product market.
Reduced purchasing power would threaten the firm's ability to continue generating profits
(due to increasing rates of turnover) and could hurt the firm's industrial relations since the
slack business can lead to inevitable layoffs. For all of these reasons, firms have less
incentive to push up prices under shareholder type of corporate governance.

Before moving forward, it may be useful to review what I have covered thus far. I
have argued that electoral systems affect the type of corporate governance and that the
type of corporate governance can affect prices. I then discussed the theoretical logic
linking electoral systems to different forms of corporate governance and different forms
of corporate governance to different prices. I showed why there is likely to be lower
prices under shareholder types of corporate governance and higher prices under
blockholder type corporate governance. The next section reviews empirical evidence in

support of the arguments outlined so far.

1.3 Empirical Tests

1.3.1 Description of Data

1.3.1.1 Case Selection

16



The most important constraint for case selection is data availability of the corporate
governance measurement since the primary contribution of this paper is to show how
corporate governance mediates the effect of electoral systems on price. Gourevitch and
Shinn (‘GS’ 2005) include the largest number of countries in their corporate governance
measure but provide only one observation for each country. To obtain more observations,
I impute the corporate governance measure with Fraser Economic Freedom Index (EFI)

by benchmarking GS’s dataset. Together I have 462 observations from 33 countries over

14 years from 1987 to 2000.

Table 1.1 Country Selection

Asia/Oceania The Americas Europe Row Total
OECD Australia, Japan, Canada, Mexico, | Austria, Belgium, Denmark,
New Zealand, US Germany, Greece, Finland,
South Korea, France, Ireland, Italy, 24
Turkey Netherlands, Norway,
Portugal, Spain, Sweden,
Switzerland, UK
Non-OECD India, Israel, Argentina,
Malaysia, Brazil, Chile, 9
Philippines, Venezuela
Thailand
Column Total 10 8 16 33

Table 1.1 shows that the non-OECD group is less represented in this sample (24
OECD countries vs. 9 Non-OECD countries). This kind of selection bias is unfortunately
unavoidable for two reasons. First, the majority of non-OECD countries are non-
democratic so elections and, by extension, electoral systems do not matter. Second, in

non-OECD countries, it is too early to put market democratization at the center of public

17



debate. For the same reasons, the African group is totally omitted from the sample. Both

RK and PV suffer from the same selection bias issues for the same reasons.

1.3.1.2 Dependent Variable: Price

The measurement of price level should satisfy two conditions to conduct a proper
empirical test. First, they should be comparable across countries. Second, they should
indicate the purchasing power of disposable income for average people. Penn World
Table Mark 6.1, which conveniently presents all Purchasing Power Parity data in dollar
equivalents cross-nationally indexed to a base value of 100 for the United States,
provides a price measure fulfilling the aforementioned requirements.

In this subsection, I provide summary statistics on prices by two kinds of

institutional categories: Electoral systems and Legal Origin of Commercial Law.

By electoral systems. Figure 1.1 offers a visual presentation of price comparison by
electoral systems. The right box (proportional electoral systems) covers higher scales on
the y-axis than the other electoral systems (plurality and mixed). Although median price
denoted by the horizontal line in the middle of the box is not especially different between
plural systems and proportional systems, mean price looks quite different in Table 1.2.
While average price difference between plurality and mixed systems is 5, a 20 point

difference separates plurality from proportional systems. The reason for using three,
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instead of dichotomous, categories for electoral systems will be discussed in the

following subsection describing explanatory variables.'®

Figure 1.1 Price Comparison by Electoral Systems

200

Price Comparion, by Electoral System

Wixed

Table 1.2 Summary Statistics of Price by Electoral System

Prop

Elec Sys No. Obs. Mean St. Dev. Min Max Ex. Countries
Plural 132 76.6 36.7 17.1 160.8 E?;:;If:g) 1PN
Mixed 67 72 34.5 249 | 1835 I’jl‘l’;l ((‘I’)rg);g\}*

Proportional 263 98.7 32.8 36.6 181 ;‘1’;; TC%}E’;{{VGE FIN

'® This numerical gap relates to the fourth question raised by RK’s formal derivation of the effect of seat-
vote elasticity on price regulation if a mixed system is located between a SMD (single member district) and

a proportional system according to the magnitude of seat-vote elasticity.
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In terms of individual countries, India is the least expensive and pre-electoral
reform Japan is the most expensive country (Refer to Table 1.4 for electoral rule changes).
Argentina, Chile and Brazil in the late 1980’s and Turkey have the lowest prices, while
Switzerland and the Scandinavian countries have the highest prices among countries with
proportional rule. Among countries with mixed electoral systems, Germany and post-
reform Japan appear expensive, while pre-reform Philippines, Mexico and Venezuela are

ranked at lower levels of the price index.

By origins of commercial law. It is also important to compare price differences to legal
origins because legal origins of commercial law is taken as the instrumental variable (IV)
for two-stage least square estimation (2SLS) conducted in this paper. As an IV, this
variable should have a systematic relationship with the dependent variable at the first
stage (corporate governance) and, at the same time, should not have a systematic
relationship with the dependent variable at the second stage (price).'’

La Porta, Lopez-de-Silanes, Shleifer and Vishny (LLSV) have already paid
attention to the origins of commercial law to explain cross-national variation of corporate
governance (1998). They argue that English legal origin (Common Law) tends to bring
about corporate governance type characterized by strong investor protections and

dispersed ownership structures. In contrast, to my knowledge, there have been no studies

' The most popular and casiest way to verify whether an IV is a good instrument is to check the correlation
coefficients between the variables of interest. But it is difficult to rely on this method in this case because
the legal origin variable is categorical. As a result, whether legal origin is a nice instrument or not is a
theoretical question. In this connection, Jeff Lewis suggested that it is possible that legal origins have a
systematic influence on price via such a third factor such as corruption. But, at this point, I cannot speculate
what may be the causal connection between these two variables. Thus, I decided to rely on my own
Jjustification for using legal origins as an instrument.
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theoretically or empirically explicating the linkage between legal origins and prices. For
the sake of confirming the legal origins of commercial law as a working IV, it is
necessary to check whether English legal origin brings about lower price than the other
legal origins. Note that the main hypothesis at the second stage of the theoretical model is

that sharcholder type corporate governance contributes to lower prices.

Figure 1.2 Price Comparison by Legal Origins

Price Comparion, by Legal Origins
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Figure 1.2 compares prices by legal origins of commercial law. At first glance,
those countries with German and Scandinavian legal origins seem to have higher prices
than those with English and French legal origins. When prices are compared between

English and French legal origin, however, French legal origin (Civil Law) is no more
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expensive than English legal origin (Common Law). Table 1.3 provides summary
statistics of price by legal origins, demonstrating that French legal origin has the lowest
mean price but is not markedly different from English legal origin’s price. Both visual
and numerical price comparisons suggest that the legal origins do not explain prices in
the manner predicted by LLSV. Thus, the legal origins are qualified as a proper [V for

conducting 2SLS.

Table 1.3 Summary Statistics of Price by Legal Origins

Legal Origin Mean St. Dev. Min Max No. Obs. Ex. Countries
English 77.5 29.9 17.1 1102 140 II:I(I);;l 1[1;112 reland
French 73.2 28.8 24.9 132.3 196 ;‘1’; I;I;I; BEL, NDL
German 120 328 49.9 183.5 70 Iﬁj’;} 1}1?15 CHE

Scandina 1304 13.9 96.0 159.3 56 ;?;1 FSI\T,E

In terms of price competitiveness, the French legal system’s performance is
comparable to the one of English legal origin. The Philippines has the lowest real price.
France, Belgium and the Netherlands have the highest price in the French legal origin
category. In the English legal group, India has the lowest real price, while UK and Ireland
have the highest real price.

The important thing to take from these preliminary assessments is that, whether by
electoral rule or by legal origins, it is not easy to confirm a systematic effect of political
and legal factors on prices with simple summary statistics. One thing, however, is clear:

when identifying countries with the lowest and the highest prices for each group, a
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country’s wealth is an important determinant of price levels. Now I use regression to test

the effect of electoral rule on prices, controlling for the level of economic development.

1.3.1.3 Explanatory Variables

EFI (Economic Freedom Index). To check the causality outlined in the theoretical
model, I use the major component indices of EFI (Fraser Institute 2005) such as
government size (GovSize), property rights (PRPT), sound money (MNY), tariff (TRF),
regulatory trade barrier (TDBAR), international capital market control (ConCPT), credit
market control (ConCRD), labor market regulation (LabReg) and business regulation
(BizReg). Although government regulation is not directly translated into corporate
governance, it provides useful information about the institutional environments in which
firms operate. All components are listed on a 1 to 10 scale. Higher scores imply score
more liberal economic systems.

GSmsp. Gourevitch and Shinn’s corporate governance index (2005, 48). They measure
this proxy variable by averaging 4 sub-indices of corporate governance: disclosure and
audit, board independence, control rules, and managerial incentives. The scale is 0-100.
The higher value of this proxy implies that the corporate governance type is closer to
shareholder type.

Frasreg: Computed Corporate Governance. Since the above GSmsp is available only for

the year 2000, I compute my own scale Frasreg as a measure of corporate governance

from EFI data to obtain panel data. The EFI is revised every five years, thus for the year
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that it is revised and the four years that follow 1 use the same EFI value (under the
assumption that governance is relatively stable over that short period).

Plural, Mixed and Proportional: These are Dummy Variables for Electoral Systems. I
use the electoral laws for the national assembly (the lower chamber in two chamber
system) to measure this variable.”” The primary source for this categorical variable is
Colomer (2004). Table 1.4 provides the full list of countries' electoral systems and

electoral rule changes.

Table 1.4 Electoral System and Electoral Rule Changes

Plurality Mixed Proportional
Argentina, Austria, Belgium,
Australia, Canada, France, Italy, Japan, Mexico, Brazil, Switzerland, (;hile,
) . South Korea, Denmark, Germany, Finland,
Year 2000 UK, India, Malaysia, N :
Thailand. US ew Zegland, Greece, Spain, Ireland, Israel,
? Philippines Netherlands, Norway, Portugal,
Sweden, Turkey, Venezuela
&= Italy (1993), Venezuela(1989)
New Zealand (1993), Japan
Changes (1994), =
Philippines (1994)
Venezuela (1999) =

Originally, RK measured electoral systems in two ways. One is a binary coding of a
single member district representing majoritarian (plurality) system. The other is a
measure of district magnitude. Why should a mixed electoral system be categorized
qualitatively different from plurality and proportional systems? This is primarily to

compensate for RK’s test scheme. RK’s seat-vote elasticity argument is confirmed only

¥ Of course, the primary reason for this is to standardize the measure. Two assumptions are required to
choose the lower chamber, instead of the upper chamber and the executive body. First, the lower chamber
is more responsible to the constituents than the upper chamber. Second, even though the executive body
puts laws into practice, it is the legislative body that makes the laws that are related to corporate
governance and price regulation.
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in their statistical test with a binary variable of electoral systems. If district magnitude as
a continuous measure of electoral system does not work well, a finer grained categorical
variable measuring electoral system is a second best option.”! A mixed system falls
between plurality and proportional systems using seat-vote elasticity.

LnEnergy. Natural log of domestic energy production is divided by total final energy
consumption. This is an indicator of factor endowments. Its effect on price is expected to
be negative. Non-OECD countries do not have standardized measures covering all energy
resources like those found in OECD countries. Thus, I measure energy consumption for
non-OECD countries with three major energy data sources: petroleum production,

production

electricity and natural gas. The algorithm averages ln{( )+1} of three energy

consumption
sources. Source: Energy Balance of OECD Countries and Non-OECD Countries (IEA
Statistics), 2001 and 2003 eds.

LnCGDP. Natural log of Gross Domestic Product per Capita in thousand US dollars.

Income levels are positively associated with price levels. Source: PWT (Penn World

Table). Mark 6.1.
AXR3. Percentage change in exchange rate for three years. Conventionally, depreciating

currency is associated with higher price levels through an inflationary effect. Source:

PWT. Mark 6.1.

*! Daniel Ho applies matching techniques to more explicitly test matters of causality in RK’s argument
(2004). But his test cannot reject the null hypothesis in RK’s argument. Matching techniques do not
perform as well at hypothesis testing as RK’s dummy variable test. The 2SLS regression analysis with a
finer grained electoral rule variable conducted in this paper can be a better alternative than Ho’s test.
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Open. Trade openness measured by Import/GDP. This measure is negatively associated
with price levels. Source: PWT. Mark 6.1.

LnPop. Natural log of population. This measure indicates specialization and economy of
scale effect. Source: PWT. Mark 6.1.

LnAraPop. Natural log of per capita arable hectares of land._ln{@i+ 1}. This variable

pop
measures another factor endowment, land relative to the abundance of labor. This
measure is expected to be negatively associated with price. Source: World Development
Indicators CD-ROM (2004), ag.Ind.arbl.ha.pc.
Eng, Frnc, Ger and Scan: Dummy variable for origins of commercial law. These
variables denote English, French, German and Scandinavian legal origin, respectively.

Source: LLSV 1998.

1.3.2 Regression Analyses
1.3.2.1 Multiple Regression Analysis

In this subsection, I conduct multiple regression analyses to check the causality
suggested i the theoretical model, whether corporate governance mediates the
relationship between electoral system and price. | employ two proxy variables for
corporate governance. One is GS’s index (GSmps) and the other is a bundle of EFI

component indices. Since I take RK’s regression model as the standard model, I employ
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two categories for electoral systems at this moment: majoritarian and non-majoritarian.
Table 1.5 summarizes the regression outcomes.”

First, in Column (1), as RK’s statistical model suggests, majoritarian electoral
systems (Plur) decrease price levels. Substantively, majoritarian systems decrease price
levels by 9.7 points. To interpret the coefficient more meaningfully, I use a hypothetical
country with a mean price (93.27) in a non-majoritarian country. The coefficient indicates
that price will decrease by 10 percent if the country changes its electoral system to a
majoritarian system. This effect is also statistically significant at the .01 level of
statistical significance.

However, it is important to point out that the effect of electoral systems on prices
disappears as soon as the corporate governance variables are included in the statistical
model. When the corporate governance variables are entered into the model, the slope
coefficient of Plur remains negative as RK’ model predicts, but it does not remain
statistically significant. When I put GS’s corporate governance index (GSmsp), Plur does
not explain prices (Column (2)). Columns (3) and (4) are even more revealing than
Column (2). Inclusion of 9 component indices of the EFI blurs the effect of electoral
systems on price too. In addition, the individual effect of the indices on price looks stable
and systematic across the two columns. Seven out of 9 indices have statistically and

substantively significant effects on prices.”

> To avoid redundancy, I save the specification of regression models and estimation methods for the
following subsection, where I conduct 2SLS regression analysis.

P 1t is interesting that property rights protections, control of credit markets, control of capital markets have
positive effects on prices. However, it is necessary to be careful in interpreting the impacts of these
subcategories. I will save theoretical speculations on these variables for future work.
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Table 1.5 Multiple Regression Resuls

Depend: Price (1) (2) 3) 4) (5) (6)
Electoral
Plur -9.65 -6.70 -1.68 -5.19 13.62 -3.32
e @30 @I A5 Q79 ... (1040) | (2.82).
CorpGov
GSmsp .04
(.19)
Frasreg 2.04
e e (89)..
Fraser
Govsize -7.44 -6.71 -9.79
(1.31) (2.43) (2.86)
PRPT 10.44 8.19 18.49
(2.40) (4.64) 4.91)
MNY -3.83 -4.62 -1.28
(1.03) 2.17) 2.21)
TRF -3.48 -5.65 4.92
(1.46) (2.79) (2.87)
TDBAR -9.15 -9.51 -8.28
(1.61) (3.07) (3.42)
ConCPT 4.78 4.42 6.02
(1.13) 2.14) (2.46)
ConCRD 9.31 9.66 7.37
(1.19) (4.05) (4.86)
LabReg -47 -1.58 3.29
(1.45) 2.73) 3.07)
BizReg -3.09 -1.61 -7.73
__________________________________________________________ 06) (90 (442
Control
LNCGDP 11,19 43,32 23.88 35.00 -17.25 24.25
2.97) 4.99) (5.00) 9.74) (8.25) (2.79)
Open -.56 -14 -12 -.04 -39 -47
(.05) (07 (.04) (0.09) (.08) .04
XR3 .00 -.03 .00 -.00 .00 .00
(.00) (.05) (.00) (.00) (.00) (.00)
LnAraPop 99.82 -29.46 -42.73 -43.28 -41.89 -10.43
(23.55) (12.07) (6.04) (11.22) (13.09) (10.02)
LnPop 50.07 .69 -3.47 -1.67 -10.05 -11.84
(13.43) 2.79) (1.61) (3.18) (3.36) (2.08)
LnEnergy -12.42 22,11 -8.40 -14.34 .89 -2.74
e (896) ... @rs4) .23 @44l (1904 ¢ @®71)..
Cons -501.27 -351.24 -73.22 -161.58 268.88 28.27
(120.39) (73.74) (45.39) (87.80) (78.40) (35.12)
Est. Method  Fixed Effect oLS Pooled OLS Bgf‘;’ei‘;“ Rg’f‘f‘l‘;i" Rgrf‘gg“
No of obs. 462 33 165 165 165 462
N 33 33 33 33
T 14 5 14
Adj. R? 81 85
Within .24 22 43 A7
Between .07 95 .84 .61
Overall .06 .88 .81 .58

Standard Errorin ()
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In Column (6), the computed corporate governance index (Frasreg) explains price at
the .05 level of statistical significance.”* A one unit increase in this 1-10 scale index
decreases price by 2.4 percent points in a country with a mean price level (88.4).
Meanwhile, Plur does not explain price at the conventional level of statistical
significance as well. The coefficient estimates of the other control variables look very
stable. In particular, average income (LNCGDP) and trade openness explain prices with
substantive and statistical significance. The richer the country, the more expensive its
goods and services. A more open economy tends to have lower price levels.

In sum, the multiple regression analyses show that electoral systems have an effect
on prices via a third factor. According to the theoretical model presented in this paper,
this factor is corporate governance. In the following subsection, I conduct the 2SLS
regression analysis to replicate the two-step model, and more explicitly examine the

causality through corporate governance.

1.3.2.2 2SLS Estimation with TSCS data

Empirical tests of the theoretical model are conducted in three steps. First, I
estimate the effect of two institutional variables—electoral systems and legal origins of
commercial law—on corporate governance type (the first-stage equation). Second, from

the first-stage equation, I generate fitted values of corporate governance. This fitted

%1 compute the corporate governance index from the Fraser EFI by taking GS’s corporate governance
measure as the standard. First, | select subcategories of the EFI in the year 2000 which are closely related
with credit market regulation, labor market regulation and business regulation and then calculate composite
measures of corporate governance by averaging subcategory indices. | made various combinations of these
subcategory indices and generated many composite indices. Second, I found the composite measure which
has the highest correlation coefficient with GSmsp (= .72). With those categories, 1 computed corporate
governance indices for the other years.
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corporate governance variable is assumed to be a more accurate measure of corporate
governance. ° Lastly, I estimate the effect of the fitted corporate governance on prices.

As widely recognized, TSCS (or Panel) data has numerous merits over pure cross-
sectional or time-series data in regression analyses. More specifically, this data format
allows researchers to sélve the omitted variable problem. The most convenient way to
solve this problem is to control the effect of “time-invariant” omitted variables by
including unit-dummies in regression analyses. By doing so, I am constructing a ‘unit-
fixed effects model’ for TSCS (or Panel) data.

A drawback of the unit-fixed effects model, however, is that it cannot estimate the
coefficient of theoretically interesting time-invariant variables. The first-stage estimation
of the theoretical model suffers from the same problem because legal origins of
commercial law do not change during the period of interest. Even though the focal point
of this study is the effect of electoral systems on corporate governance, the effect of legal
origins on corporate governance should be reflected as instrument variable in this first-

stage estimation. Estimation methods for each stage will be specified in order.

First Stage Estimations

A. Model selection and specification

> Another important reason for 2SLS estimation related to the procedure. As shown in Column (2) of Table
5, there is a possible measurement error in corporate governance variable that is attributable to the
following two reasons. First, although the inclusion of GSmsp in the cquation blurs the effect of
majoritarian electoral systems on prices, at the same time, it does not explain prices at the conventionally
accepted statistical significance level. Second, measurement error can occur in the process of generating
Frasreg from the EFI subcategories. Johnston and DiNardo suggest using an instrumental variable (IV) to
correct for this kind of measurement error (1997, 157). Thus, the 2SLS estimation conducted for empirical
analyses corrects errors in variables as well as helps to realize the two-stage sequential model.
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To avoid losing information from time invariant variables—the legal origins of
commercial law for the first stage estimation, I conduct three alternative procedures to the
unit-fixed effect model: pooled OLS, FGLS (feasible generalized least square) and
between-effects models. The specifications are as follows.

Pooled OLS model. The simplest alternative procedure is a pooled OLS model. To make
the pooled OLS model work with my TSCS data in hand,
Frasreg, = a+ elec B, + legal B, +v,, , (H

where Frasreg is the generated proxy variable of corporate governance, elec;, consists of
categorical variables for electoral systems, legal; consists of categorical variables for legal
origins of commercial law and vy = ¢; + u;, are the composite errors of unobserved effects
and the idiosyncratic error.”®
Another alternative Pooled OLS model is specified as follows,

Frasreg, = a+elec; 3, + legal B, + d88y, + d89y, + ..+ d00y;; +v;,, (2)

which allows for aggregate time effects with the inclusion of the year dummies. 488, d89

and d00 indicate dummy variables for years 1988, 1989 and 2000 respectively.

FGLS model. One of two frequently used models for TSCS data is the random effects
model. The key feature of random effects lies in the assumption of the (unconditional)
variance matrix of v, such that Q = E(u,v)) is necessarily the same for all i because of the

random sampling assumption in the cross section. However, this random effects model

does not work for the data in hand. The regression results are totally misleading. All the

26 The idiosyncratic error term is characterized by a zero mean, uncorrelated with itself, uncorrelated with x
and homoskedastic. Pooled OLS estimators cannot differentiate two error components from each other.
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explanatory variables of interest do not explain the corporate governance (Frasreg). As

an alternative to random effect models, I conduct FGLS estimation.

N “l N
Ex;éz"‘x,.) (Ex;fz"y,.)
i=1 i=1
N
=N E 0.0, (3)
=1

i

ﬁFGLS =

where ¥, would be the pooled OLS residuals from Model (1) with an additional

assumption of heteroskedacity across panels.

Between-effects model. Note that time-invariant variable, legal is the same as its average

during the period of concern.

Frasreg, = a+elecifs; + legal B, +c, + i, , (4)
where ¢, + 5, is treated as a residual. To justify this between-effects model, an additional
assumption is required: unobserved unit effect, ¢;, and explanatory variables should not
be correlated. Otherwise, the estimator could not determine how much of the change in
Frasreg, is associated with a change in elec,, to assign to 3, versus how much to attribute
to the unknown correlation. This fact demands the use of instrument-variable estimator,
correlated with elec, but uncorrelated with ¢;. But this approach is not implemented here,
since searching for the instrument is beyond the scope of this paper. Instead, I suggest

this between-effects models as an alternative estimation method.

B. Results: What determines corporate governance?
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The first-stage estimations are summarized in Table 1.6. The column numbers from
(1) to (4) indicate the models specified above. In terms of the effect of electoral systems
on corporate governance, all the statistical tests say two things. One is that majoritarian
electoral systems (Plur) improve corporate governance compared with either mixed
system or proportional system. The other is that a mixed electoral system and
proportional system are not different in determining corporate governance.

In terms of the effect of majoritarian electoral systems on corporate governance,
FGLS with the assumption of heteroskedacity across panels gives the most conservative
estimation. Compared to non-majoritarian electoral systems, majoritarian electoral
systems improve corporate governance by about 9 percent.27 To clarify the maximum
effect estimated, the between-effects model in Column (4) shows that majoritarian
electoral systems improve corporate governance by 15 percent. This is a sizable effect. In
terms of explained variation of corporate governance, the between-effect model performs
well. With only categorical variables, this estimation model explains 44 percent of the
cross-country variation of the average corporate governance.

In terms of the effect of legal origins on corporate governance, there is interestingly
no difference between English and Scandinavian legal origins. However, French and
German legal origins look significantly different from Scandinavian legal origin. For a
hypothetical mean country with German legal roots, if I take Column (1), corporate

governance level is lower by 7 percent compared to the counterpart with Scandinavian

"1 take the median of corporate governance in non-majoritarian countries, 5.55 (Austria and Finland).
Thus, the coefficient (0.48) is approximately 9 percent (.086) greater than the mean value (5.55). That is,
hypothetically speaking, if Austria or Finland changed from proportional to majoritarian systems, their
corporate governance would improve by 9 percent.
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Table 1.6 2SLS Regression Results

Dep: Frasreg (1) (2) (3) (4)
Pl 51 64 48 84
(13) (1) (.09) (.40)
Elecsys , .06 A3 -.03 -24
Mixed (.13) (11 (.10) (42)
Prop
Eng -02 -10 .80 -25
- (17) (14) (.14) (.50)
Z Frnc -.80 77 -77
£ . (.14) (12) (40)
£ | LegOrig Ger -41 -37 .34 -36
& (17 (14) (.07) (47)
) 73
§ Scan _ (1
g 18 575 538 6.18
) Cons. (12) (16) (.05) (34)
8;) Est. Methods Pooled OLS Pooled OLS F?{i‘tser‘: / Between-Effects
% No. Obs. 462 462 462 462
+ N - - 33 33
"LE T - 14 14 §
Log Likelihood - - -515.03 -
Adj. R? 23 46 - -
Within R’ 04
Between R? 44
Overall R? 22
s.dc,+u;) .68
Dep: Price (5)- 1 (5)-2 (5)-3 (5)-4 (6) - 4
A 221.90 -10.04 -17.02 -6.64 -6.64
Frasreg (527 (3.23) (4.83) (2.30) @.14)
21.06 20.72 20.90 20.61 2061
LnCGDP (5.46) (5.52) (5.50) (5.52) (5.51)
Oven 42 42 -42 42 )
P (.04) (04) (.04) (.04) (.04)
-.00 -00 -00 -00 ~00
) AXR3
S (.00) (.00) (.00) (.00) (.00)
S 82.27 7631 79.00 74.82 21.62
2] LnAraPop (19.61) (19.89) (19.80) (19.91) (1.7
'g LnPo 55.99 57.76 57.19 57.99 -12.13
S P (11.58) (11.68) (11.64) (11.70) (1.85)
349 3.48 351 3.44 345
[P}
75 LnEnergy (7.67) (7.74)) (1.71) (1.75) (1.95)
Cons 539.47 62688 57834 64372 92.55
' (127.64) (125.88) (127.15) (125.75) (2.67)
Est. Methods Two-Way Fixed Effects FEVD
No. Obs. 462 (Nx T =33 x 14)
Within R’ 50 49 50 49
Between R’ 07 07 07 07
Overall R? 06 06 .06 06 | (Adj.R?) .96
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legal roots. In the case of French legal origins, corporate governance gets worse by 15
percent vis-a-vis the Scandinavian counterpart. Since there is no difference between
English and Scandinavian legal origins, we can apply this pair-wise interpretation of
coefficients correspondingly to the case in which English legal origin is taken as the
benchmark in the statistical test.

What about the combined effect of two institutional variables on corporate
governance? For instance, Column (3) shows the difference between countries with
plurality electoral system plus English legal origin and one with proportional system plus
French legal origin. The intercept, 5.38, can be understood as the average corporate
governance for the latter case. The coefficients of plurality and English legal origin and
the intercept sum to 6.64, the average value of corporate governance in the former case.
On average, the former case improves corporate governance by 23 percent compared
with the latter case.

All in all, four different specifications of statistical models confirm two things. First,
plurality system brings about more liberal corporate governance. Second, less liberal
(more coordinated) form of corporate governance originates from French legal origin.
Although the foremost important task at this first-stage statistical estimation is to confirm
the hypothesis related to the effect of electoral system on corporate governance; the
second most important task is to generate the fitted value of corporate governance, the

main explanatory variable for price levels at the second stage equation.

Second Stage Estimation
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A. Model selection and specification
For the second stage equation, I estimate the effect of corporate governance on
price in two ways. One is the conventional fixed-effects model and the other is fixed-

effects vector decomposition model (FEVD, Pliimper and Troeger 2007).

Fixed-effects model. 1 set up the second stage estimation with reference to two-way fixed
effects.

P =a+X,B+v,

Uy =¢;+ }'z + 4y, (5)
where P is price, X is a matrix of explanatory variables including the fitted values of
corporate governance ( Frasreg) and v; is a two-way error component disturbances. vy
consists of three components (Baltagi 2001: 31). ¢; denotes the unobserved individual
effect, 4,1s individual-invariant and accounts for any time-specific effect, and u; is the

remainder stochastic disturbance term.

FEVD model. The reason for employing an FEVD model is that two control variables
have unexpected coefficients in the fixed effect model-—LndraPop and LnPop. A
possible cause lies in their rarely changing nature. Pliimper and Troeger develop this
estimation model to preserve the small sample properties and the unbiasedness of the

fixed effects model, even in the presence of time-invariant and rarely changing variables.

The base model is specified as follows:

Pil =OC+X,~,[)’+ZI-)/+C,-+M” ’ (6)
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where X denotes varying explanatory variables, Z denotes time invariant variables, ¢
indicates the unit-specific unobserved effect, and y; is the idiosyncratic error terms.*® The
intuition is straightforward. In Model (5), unit fixed-effects are a vector of the mean
effect of omitted variables (¢;) including the effect of time-invariant variables. In other
words, the unit effects of a fixed-effects model contains the vector of the time-invariant
variables if they are included in the covariate matrix, X for Model (5). The key to the
FEVD technique is to decompose the estimated unit effects into two parts, an explained
and an unexplained part. The procedure consists of three steps. First, average Model (6),
subtract the averaged equation from Model (6) to remove the unit fixed effect, ¢; (the
constant term o as well) and then conduct Pooled OLS with the resulted equation after
subtraction. At this moment, the “estimated unit effects” include all time-invariant
variables, Z, the overall constant term, o, and the mean effects of the time-varying
variables, X. Second, regress the unit effects estimated from the first step on the observed
time-invariant and rarely changing variables, Z, to decompose it into an explained and an
unexplained part. Lastly, rerun Model (6) by substituting ¢; with the unexplained part

decomposed at the second step.?’

B. Results: what determine prices?
The lower part of Table 1.6 shows the second stage estimations. The number in the

parentheses corresponds to the number of the statistical model. (5) and (6) correspond

%8 In this model, I do not assume time-specific effect, A,. Even though A, is taken into account, the statistical
outcome is not different except that R> slightly increases to .96.
% See Pliimper and Troeger 2007, 127-9 for the functional forms of the procedure.
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with the fixed-effect model and the fixed-effect vector decomposition model respectively.
The number following the dash indicates which predicted corporate governance measure
is employed. Thus, (6) — 4 in the right end column of Table 1.6 is the statistical outcome
of the fixed-effect vector decomposition model estimation with Frasreg from between-
effects (Column (4) at the first stage estimation). Based on the R, the fixed-effect models
explain equally 50 percent of price variations. FEVD model explains 96 percent of price
variation.

The overall pattern of the estimation based on the fixed-effects models looks similar
in terms of statistical and substantive significance. First, income level has strong effects
on price both statistically and substantively, although it is not easy to interpret the
substantive effect of LnCGDP. A one unit increase in logged income gives rise to about
20 percent increase in price. As people become wealthier, they can afford to purchase
more expensive and quality goods and service. Second, it is intuitive that trade openness
has a negatively significant effect on national price level but its substantive significance
is not sizable.

Third, the fixed effect models do not capture the effects of factor endowments and
market size on price. Two measures of factor endowments, relative land to labor
abundance (LnAraPop) and energy production to consumption (LnEnergy) do not explain
the variation of price. In the case of LndraPop, the sign of the coefficient is opposite to
theoretical prediction. The effect of market size (LnPop) is also contrary to theoretical
predictions. A possible reason for these anomalies has already been mentioned when I

specified the remedial estimation technique, FEVD model.
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To implement FEVD technique, I let the time invariant Z matrix consist of
LnAraPop and LnPop. As shown in Column (6) — 4, the FEVD model confirms the
expected effects of LndraPop and LnPop. LnEnergy also explains price level using a 90
percent confidence interval. The deceasing effects of two factor endowments and
economy of scale variables are confirmed by FEVD model.

Last but not the least, the fitted corporate goverance ( Frasreg), the variable of
primary interest, has a negative effect regardless of statistical model specifications. That
is, the more liberal shareholder type corporate governance, the lower price. But the
substantive effects of corporate governance on price are quite different. Depending on the
specification of the first stage estimation, the coefficients vary from —21.90 to —6.64. If I
take Column (6) — 4 because of its high R*and the reasonable coefficient estimations, a
one unit improvement in Frasreglowers price by 7 percent in a hypothetical mean

country in terms of price. *°

1.4 Discussion and Conclusion

The paper offers a different causal mechanism to explain cross-national variation of
prices than the one provided in studies that focus on electoral systems. The key to this
alternative mechanism is examining a firm’s pricing behavior. More specifically, the
mechanism suggests that electoral system determines the form of corporate governance

and the form of corporate governance shapes a firm’s pricing behavior. The added value

from this two-stage model setup is that it comes closer to detailing the critical

% Take the mean price of the sample, 88.4. Other things being equal, the effect of a one unit improvement
in Frasreg results in 7 percent decrease in prices. (6.6/88.4 x100 = 6.7)
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intermediary linkage between electoral systems and prices. Instead of offering hard and
fast conclusions, the paper closes by reviewing the current theoretical and empirical
limitations that may be overcome in future iterations of the project.

First, the paper focuses on the formation of different types of corporate governance
in a factor-specific one-country framework. Accordingly, once mobile factors are
incorporated in the model, a more complex game of corporate governance may be
necessary.

Second, the model does not address out-of-equilibrium path cases. For instance, the
model is not able to predict price determination for either blockholder type of corporate
governance under mixed electoral systems (e.g. South Korea) or in-between corporate
governance types under proportional systems (e.g. Scandinavian countries). In this sense,
the descriptive model should be developed into a formal model, which can comprehend
out-of-equilibrium path behavior.

Third, this paper does not pay sufficient attention to how to relate three agents and
drifting voters at the first stage to consumers at the second stage. Instead, consumers at
the second stage are implicitly assumed to align with the dominant political coalition at
the first stage. Though beyond the scope of this paper, country-specific, historical and
cultural factors often play a critical role in determining consumer behavior. Comparative
studies on consumer politics (e.g. Maclachlan’s analysis of Postwar Japan 2001) may
provide valuable insights into these country-specific factors.

Fourth, external shocks may matter. Exogenous changes strong enough to alter

consumer behavior can lead to reforms of corporate governance structures as well as
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electoral systems. At this point, the paper employs electoral systems as exogenously
given institution, but there may be room to incorporate exogenous shocks in the future.

Fifth, better empirical tests require more accurate measure of two main explanatory
variables: Electoral Systems and Corporate Governance. For instance, the effect of
mixed electoral systems on corporate governance type is not clearly differentiated from
that of proportional systems. Measurement error in either institutional variable can
weaken the validity of the empirical tests. The second stage estimation on determinants of
national price level may have limited utility without more precise first-stage estimations.

Last but not least, selective cases studies may also prove revealing even though
large N statistical tests confirm the hypotheses. This is because large N statistical tests
cannot illustrate micro-behaviors predicted in the model.

According to “law of one price,” there should exist one price for one goods or
service if there is no barrier to transactions of resources and information. This paper
demonstrates a political institutional barrier to price convergence, that is, electoral
systems. The added value of the theoretical model in this paper is to elaborate the
intervening mechanism between electoral systems and determined price level, which had
been a black box called government regulation. This paper fills the black box with
corporate governance, which summarizes two factor market regulations: employment
protection and shareholder protection. Corporate governance is expected to shed
analytical light on future political economic analyses. This paper shows one example in
that direction by focusing firm’s pricing behavior under a given type of corporate

governance.
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CHAPTER 2

Corporate Governance under Proportional Electoral
Systems

2.1 Introduction

In recent years, governance has drawn attention from policy-makers, business
leaders, social activists and social scientists. Although governance is defined in many
ways, the term typically involves the interface between government and non-government
institutions and the need to develop legal and administrative mechanisms that protect
against shortsighted political-economic opportunism. As such, the governance literature
emphasizes accountability, participation, predictability, and transparency as means to
reduce the kind of rent-seeking behavior that can occur when private actors manipulate
public institutions for their own narrow gains (Ahrens 2002, 10).

As a subset of the broader concept of govefnance, studies of corporate governance
are interested in similar issues. In the case of corporate governance, however, the focal
point is the separation between ownership and control within firms. More specifically,
controlling shareholders (or entrepreneurs) can use their control over the firm’s resources
to their own advantage at the expense of non-controlling shareholder (or minority
shareholder). As a result, the primary concern in studying corporate governance is to
identify ways of limiting managerial opportunism while maintaining a firm’s economic

performance. This challenge is more genecrally known as an ‘agency problem.’
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The degree of effort to overcome the agency problem may vary across firms or
industries due to numerous firm-specific or industry-specific characteristics such as
technology and factor intensiveness in production, ownership structure, and asset-
specificity. Yet, in examining firm or industry-specific explanations it is easy to overlook
country-specific factors that may contribute to this variation. In particular, it is critical to
consider cross-national variation in political institutions because the manner in which
these institutions influence the stringency of corporate oversight laws and regulations can
systematically lead to different forms of corporate governance.

Typically, these different forms of corporate governance have been described in
terms of dichotomies: outsider vs. insider, shareholder vs. blockholder, Anglo-American
vs. Continental European and so on. The first term in each of these dichotomies are
characterized by high level of minority shareholder protections (MSP) and dispersed
ownership structures, while the latter are characterized by lower levels of MSP and
concentrated ownership structures. The primary purpose of this paper is to provide a
political explanation for cross-national variation in these two aspects of corporate
governance.

In so doing, the paper draws upon and extends the seminal research of Pagano and
Volpin (hereafter PV). PV claim that electoral systems have a systematic effect on
corporate governance such that majoritarian systems bring about a shareholder type (or
outsider model) while proportional systems bring about a blockholder type (or insider
model) (PV 2005). They suggest that this is because majoritarian rule tends to make

heterogeneous electorate’s votes (rentiers including shareholders) more valuable, whereas
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proportional rule tends to make the homogeneous electorate (worker) more valuable.
They, moreover, demonstrate that their argument is consistent with data from OECD
countries.

Though PV find empirical confirmation for their stylized model, their argument
raises four questions regarding an electoral-system’s effect on corporate governance.
First, the stylized effects of electoral systems need be explored closely. For instance, the
presumable advéntage given to the heterogeneous electorate under majoritarian rule is
only valid when parties are equally effective in delivering transfers to interest groups.
Otherwise, that kind of advantage is not guaranteed (Dixit and Londregan 1996). Second,
recent phenomena like global financial integration and the creation of massive pension
funds require a revision of the assumption that the rentier is a heterogeneous part of the
electorate. In recent years, rentiers have come to have their own political ecénomic
interests (Gourevitch and Shinn 2005, hearafter GS). Third, their formal model would be
more accurate if it offered a more realistic model of electoral competition. For instance,
their model’s two-party competition makes it easy to solve their optimization problem but
sacrifices the key electoral dynamics of the political process and political coalitions.
Lastly and related to the third point, the effect of electoral systems on corporate
governance (or any government policy) can be discrete, rather than continuous, across
two families of electoral systems (Austen-Smith and Banks 1988). Upon closer
examination, the statistical leverage of majoritarian countries is high enough to change

the outcome of PV’s statistical tests: the proportionality across all forms of electoral
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systems does not explain variation in MSP once majoritarian electoral systems are

excluded from their sample.

Table 2.1 Bivariate Regression Results: Proportionality and MSP

Dep: MSP Majoritarian Systems (included) | Majoritarian Systems (excluded)
Proportionality - .27 (.05) -.04 (.08)
Constant 3.73 (.11) 3.14 (.20)
R’ .07 .00
No. of Obs. 354 268

Standard error in ( )
Source: Pagano and Volpin, AER 2003

Table 2.1 shows a simple bivariate regression outcome under the pooled OLS
assumption. The left column shows that proportionality of electoral systems is negatively
associated with minority shareholder protections with statistical and substantive
significance. However, the exclusion of majoritarian systems erases the association
between the two variables as shown in the right column.

The paper aims to build off of PV’s argument by showing how correcting for some
of the above oversights could alter the effect of electoral systems on corporate
governance formation. The approach used here is to analyze a sequential model of
multistage electoral and legislative decision making in three-party proportional
representation (PR) systems. That is, following an election, parties attempt to form a
governing coalition, which subsequently chooses a final policy outcome. The main
finding is that the electoral threshold— a minimum percentage of votes a party must

receive to get at least one seat in parliament of PR systems— has a negative effect on the

degree of MSP and ownership dispersion.
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This finding challenges both PV’s as well as Roe’s (2003) research on the political
determinants of corporate governance. In terms of PV, the finding calls for a
reconsideration of the generalized effect of electoral systems on corporate governance
formation. For instance, if a hypothetical electoral threshold of majoritarian systems is
higher than a counterpart PR system, the relationship between electoral systems and
corporate governance becomes non-linear across the two families of electoral systems.

In terms of Roe’s claims, the partisan explanation of corporate governance needs to
be reconsidered as well. Roe suggests that social democracy led by leftist governments
can be an important political determinant of corporate governance, emphasizing the
impact of these leftist governments on ownership structure: Where labor is strong,
blockholding prevails. Where labor is weak, diffuse ownership structures develop.
However, a key empirical finding in this paper does not support Roe’s argument. Within
PR countries, partisan or social democratic power does not explain cross-national
variation of ownership structure,

The paper is divided into three sections. The first section specifies the electoral
competition model under proportional electoral systems. Statistical tests are conducted in
the second section. The final section discusses the policy implications and a research

agenda for future studies.

2.2 The Model

2.2.1 Timeline and Basic Setup
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The model is based on Austen-Smith and Banks’ multi-stage game-theoretic
model of three-party competition under PR system (1988).>' Although additional
restrictions are required to produce a meaningful solution to this game about corporate
governance formation, this subsection illustrates the general model of three-party

multistage electoral competition.

Figure 2.1 Time Line

t=-2 t=-1 t=1 t=2 t=3 t=4

| I l I | |

| ! ! ! | !
Parties take Voters The largest If coalition If coalition gzr:;?:;ren ¢
policy position cast vote party proposes failsat t=1, failsatt=2,
(say, corporate to a party coalition as the 2™ party the 3" party
law) formateur play a play a

formateur formature

Figure 2.1 illustrates the time line of the game. Broadly, the model consists of two
main stages. One is the electoral stage and the other is the legislative stage. In other
words, the game begins with making the party platform (taking a policy position) before
an election and goes to government formation (implying the realization of a certain
policy). Formally, two main stages are differentiated with negative and positive signs,
respectively.

At t = -2, there are three risk-neutral parties, ., § and y. Let S(€2) denote the set
of all subsets of €2, where Q = {a, , vy }. All the parties are assumed to compete on a

one-dimensional finite policy space P C R. All the parties should declare simultaneously

*! For those who want the exhaustive equilibrium outcomes, I use the same formal notations as Austen-
Smith and Banks use in their paper.
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their policy positions px on P where k is party index. Let p = (p,, p;, p,) denote a policy
vector.

At t = -1, voters cast a single ballot for one of the three parties. The number of
voters, n, is assumed to be odd and sufficiently large, i.e. no less than 15. The method of
electing legislators is proportional rule. As usual, there is a threshold to gain a seat in
legislature, s, which is assumed to be odd and falls into the range [3, n/3). Party k
receives a certain ratio of total votes, wg. Election outcome at t = -1 is expressed in a
weight vector, w = (w,,, Wy, w,). As usual, for the case in which any party fails to pass the
threshold, there is a certain method of avoiding dead votes so that the sum of w’s is 1. I
will not consider a weight vector the elements of which are less than 3 because the most
interesting and contrasting political procedure in countries under PR systems vis-a-vis
those under majoritarian counterpart is inter-party coalition government. The following
time lines after the aforementioned legislative stage refer to how to form a government
with an assumption that all three parties successfully establish legislative influence by
acquiring the minimum votes designated by election law.

From t = 1 on, the mechanism of formateur rule is based on a non-cooperative
bargaining game. The party with the largest number of seats proposes a coalition. If the
first trial fails, the second largest party proposes a coalition at t = 2. If a government fails
to be formed even after t = 3, then a ‘caretaker’ government is brought about at t = 4. It is

assumed to make the government policy equitably.

2.2.2 Strategy
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In the model, voters take into account the subsequent legislative game in making
their decisions at the electoral stage. In turn, parties take into account of such
deliberations in selecting their electoral strategy and subsequent legislative behavior

conditional on electoral outcome. Strategies for parties and voters are defined as follows.

2.2.2.1 Party’s strategy

For the legislative stage, let w. = £ wy for any coalition C € S(L2) and define the
set of winning coalitions in the legislature given the party weight vector w from t = -1
such as D(w) ={C € S(Q): w, > 1/2} and the set of winning coalitions where party k is a
member such as Di(w) ={C € S(R): k € C}. In addition, because only one policy can be
implemented and parties have different preferences over what it should be, coalition
governments are sustained partly through sharing the benefits of being a member of
government. Thus, along the coalition part (legislative stage) of the timeline, the parties
attempting to make a government are assumed to take a policy position y € P and make
an offer about how to divide a fixed amount G of transferable benefits across the
parties.>? Let me define all the set of possible benefit vectors, A(G) = {(g,, g g): & 2 0,
V k€ Qand Z gk = G}.

Now party k’s strategy is described with the following three elements:

1) Electoral position px € P,

i1) Proposal I'y € D(w) x P x A(G),

*2G is assumed to be large enough to make it possible to form a coalition at any formateur round (i.g. =
IP?).
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iil) Response ry: Dy(w) x P x A(G) x T — {0, 1}, where T indicates the formateur
round, 1 means accept and 0 means reject.
For tractability’s sake, subscript t (= 1, 2, 3) is also omitted for I and r. LetI' = (I', Ty,

I)and r = (r,, 15, rY).33

2.2.2.2 Voter’s strategy

Voters are assumed to conduct probabilistic voting. Thus, a voter’s strategy is a
function specifying the probability that a voter votes for each party given their policy
positions, 0;: P x P x P — A(Q). Let o4p) = (0:(a), o; (B), 0; (¥)), where the element o;
(k) is the probability that voter i casts her vote to party k and a vector of voters’

probabilistic voting given parties’ policy positions p, 6(p) = (01(p), ....... ,On(D)).

2.2.3 Utility Function
2.2.3.1 Voter’s utility

Purely policy oriented voter’s preferences are characterized with quadratic utility
functions u; = u ( * ; x;) , where x; is voter i’s ideal point in policy space P. Each voter’s
ideal point are assumed as common knowledge and located so that V i < n, x; < x;+4].
Voters’ ideal points are distributed symmetrically about the median voter’s ideal point,
u= (n+1)/2. Since voters vote without knowing the final policy outcome, the expected

utility of voter i should include this uncertainty factor.

PA complete description of a strategy must be the proposal being a function of past electoral positions,
proposals and responses. But in this model, it is assumed to be ahistorical for tractability's sake as well.
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Now that p (*) is a probability distribution over policy space P, I can figure out
the expected utility of voter i over the final policy outcome y such that,
— ) 2 )
E, [w(®)]=-@"-x)" -5

where y® and s are the mean and the variance of the distribution, p, respectively.

2.2.3.2 Party’s utility

Whether a party succeeds in getting into the legislative bargaining game is the
primary determinant of party’s utility. That is, if a party fails to get the electoral
threshold, s, the utility is just a certain amount of cost, -c. In contrast, if it succeeds in
gaining, at least, s votes, two sources of utility are taken into account. One is the final
policy outcome, y on P, a non-pecuniary benefit, and the other is the redistribution of
transferable benefit, A(G), a pecuniary benefit. [ assume a quasi-linear utility function, Uy
for party k, which is additively separable and linear in g and quadratic in y. That is, party
k’s utility function given parties’ ex ante policy position p is expressed like Uk (y, g; p) =
g~ (y —pu’.

Now, I can figure out the expected utility for party k by making an additional
assumption of the distribution f(*) over A(G) such that,

Er, (U, P =8 — (" - p)’ - &,

where g, is the mean value of g, with respect to the distribution f(*).

2.3 Equilibrium
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The model is solved backwards, from the legislative stage to voting stage and then
to taking party’s policy position. By the sequential nature of the decision-making at the
legislative stage, I solve for the optimal proposal and response at t = 3, then for the
optimal proposal and response at t = 2 as a function of the previous optimal behavior, and
so on. At the voting stage, voters deduce the final legislative outcome with the given p
and their voting strategies, o (p). This backward induction, in turn, allows me to analyze
voters’ equilibrium behavior. Finally, I can analyze the competition among parties at the
electoral stage because parties’ vote share (w) is a function of parties’ policy positions (p)
in equilibrium, where voters’ voting strategies ¢ influence the relationship between w
and p.

To apply the generalized model to the central question of the paper, voters and
parties need to be specified with regard to the policy space of interest, corporate
governance. First of all, voters are assumed to be corporate stakeholders. They can be
entrepreneurs (controlling owners), sharcholders (non-controlling owners), workers,
suppliers, consumers and so on. Parties represent cach stakeholder but for simplicity three
major parties are assumed to exist representing three major stakeholders: E
(entrepreneurs), W (workers) and R (rentiers).

Formally, each party’s policy position is assumed as in pw < pg < pr on policy
space, P. The fact that party E’s policy position is located between the other two parties
implies two things. One is that there is relatively broad choice of production location and
technology available to entrepreneurs. As far as a certain amount of corporate control

and/or pecuniary benefit are secured, they establish their business by hiring workers and
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borrowing capital. The other is that there is a conflicting interest in both production
participation and profit sharing between workers and rentiers. Although additional
constraints on parties’ policy position will be illustrated shortly, such cases as pw= pe =
Pr, Pw= P < pr and pw< pg = pr are excluded from theoretical consideration because
they do not show interesting dynamics for the legislative stage of the sequential game. If
all three parties pick the same policy position, the legislative stage should be the same as
a lottery situation for government formation. If either of the extreme parties takes the
same policy position as party E does, the whole game is similar to a two-party
competition under majoritarian systems.** |

To materialize the policy space, suppose the degree of minority shareholder
protection (MSP), the most salient aspect of corporate governance. As [ assumed
previously, rentiers and workers have conflicting interests. Accordingly, party R wants
higher levels of MSP while party W prefers lower levels of MSP. Generally speaking,
MSP is negatively correlated with employment protection at the country level,”” which
implies that workers’ job security lies in a zero-sum relationship with rentiers’ claim for
corporate profit sharing. Party E may well pick a policy position between party W and
party R. Entrepreneurs want a higher level of MSP than workers prefer because it can be
utilized as a bargaining leverage vis-a-vis workers in terms of wage and work condition.
In contrast, they want a lower level of MSP than rentiers demand to keep corporate

control against the corporate outsider.

1f two parties declare the same policy position, they are considered to make a political coalition even
before election stage. Since the timing of party coalition is an important feature of this sequential process of
three-party electoral competition under proportional systems, these cases are excluded from consideration.
** The correlation coefficient between MSP and employment protection is -.54 in PV's dataset (2005).
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As another important dimension of corporate governance, I consider ownership
structure—the degree of ownership dispersion.36 Party W prefers lower ownership
dispersion because striking a deal with the most powerful blockholder is easier than
bargaining with a top executive officer representing large numbers of minority
shareholders.*” In contrast, party R prefers higher ownership dispersion because
concentrated blockholders can encroach upon their shareholder rights. Party E is located
between two parties.”® Entrepreneurs prefers more dispersed ownership structure than
workers because they need to share business risks as well as to use shareholder interest
for controlling workers. In contrast, they prefer less dispersed ownership structure than
rentiers want to secure corporate control. For empirical tests, I will examine what
determines these two aspects of corporate governance.

To illustrate the most relevant equilibrium solution to my interest in corporate
governance formation, I will focus on the case in which E-W coalition comes into
existence at the legislative stage. The reason for placing the emphasis on this coalition
formation rather than E-R or W-R coalitions is that E-W corporatist coalition is likely to
occur under PR systems while it is inhibited by majoritarian systems (GS: 72; PV:1007).

Note that the initial motivation of this paper is to explain within-variation of corporate

% Ownership concentration is a better known concept. To avoid a possible confusion, I use the opposite
concept of ownership structure such that py < pg < pg is maintained.

*’In a similar vein, Hoepner explains the main cause of labor's resistance to reforming corporate
governance in Germany, For instance, introducing hostile takeovers to increase shareholder orientation is
not welcomed by workers because hostile takeovers replace the managements that have been the former
bargaining partners (Hoepner 2007). In addition, the existence of market for CEOs and the pecuniary
incentive for corporate managers make it tougher for organized labor to bargain with corporate top
management.

¥ Some may argue tha party R may prefer moderate levels of ownership concentration because too
dispersed ownership structure can impose huge monitoring cost on minority shareholders. Even though this
is true, however, it is unlikely that it prefers more concentrated ownership than party E does.
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governance under PR systems with a suspicion that the effect of electoral systems on
corporate governance (or any government policy) is discrete rather than continuous
across two families of electoral systems. In actuality, the degree of MSP variation in a
subset of PR countries is as much as the MSP variation in PV’s whole dataset including
majoritarian countries. This fact also raises a question about what explains within-
variation of MSP in PR countries.
For E-W coalitions to occur, I need the following additional constraints.
(cl) Any party has neither majority votes nor less than electoral threshold, s, at the
electoral stage because I have interest in dynamic party coalition in legislative stage.
(c2) Party E does not gain the largest weight of votes. Otherwise, a static equilibrium
outcome occurs where pg is always equilibrium policy, y*, and G is gp* ¥
(c3) Voters are assumed to vote strategically. Otherwise, the stability of equilibrium is
not guaranteed.*’
(c4) The rule of minimum winning coalition should be applied for this game.
An equilibrium consists of three behavioral components along the path from
legislative stage to electoral stage, that is, legislative coalition and outcomes (C*, y*, g*),
voters’ voting behavior (0*) and party’s policy positioning (p*). The equilibrium path

will be described backward as follows.

2.3.1 Legislative coalitions and policy outcomes

**In addition, this constraint should be realistic in terms of voters composition. If 1 assume that the
constituents are composed of corporate stakeholders, it is no doubt that the Entrepreneur group is the least
in number.

* For more detail, refer to p. 415 of Austen-Smith and Banks (1988).
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Because of (c4), either wr > wg > wyw or wy > wg > wg can bring about E-W
coalition at legislative stage. However, I should rule out the former case because y* and
g* are not so interesting in the case that party E gains the largest weight of votes. The
sequential nature of the game renders legislative outcomes susceptible to parties’ policy
position (p) and voters’ voting behavior (o) at the previous stages. Let each party’s
policy position be captured by the extreme parties’ distance from the middle party such

that di=|p, - p, |, where L = W, R.

There are two cases. One is the case where party W is farther away from party E
than party R. The other is the case where party W is no farther away from party E than
party R. The equilibrium outcomes of y*, g* in addition to C* = {E, W} are summarized.

For notation, let py = EL—;—I—J—"—( Jj. k=W, E, R and j = k) indicate the mid point between

parties’ policy positions.
(Eq-L1) If ww > wg > wg and dy > dg, then y* = pwe, g5* = (Pe-pwe)” — (Pre-pe)’, and
gw* =G - gg*.

Eg-L1 shows that the parameterized form of benefit equilibrium (g*) is not
changed no matter how farther party W takes its policy position from party E’s policy
position given the parties’ weight. However, where party R’s policy difference from party
E 1s no shorter than party W’s, three different equilibriums occur as follows.

(Eq-L2) If wy > wg > wg and dg < 2dw, then y* = pwg, g5* = (Pe— pwe)’ — (PE- Prw)’,
and gw* = G - gg*.

(Eq-L3) If ww > wr > wg and 2dw < dg < 3dw, then y* = 2pg - prw, and gw* = G.

(Eq-L4) If ww > wg > wg and dg > 3dw, then y* = pw, and gw™ = G.
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The intuition from Eq-L2 to Eg-L4 is that if party R’s policy position is too far
away from party E (to put it another way, party E and party W is too close), then the
minority party’s (party E) interest in the government coalition is not reflected in both
policy position and benefit distribution given the party weight, ww > wg > wg . (Refer to

Austen-Smith and Banks 1988:418).

2.3.2 Equilibrium Voting Strategies

Given the vector of weights w and positions p at the legislative stage, let y (w, p)
be the equilibrium policy outcome. Define A(p) = {y € P: y =y (w, p) for some w} to be
the set of possible equilibrium policy outcome given p. The party weight vector w will be
determined by the individual voting behavior. Here I assume that all voters adopt pure
strategies, for any k € ,

wi = [{1 € N: gi(k)=1}|/N = v(o(p))/N,
where a(p) = (o1(p), ....... ,0n(p)). Thus the probability of any specific policy y € A(p)
being the final outcome is a function of voter strategies. Formally, I denote this
probability with ni(* |o, p) : A(p) — [0,1].

A voting equilibrium is defined as an n-tuple o*(p) such that Vp, Vi € N, V o(p):
Euo p[W(¥)] 2 Eoi o* i p[ui(y)]. Thus, given p, a voting equilibrium is just a Nash
equilibrium to the game with n players and payoffs induced by the equilibrium behavior

in the legislative game generated by p.

57



Since voting outcomes depend on the distribution of voters, multiple equilibriums
for voter strategies come out depending on the location of the median voter’s ideal policy
position x,,. The voters’ strategies on the equilibrium of interest are illustrated as follows:

(Eq-V) Ifx, = pg,and dr = dw = d = (X,+s+1)2 - X,)*8/3, then voters’ voting strategy is
as follows:

o*(W)=1, i=1,...,(2n-s-3)/2,

g*(E)=1, i=(Q2u-s-1)/2, ..., Cuts-1)/2,

o*(R) =1, i=Q2u+st+1)/2, ..., n.

If party E’s policy position does not coincide with the median voter’s ideal point,
if the distance of the other two parties W and R from party E is not equal or if the
distance is less than (X(,+s+1y2 - X,)*8/3, the aforementioned constraints are violated. The

reasons of these three conditions will be explained intuitively in the following section.

(For the formal proof, refer to Austen-Smith and Banks 1988:419)

2.3.3 Party’s Policy Positions

So far, I have shown that political coalitions on equilibriums at the legislative
stage are conditioned by parties’ relative weight (by vote gain) and the extreme parties’
relative distance from party E and that voters’ strategies on equilibrium at the voting
stage depend on the ideal point of the median voter, the relative distance of extreme
parties from party E and their absolute distance from party E. Now I examine parties’
policy position just before voters cast their vote. Intuitively, first off, the aforementioned

constraint (cl) designates that party E should not deviate from the median voter’s ideal
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policy position. Otherwise, either of the extreme parties, W and R, can gain a majority of
votes as far as py< pg < pr. Second, either of the extreme parties has no incentive to keep
farther away from party E than the counterpart. Otherwise, it must be penalized in terms
of vote weights. Rather, if there is no constraint (c1), both extreme parties want to come
closer to party E as possible as they can to maximize their vote share. On balance, on the
equilibrium path, each party takes policy position as follows:
(Eq-E) (1) pe*=x,
(2) dw*=dr* or (pe*- pw*) = (pr*- Pe*)

d* on equilibrium must have a range as a function of electoral threshold, s, such that d* €
[8/3¢(xi* - x,), 4%(x*- x,)), where i* = u + (s-1)/2, j*= p + inf[(n-1)/41.*' To illustrate an
outcome of election, party E gains exactly s and party W and R gain (n-s)/2 when d* =
8/3*(x* - x,). Meanwhile if d* is an integer number bigger than (n-1)/4, party E comes to
gain the largest vote weight, which violates (c2). Thus, d* should be an integer less than

(n-1)/4 (For the exhaustive formal proof, refer to Austen-Smith and Banks 1988:420-422).

2.3.4 Corporate Governance on Equilibrium: Applications
The equilibrium path of interest is summarized forwardly from party policy
positioning to government formation in the legislature.
(1) At the stage of party’s policy positioning, party E picks the ideal policy position of
the median voter and party W and R take their policy position symmetrically against

party E’s policy position (x,).

4l int[a] means the smallest integer greater than or equal to a..

59



(2) At the election stage, under the assumption of a symmetric distribution of voter
ideal points centering on the median voter, the equilibrium vote share would be wg = ww
> wg because party E gains at least the electoral threshold, s due to the constraint (c1).

(3) At the legislative stage, although party W and party R are equally likely selected to
be the first proposer, note that I am primarily interested in explaining the variation of
corporate governance under E-W political coalition. Thus, I assume that flipping biased
coin makes party W the first formateur so that E-W political coalition can be made for
government formation. Although there are various reasons for the coin being biased,? let
me treat this biasness as a sort of historical path-dependency.43 In this paper, I will not
explain the dependence but treat as it is given.

Now I know that (Eg-F), (Eg-V) and then (Eg-L2) are correspondent to the
equilibrium path, To generate testable hypothesis, [ give attention to the institutional
parameter, s, electoral threshold of PR systems. Suppose that policy space P refers to
corporate governance as illustrated at the beginning of this section. I have following two
testable hypotheses.

HI: If electoral threshold s increases, then y* moves toward left on the policy space P.

When I apply H1 to the degree of MSP, I predict that the increase of the threshold
s of proportional electoral systems weakens the degree of MSP. Meanwhile, H1 can be

applied to another dimension of corporate governance, ownership dispersion: as s

“2 For instance, Germany has had a long ideological and political encounter with codetermination, which
has be exampled as labor dominant cases (Roe 204: 257 in Gorden and Roe).

* In Mares' terms, 'prestrategic' preferences of voters for German electoral condition can be an example of
the causes of the biasedness. Isabel Mares, Politics of Social Risk: Business and Welfare State Development
(Cambridge University Press, 2003).
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increases, the level of ownership dispersion gets lower (more concentrated ownership
structure).
H2: If electoral threshold s increases, then gg* increases whereas gw* decreases.
Since I examine corporate governance, G can be understood a certain amount of
firm profit and the benefit vector g* on the equilibrium is expressed as (gw, gk, 0). gwcan
be translated into wage, unemployment insurance, welfare benefit etc. while g can be

understood as managerial incentives like salary, stock option etc.

Table 2.2 Simulation Table: The Effect of Electoral Threshold on Policy Outcome

and Benefit Sharing

* % % * y* *
s Wy W*E w¥*R d (u =51) gr

3.0 49,0 3.0 48.0 2.7 49,7 1.8

5.0 48.0 5.0 47.0 5.3 48.3 7.1

7.0 47.0 7.0 46.0 8.0 47.0 16.0

9.0 46.0 9.0 45.0 10.7 45.7 28.4
11.0 45.0 11.0 44.0 13.3 443 44 4
13.0 44.0 13.0 43.0 16.0 43.0 64.0
15.0 43.0 15.0 42.0 18.7 41.7 87.1
17.0 42.0 17.0 41.0 21.3 40.3 113.8
19.0 41.0 19.0 40.0 24,0 39.0 144.0
21.0 40.0 21.0 39.0 26.7 37.7 177.8
23.0 39.0 23.0 38.0 29.3 36.3 215.1
25.0 38.0 25.0 37.0 32.0 35.0 256.0
27.0 37.0 27.0 36.0 34,7 337 300.4
29.0 36.0 29.0 35.0 373 323 348.4
31.0 35.0 31.0 34.0 40.0 31.0 400.0

Table 2.2 shows a simulation outcome by setting 101 for the total number of

voters (n) and by picking the minimum d* = 8/3¢(x;* - x,) where i* = u + (s-1)/2.* In

1 take the right hand side of policy space P to get positive integer number for the distance between the
middle party and the extreme parties. The actual policy outcomes are understood with points of symmetry
on the left hand side of space P.
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addition, I take one voter from party R’s vote gain and add it to party W’s to avoid a tie
between two extreme parties—return to the beginning of this section for the reason I
focus E-W coalition among multiple equilibriums for party coalitions. According to the
5t column, d* increases as s increases. At the same time, y* decreases as well, which
means policy outcomes moves toward left. If [ apply MSP or ownership dispersion to the

policy space, they get lower as electoral threshold s increases.

Figure 2.2 Simulation Graph
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Figure 2.2 provides additional information about pecuniary benefit share for party
E: gg* grows by increasing margins as the electoral threshold gets higher (the right y axis
indicates the scale). To make a conservative interpretation, I simulate the average

pecuniary benefit of party E supporters depending on the electoral threshold of electoral
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systems. The yellow line has a positive slope as H2 suggests (the left y axis indicates the
scale). The red line indicates policy outcomes of the coalition government (refer to the

left y axis for the scale). The line has a negative slope as H1 proposes.

2.4 Empirical Tests

This section conducts statistical tests based on a simple regression model. Taking
two aspects of corporate governance such as MSP and ownership structure, I test Hl
against country-level data using GS’s corporate governance indices.’ There are two
reasons I selected the GS index. One is that GS’s dataset is the most up-to-date and
complete measure of corporate governance. The other is that GS’s measure is more
calibrated than any other measures. For instance, while numerical measures of MSP
found in LLSV (1998) and PV (2005) are ordered scales, GS’s MSP is measured on 1-
100 scale. A more calibrated measure is expected to capture nuance in cross-national

variation of corporate governance.

Table 2.3 shows the list of countries and variables used in the regression analyses,
The total number of countries is 28, out of which 16 countries are European, 8 countries
come from the Asia-Pacific and 4 countries come from Central and South America. The
United States and the United Kingdom representing Anglo-American corporate
governance are inevitably excluded from this empirical investigation. Those purely
majoritarian systems do not have any threshold as an electoral system feature in the sense

that the legislative body does not have any proportional characteristics and two-party

* Due to data unavailability, I leave testing H2 for future studies.
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Table 2.3 Countries and Variables

Country Code Threshold GSmsp GSowner Leftist
Argentina ARG 3 50 72.5 0
Australia AUS 0 71 27.5 0
Austria AUT 4 30 52.8 1
Belgium BEL 0 34 51.5 0
Brazil BRZ 5 32 63 1
Denmark DEN 0 36 37.5 1
Finland FIN 0 43 48.8 1
France FRA 5 52 64.8 1
Germany GER 5 33 64.6 0
Greece GRC 3 27 75 1
India IND 0 39 43 1
Ireland IRE 0 70 24.6 0
Israel ISR 1.5 48 55 0
Italy ITAL 4 24 59.6 0
Japan JPN 0 37 4.1 0
Malaysia MAL 0 67 42.6 0
Mexico MEX 2 26 66 1
Netherlands NED 1 36 20 1
Norway NOR 0 48 38.6 0
New Zealand NZ 0 52 27 1
Philippines PHL 2 35 46.4 0
Portugal POR 0 26 60.3 1
South Korea SK 5 37 31.8 0
Spain SPN 3 50 55.8 0
Sweden SWD 4 46 46.9 1
Switzerland SWT 0 38 48.1 0
Turkey TURK 10 23 58 1
Venezuela VEN 0 41 49 0

Electoral Threshold: Pagano and Volpin 2005 GSmsp: Minority Shareholder Protection Index.

Gourevitch and Shinn 2005. GSenwer: Ownership Concentration Gourevitch and Shinn 2005,

Left: Dummy Variable for Leftist Government.

Table 2.3.1 Summary Statistics of Variables

Variable Mean Std. Dev. Min Max

Thresh 2.05 2.50 0 10
GSmsp 41.11 13.13 23 71
GSowner 47.67 16.78 4.1 75
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system prevail. Conversely, well-known majoritarian rule countries like India, Malaysia
and France are included. India adopts proportional rules for the upper chamber. Malaysia
and France are difficult to categorize as purely majoritarian because their governments are
mostly coalitional as usually occurs in proportional system countries.

The statistical model employs two features of the theoretical model for the right
hand side of the statistical equation. One is the parameterized factor, electoral threshold.
The other is the equilibrium constraint imposed on the legislative stage, E-W political
coalition. This constraint is realized with a dummy variable for leftist government. The
statistical equation is expressed as follows:

y, =a+ B Threshold, + B,Left, + B,(Threshold; x Left;) + €,,
where y is a corporate governance measure. I will examine cross-national variation in MSP

and ownership dispersion in order.

Table 2.4 Regression Results

Dep. Var MSP Ownership Concentration
I II 111 v \% V1
Exp. Var
Thresh -2.10 -1.76 -3.41 3.18 3.05 4.27
(.95) (.94) (1.61) (1.16) (1.21) (2.02)
Left -7.68 -12.40 3.03 6.56
(4.60) (5.91) (5.93) (7.78)
2.46 -1.84
*
Thresh*Left (1.97) (5.18)
Cons 45.41 48.30 50.87 41.15 40.01 38.09
: (3.02) (3.40) (12.92) (3.72) (4.38) (5.18)
Adj. R? 13 18 20 19 17 15

Standard Errorin ()
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2.4.1 Minority Shareholder Protection (MSP)

A simple bivariate regression analysis confirms what the theoretical model
predicts (See Table 2.4). As the clectoral threshold gets higher, minority shareholders
become more protected (Column I). The electoral threshold explains the variation of MSP
at a .5 level of statistical significance. Its effect on MSP is also substantively significant
such that an increase in the electoral threshold by one standard deviation (2.5, refer to
Table 2.3.1) reduces MSP by 5.25 percent. Column II shows that the electoral threshold
still explains cross-national variation of MSP at a conventionally accepted level of
statistical significance even with the dummy variable for Leftist government included.
Substantively, a one standard deviation increase in the electoral threshold lowers MSP by
4.4 percent. However, the dummy variable for Left does not explain cross-national
variation of MSP.

Column III provides a more interesting regression outcome by checking the effect
of the electoral threshold on MSP conditional upon Leftist governments. The effect of the
electoral threshold on MSP becomes greater. A one standard deviation increase of the
electoral threshold decreases MSP by 8.5 percent points. A huge intercept change occurs
as well. Leftist government decreases MSP by 12.4 percent points. Substantively, this
result is tantamount to one standard deviation of the distribution of MSP in the sample.

In terms of slope, however, there is no difference between Leftist and Central or Rightist
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government. Figure 2.3 helps clarify the regression outcomes in Column III. The lower
fitted line indicates the regression line for counties under leftist government. While the

intercept of the line comes down, its slope gets steeper.

Figure 2.3 Regression Lines: MSP on Electoral Threshold
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This finding challenges PV’s argument on the effect of electoral systems on
corporate governance calling for a reconsideration of the generalized effect of electoral
systems on corporate governance formation. For instance, if a hypothetical electoral
threshold of majoritarian systems is higher than a counterpart PR system, the relationship

between electoral systems and corporate governance becomes non-linear across the two
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families of electoral systems. This if-clause derives from the institutional effect of the
electoral threshold. The effect of the threshold is to deny small parties the right of
representation, or force them into coalitions. It makes party systems more stable by
keeping out radical factions. In the sense that majoritarian systems bring about two-party
systems catering more to the median voter, their hypothetical threshold can be said to be
higher than proportional systems. The finding further suggest the need to reconsider
theories that contend electoral systems have a systemic effect on corporate governance by
comparing two families of electoral systems: majoritarian vs. proportional electoral

systems.

2.4.2 Ownership Structure

As mentioned above (H1), electoral thresholds are expected to decrease the level
of ownership dispersion. Since the data in hand is ownership concentration, the expected
slope sign of the fitted line of ownership concentration to electoral thresholds must be
positive. Figure 2.4 shows the fitted line of ownership concentration to electoral
thresholds. Japan has the most diffuse ownership structure while Greece has the most
concentrated ownership structure. Interestingly, Netherlands is the second to the most
dispersed ownership despite the fact that a Leftist government runs this country.

Columns IV to VI in Table 2.4 summarize the regression outcomes. Column IV
provides the substantive effect of the electoral threshold on ownership concentration: an

increase in the electoral threshold by one standard deviation makes ownership
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concentration grow by 8 percent. Its effect is statistically significant at .5 level. In terms
of adjusted R?, almost 20 percent of the total variation of ownership concentration is
explained by only one explanatory variable. Columns V and VI shows that a leftist

government does not have any statistically significant effect on ownership structure.

Figure 2.4 Regression Line: Ownership Concentration on Electoral Threshold
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This finding is contrasting to Roe’s theory and evidence of political determinants
of ownership structure. He argues that social democracy affect the firm directly and also

induces a counter-pressure against strong stakeholder pressure (i.e. employees) inside the
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firm, usually for more focused, concentrated ownership (Roe 2003). If we take into
account that social democracy tends to be paralleled with and sustained by leftist
governments, the regression results do not evidence that Roe’s claim is relevant to this

sample consisting PR countries.

2.5 Discussion and Conclusion

The theoretical model suggests a positive effect of electoral threshold on
managerial compensation (executive compensation in general) although empirical
evidence is not provided due to the absence of comparable data at the country level.*® The
literature on the determinants of executive compensation has been truly interdisciplinary,
spanning accounting, economics, finance, industrial organization, law and organizational
behavior (Murphy 1999, Barkema and Gomez-Mejia 1998, Ezzamel and Watson 2002,
Gedajlovic 1998, Hadlock and Lumer 1997, Kaplan 1994, Pavik and Belkaoui 1991,
Thomsen and Pedersen 2000). This paper proposes a hypothesis through the lens of
political science, which has given relatively scant attention to this research area.'” This
hypothesis leads to an interesting relation between ownership concentration and
executive compensation. Note that the increase in the electoral threshold renders

ownership structure more concentrated while increasing managerial compensation. Thus,

% GS measures managerial incentive index at the country level (GS: 48). But it 1s the ratio of long-term
incentive compensation (largely stock options in practice) to total compensation for CEQOs in listed firms.
Electoral threshold does not explain the variation in GS's managerial incentive index in the regression
analyses. However, conceptually, GS's index does not operationalize exactly what this paper means by
executive compensation.

47 Joskow et al (1996) is exceptional. But they examine only one Electric utility indsutry.
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we draw a positive correlation between ownership concentration and managerial
compensation in countries with PR systems.

This is a contrast to agency theories’ prediction of the relation between ownership
concentration and executive compensation. Agency theories suggest that agency costs,
usually high in a diffused ownership structure, tend to make owners pay more managerial
compensation to align managers’ interest to theirs. If the equilibrium path of interest
reaches E-R coalition at legislative stage, the predicted relation between ownership
structure and managerial compensation becomes consistent with what agency theories
suggest. One possible speculation drawn from this counterfactual exercise is that agency
theories may not be relevant when it comes to explaining cross-national variation in
corporate governance. As mentioned at the beginning of this essay, the primary concern
in studying corporate governance is to identify ways of limiting managerial opportunism
while maintaining a firm’s economic performance—more generally known as an ‘agency
problem.” As the model shows, the nature of agency problem depends on political context
and political institution.

This paper provides a political explanation of corporate governance. Based on a
multi-stage game-theoretic model of three-party competition under proportional electoral
systems, I find that the electoral threshold— a minimum percentage of votes a party must
receive to acquire at least one seat in parliament — has a negative effect on the degree of
minority shareholder protection (MSP) and ownership dispersion. This finding represents
an important modification to formal models in the political economic literature that tend

to omit the political process for convenience's sake during optimization.
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It is worth noting, in conclusion, two limits of this research. First, | examine only
one equilibrium path to reach E-W political coalition among many equilibrium paths
found in the theoretical model. I justify the choice of equilibrium path by recalling the
tendency of PR systems to have political coalitions and attribute it to historical path-
dependence. It implies that further investigations are required to better understand the
effect of political institutions on corporate governance from historical, social and cultural
perspectives. Second, the theoretical model is so static that it cannot explain any
transition among multiple equilibria (i.e. from E-W to E-R political coalition at the
legislative stage). A possible way to compensate for this weakness is to take into account
various forms of asymmetric distributions of voters with the help of a computer

simulation technique. I leave it as an area for further research.
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CHAPTER 3

Asset Specificity, Corporate Governance and Market

Competition: The Industry-level Implications of Corporate Governance
on Consumer Prices

3.1 Introduction

In February 2008, the manufacturer's suggested retail price for the Genesis, a new
full-size luxury car developed by Hyundai, was $32,000 in the United States and $60,740
in South Korea.*® Why should Korean customers pay almost double what their American
counterparts do for the same car? If South Korea were still a non-democratic
developmental state (as it was until the mid 1980s), the price difference could have been
attributed to government austerity policies or other measures intended to suppress luxury
consumption. However, as the thirteenth-largest trading country in the world, South
Korea is deeply integrated into the global economy and cannot control prices as it did in
the 1980s.*” Then what explains the price difference? The starting point for my argument
is that the reason for the price difference can be found in the differences between

democracies.

**1 apply the exchange rate (W 959.82 : § 1) as of March 12 2008. Jungang llbo, February 13 2008:
Chosun Ilbo, March 24 2008. Although Hyundai Motor Co. attributes this price gap to the exchange rate
and different tax systems between South Korea and US, it is hard to rationalize the price gap if we take into
account the cost to transport the cars to the U.S. and the increased product cost of meeting the U.S.’s higher
automobile safety standards.

* This question is not limited to the automobile industry. Korean customers pay 30 percent more than
American customers for electronic products (Chosun Ilbo April 17). Of course, it is well known that
producers tend to discriminate prices depending on the price-demand elasticity in their various markets.
Also, the fact that the Korean Fair Trade Commission has yet to rule on a consumer group’s claim that
Hyundai has engaged in unfair pricing for the Genesis shows that firms’ pricing behavior has a regulatory,
and thus political, dimension. This essay will contribute to this stream of research.
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If we understand contemporary liberal democracy as a form of government that
ensures the replacement of leaders through competitive elections, it is intuitive that
national price levels will reflect political competition between economic interests—most
notably consumers versus ¥s: producers. Rogowski and Kayser (2002; hereafter “RK”)
provide some theoretical insights into how the competition between consumers and
producers might influence prices. Formalizing an electoral competition model where
politicians compete for the support of producers and consumers (who have an economic
stake in product markets), RK suggest that electoral systems have a systemic effect on
price levels such that prices in product markets tend to be lower in countries with
majoritarian systems than in countries with proportional systems. Their argument begins
with the idea that elections motivate politicians to campaign strategically given the seat-
vote elasticity of electoral systems. They then argue that the higher seat-vote elasticity
associated with majoritarian systems makes politicians cater more to consumers than to
producers, while the lower seat-vote elasticity associated with proportional systems
makes politicians cater more to producers. As a result, RK understand consumer prices as
a reflection of the relative distribution of power between producers and consumers that is,
in turn, translated into voting power and/or lobbying power and eventually prices.

Despite their formal derivations of testable hypothesis and rigorous statistical tests,
RK’s theoretical setup leaves open several important questions, For instance, are
consumers a homogenous special interest group and, thus, as powerful as producers? Is it
true that the electoral outcome 1is translated seamlessly into regulations, without

becoming distorted by post-election legislative outcomes? Most importantly, even if RK

74



are right in suggesting that there is a link between electoral competition and price
regulations in product markets, what about electoral competition in factor markets? If we
consider that price is a function of production costs, technologies, market structures etc.
and if we suppose that constituents come from three production-factor owners—workers,
rentiers and entrepreneurs (e.g. Pagano and Volpin 2005)—then we must build an
analytical framework that can apply to factor markets as well as product markets. It is for
this reason that [ refer to the concept of corporate governance. The inclusion of corporate
governance can provide a wider theoretical domain for analyzing the causes and the
consequences of changes in national economic systems.

Since Beale and Means (1932), corporate governance has been understood as the
set of control mechanisms that regulates owner-manager relations. Good governance
systems are those that reduce conflicts of interest between sharcholders and managers
(Munari and Sobrero 2003; Fama and Jensen 1983; Shleifer and Vishny 1986). Using this
definition, the literature on corporate governance has focused on a narrow set of issues
related to principal-agency problems, 1.e. how sharcholders monitor and motivate
management to act in their interests (Keasey and Wright 1997; Prowse 1994). What this
literature has neglected to consider, however, is why different countries have different
owner-manager relations. For instance, why are the United Kingdom and United States
characterized by dispersed ownership structures, whereas continental European countries

and Japan are characterized by concentrated ownership structures? Theories focusing on

principal-agency problems cannot answer this question.
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As in the first chapter of this dissertation, I take an institutional embeddedness
view of corporate governance (Aguilera and Jackson 2003; Dacin et al. 1999;
Granovetter 1985).%° In other words, characterizing corporate governance as a national
economic system, I borrow Aoki’s definition of corporate governance, “the structure of
rights and responsibilities among the parties with a stake in the firm.” (Aoki 2000, cited
in Aguilera and Jackson 2003, p. 447) For theoretical purposes, I am interested in factor
markets. Defining éorporate governance as a regime that regulates two factor markets—
labor and capital—I suggest that corporate governance affects firms’ pricing behavior in
product markets by influencing cost conditions in the factor markets and thus changing
firms’ objective function of total wealth after sales in product markets. From there, I
argue that blockholder types of corporate governance, characterized by tightly regulated
labor markets and underdeveloped capital markets, lead to higher price equilibria than
shareholder types of corporate governance, which are characterized by flexible labor
markets and well-developed external forms of corporate finance.

The primary purpose of this research is to provide a micro-economic explanation
for the link between corporate governance and price differences. I also aim to offer better
evidence of this link by conducting industry-level analyses with the utilization of
heterogeneity in industrial asset specificity. The main argument is summarized as follows.
In general, blockholding forms of corporate governance increase prices. However,

blockholding’s marginal effect on prices gets smaller as industrial asset specificity

%0 Institutional approaches address the embeddedness of corporations in a nexus of formal and informal
rules (North 1990). Institutional researchers have criticized theories focusing on principal-agency problems
by showing how politics shapes corporate governance and how various institutional constraints—stemming
from coercive political regulation, social democracy (Roe 1994, 2003), and imitation of cognitive models in
response to uncertainty--are reflected in cross-national diversity of corporate governance.
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increases. This argument is confirmed by empirical tests on a subset of advanced
countries. Moreover, relaxing some of the assumptions of the theoretical models shows
that corporate governance may exert a different effect on price levels in middle~income
developing countries versus in high-income advanced countries.

The remaining part of this chapter proceeds in four steps. The following section
theorizes how corporate governance affects price levels in two ways. First, I explain
output changes depending on a manager’s objective function—whether the manager
seeks to maximize profit or revenues. Price implications are then drawn from output
changes where I assume that demand is fixed. Second, maintaining the assumption of the
firm-as-a-profit-maximizer, I formalize firms’ pricing behavior based on two types of
oligopolistic competition models, one in which there is competition with delegation and
another in which competition exists without delegation. In the third section I do empirical
tests. I build a hierarchical model for regression analyses with an assumption that national
corporate governance influences prices through specific and invariant industrial factors
across countries. The fourth section discusses the statistical findings and expands the
applicability of the theoretical model by relaxing those assumptions. The fifth section

concludes with suggestions for future research.

3.2 Theories on Firms’ Pricing Behavior

In a competitive market, prices are determined where the demand and the supply
curves intersect and thus individual producers and consumers are just price-takers. In this

essay, I assume that firms as producers create and operate markets: setting prices,
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carrying out transactions, producing and distributing information, and forming and
monitoring contracts (Spulber 1999: 7). In other words, firms are economic organizations
that, rather than being guided by the invisible hand of the market, guide the market with
their visible hand. In addition, I treat prices not only as a function of production but also
as firms’ strategic choices about the nature of market competition under certain types of
corporate governance. In the first essay of this dissertation, I suggested two mechanisms
that impact how corporate governance affects a firm’s pricing. One mechanism suggests
that cost conditions are associated with two factor markets and the other mechanism
suggests that there is competition strategy in product markets. In this section, using
oligopolistic competition models I will elaborate upon firms’ behavior in product markets

depending on the form of corporate governance.

3.2.1 A Static Oligopoly Model: Are firms really profit-maximizers?

The view of the firm as a profit-maximizer has been well-established in the
mainstream micro-economic literature.’' However, what if firms are heterogeneous in
terms of the objective of their business? This ‘what if* clause is more than a conjecture
when we take into account the internal structure of firms. Studies on corporate
governance have suggested that the owner-manager relationship is one of the most
important dimensions in the taxonomy of corporate governance. If owners are also

managers, as usual in small traditional firms, it is plausible that their primary goal is to

>! There are two concepts of profit: economic and accounting. Here, profit means economic. As the residual
after taking out total cost from total revenue, economic profit tells the firm whether it should remain in
business or instead shut down. In contrast, accounting profit is a measure used for quite different purposes.
Among them, it is for controlling fraud and computing tax liabilities (Hirshleifer et al. 2005: 160-1).
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maximize business profits.”> However, when owners and managers are not identical and
managers take charge of ordinary business operations (involved in production and sales
in modern corporations), it is not guaranteed that owners and managers have the same
goals for the business. This is business firms’ classical governing concern in the context
of principal-agency problems. How to align managers’ interests to the owners’ is the
central issue in contemporary large corporations.

It is widely accepted that firm owners pay higher agency costs under shareholder
types of corporate governance than under blockholder types of corporate governance.53
Put another way, under shareholder types it is harder to align managers’ interests to the
owners’ interests. Since managers tend to have more discretion under shareholder types
than under blockholder types, we need to question the assumption that firms are primarily
driven by profit maximizing as we theorize firms’ pricing behavior.

For an alternative to the assumption that managers are profit maximizers, Baumol

suggests that managers instead pursue revenue maximization (1967). He writes:

Though businessmen are interested in the scale of their operations partly because
they see some connection between scale and profits, I think management’s concern
with the level of sales goes considerably further. In my dealings with them I have
been struck with the importance the oligopolistic enterprises attach to the value of
their sales. A small reversal in an upward sales leads to a major review of the
concern’s selling and production methods, its product lines, and even its internal

52 Empirical studies on industrial pricing have shown that profit maximization is the main objective for
many firms (Diamantopoulos and Mathews 1994), but it is not the main goal for all firms
(Diamonatopoulos 1991). Rather, these studies show that a typical firm uses multiple pricing objectives and
the choice of objectives is related to the pricing environment of the firm (Diamantopoulos and Mathews
1994).

53 Nonetheless, why ownership-control separation happened is another issue. I will not deal with the
historical origin and its rationales in this paper. Instead, I suggest that those who have interest in the issue
refer to Micklethwait and Wooldrige (2003).
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organizational structure (p. 45).

Managers under shareholder types of corporate governance are closer to Baumol’s
description of the businessmen than those under blockholder types of corporate
governance. Professional managers in shareholder types of corporate governance tend to
prefer big companies to small ones even though the profit rate is lower in the former than
the latter. This is because the prestige and reputation from obtaining market power are
more influential in determining their salary and provide greater reward in managerial
markets.

Now I will explain the implications on prices from two types of managers
(corresponding to each type of corporate governance). [ predict that firms run by revenue
maximizing managers under shareholder types of corporate governance are more likely to
emphasize the output of products than those run by profit maximizing owner-managers
under blockholder types of corporate governance. Given a fixed demand for products, it
is obvious that the greater output lowers the price of the product.

The upper graph in Figure 3.1 shows the profit maximizing quantity of output, 0,
which is determined where the MR (marginal revenue) curve and the MC (marginal cost)
curve intersect.’® In contrast, ¢ indicates the quantity maximizing the total revenue. We
can see that the revenue- maximizing output is larger than the profit-maximizing one.
However, Q is unlikely to be the final quantity because managers should fulfill a certain

demand of profit given them by the owners.

3 For the graphical setup, I refer to Microeconomics by Joon Goo Lee (2002).
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Figure 3.1 Quantity Change: Profit Maximizing vs. Revenue Maximizing
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The lower graph in Figure 3.1 illustrates how the revenue-maximizing managers
pick the output level given a profit constraint that will satisfy the owners. The horizontal
line AB indicates the profit constraint by which managers should be able to satisfy
owners.” Now, a new output level, 0, is determined that is more than the profit
maximizing output, 0, but is less than the revenue maximizing output, 0 . Given that
demand is fixed, the increased output by 0 - 0 brings down the price.

If so, why would the owners be satisfied with the profit at Q, which is less than
the optimal profit at 0, under shareholder type corporate governance? The answer lies in
the owners’ utility function. It consists of two sources of their wealth as suggested in the
first essay in the dissertation, business profit and the value of the business. In other
words, well-developed finance markets under sharcholder types of corporate governance
provide another chance for the owners to increase their wealth. Meanwhile, owners are
conscientious in aligning managers’ objective with theirs through managerial
compensation systems such as cash or stock bonuses and profit sharing, stock options,

deferred compensation, performance shares, and so on (Pavlik and Belkaoui 1991),

3.2.2 Dynamic Oligopolistic Competitions: price or quantity
This subsection is devoted to building a more sophisticated explanation than the
previous subsection. Previously we examined an individual firm’s different choices of

output depending on alternative assumptions about the managers’ objectives. Retaining

the assumption of a profit-maximizing firm, I distinguish two corporate governance types

*If the line AB is tangent to the mode of profit curve, m, it implies that there is no principal-agency
problem, In other words, managers are identical to owners or under owners’ perfect control.
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with two types of oligopolistic competition models: nondelegation vs. delegation. While
oligopolistic competition under blockholder types of corporate governance is expressed
in a one-stage nondelegation game, the counterpart under shareholder types of corporate
governance is expressed in a two-stage delegation game.

This theoretical framework can provide more dynamic explanations of the effect
of corporate governance on price levels than the framework of a firm’s output decision
depending on managers’ motives for the business operation explained in the previous
subsection. I will examine strategic interactions between firms, which compete against
each other on either price or quantity.

As 1n the first essay of this dissertation, however, I suggest that corporate
governance types affect the strategy that firms choose. Recall that I assumed previously
that corporate governance is a bundle of regulations in two factor markets and that there
are two ideal types of corporate governance. The blockholder type is characterized as
having tight regulations in the labor market and a less developed financial market. The
shareholder type has a flexible labor market and a developed financial market.

Firms under blockholder types of corporate governance are limited in price
competition due to rigid cost conditions in production factor markets (such as not being
able to hire and fire labor at will), whereas firms under shareholder types of corporate
governance have more discretion over their prices due to flexible factor market
conditiohs. Furthermore, blockholder types of corporate governance tend to be subjected
to stronger entry-to-market regulations (as a sub-system of coordinated market systems)

than are shareholder types of governance (as a subsystem of liberal market systems).
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These situations reinforce firms’ strategic choices for competition. Given the difference
in the degree of entry-to-market barriers between these two types of corporate
governance, and the way that industries respond to shocks to their growth opportunities
(depending on the degree of entry barrier), [ am able to suggest the following systemic
tendency of firms’ choices of strategy for competition. In countries with high entry
regulations (blockholder types of corporate governance), industries tend to respond to
them through the expansion of existing firms, while in countries with low entry
regulations (shareholder type of corporate governance) industries tend to respond
primarily through the creation of new firms (Fisman and Sarria-Allende 2004). The
expected competitive situation can be summarized, therefore, as the following:
blockholder types of corporate governance lead firms to compete over quantity, whereas
shareholder types of corporate governance lead firms to compete over price.*®

The following subsection will examine two equilibrium outcomes, first, in
quantity competition under blockholder types of corporate governance and, second, in
price competition under sharecholder types of corporate governance. Then we will

compare the two equilibrium outcomes with a simple illustration.

3.2.2.1 Quantity Competition under Blockholder Types of Corporate Governance
Suppose that two firms i and j compete with each other, where 7, j € {1, 2} (i =)).

The firms produce differentiated products, either substitutes or complements. Consider

% To contrast two oligopolistic competitions, on the one hand, 1 assume that price competition usually
occurs under shareholder type of corporate governance. On the other hand, I refer to the fact that predatory
pricing often occurs for the case of a new entry into an industry. The cases for alternative strategic choice
in each corporate governance will be discussed in the fourth section.
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the general linear inverse-demand system used by Singh and Vives (1984) as follows:
p=0,-B4,-v4, (D
where all prices (p) and quantities (¢) are non-negative. Thus, the corresponding direct
demand system is expressed by
q;=a,-bp,+z;p; (2)

b “ET - i and z,=—Yi___ Each firm produces output at
BB, -vy; /3,'5,; —YY; Biﬁj -V

where q; =

constant marginal cost ¢; = 0. Additional restrictions are required on the parameters:

a;>c;, PB,>0, O<’y

<1, 0<[z|<1, and B,B;-vy,;>0. 3)

Since the model describes a duopoly competition where two firms produce
differentiated products, we need to differentiate the characteristics of product
differentiation. If the signs of ¥ and z are positive, the products are gross substitutes. If
the signs are negative, they are gross complements. The restrictions, ;>0 and
B.B;-vy; >0, imply that b, >0. In addition, the parameters of the demand system should
be restricted such that if firms / and j charge prices p, =c,and p; =c;, consumers demand
positive quantities of each product:

(o;~c)Bj~(a;~c;)y;>0 “4)

Condition (4) implies that a,; —a 7, >0, which in turn implies that ¢,(0,0)=a,>0.

Solving simultaneous equations results in the following equilibrium where the

firms compete over quantities.

oot = 2t PP, =, =PI CNY - (quf, con. (e, -e) = 2

5
l "’ﬁiﬁj —YY; ﬁj ®)
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nglock_,: 2(a _Ci):Bj "(O‘j “C‘,-)Y,- 6)
I 4ﬁi/3j “Y,'Yj

Proof: See Appendix 1.
The sufficient condition for the price equilibrium says that the size of the market

must be larger than the firm’s per unit cost. Put another way, the cost must be smaller

B,-ay

than - ., where the numerator is proportional to the quantity firm i sells if both
j

firms sell products at zero price (Refer to Appendix 1 for the sufficient condition).

3.2.2.2 Price Competition under Shareholder Type of Corporate Governance

For comparability, I use the same setup from (1) to (4) in the previous section on
oligopolistic competition under a blockholder type of corporate governance. As
mentioned before, what distinguishes firms under shareholder types of corporate
governance from those under blockholder types is the existence of delegation between
owner and manager. 1 therefore set up a two-stage delegation game for oligopolistic
competition based on Miller and Pazgal (2001). The equilibrium concept for the solution
is sub-game perfect.

Let us examine the case in which the firms (the managers) compete with each
other by setting prices.”’ Each firm has an owner and a manager. While the manager
takes charge of ordinary business operations including the choice of the firm’s

competition strategy, the owner is the residual claimant to the firm’s profit at the second

57 They can compete by setting quantities as well. Miller and Pazgal’s original contribution to the literature
on oligopolistic competitions lies in their finding the equivalence of price and quantity competition in this
two-stage delegation game. Thus, it is enough to examine the price competition for the purpose of
illustration.
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stage. The owner rewards the manager depending on her firm’s profit and her rival’s
profit during the first stage. Consider the managers’ objective functions, which are a
linear combination of their firm’s profit and the rival firm’s profit. Their owner decides
upon a compensation scheme by placing the weight 8 on the profit of her rival firm’s.”®
The objective function is given by

m; =(p;-¢)q,(p,p))+6,(p;~c;)q,(p;p;). (7)

We can get the equilibrium price at the second-stage by getting the manager’s
reaction function, the first derivative of (7) with respect to p;, setting it equal to zero, and
solving it for p;. The second stage equilibrium prices are given by

2a,b,+2bbc,+z(a;+b,c;—cz8)+z,(a,-bic,-cz20,)8;

pi(eia 6]): 2 2
4bb; —(zz;+2;0,+250,+7,2,0,0;)

(8)

Given (8), the owner chooses 6; to maximize her firm’s profit at the first stage. Firm i’s
profit, x, is given by

Xi = (p,(6,,0,) - ¢)q,(pi(6,,6,),p(6,.8))). ©)
Differentiating (9) with respect to 6, setting the result equal to zero, and solving for 6;

and 6, yields the equilibrium incentive parameters as follows:

8, = (a; =)y i (10)
2B(a;=c;)=(a,=c;)y;

Substituting these values into (8) results in the following:

ﬁthare - 2B,(a;+c))-(a;~c)y,

’ 48,

(11)

8 If products are complementary, the owner will assign a positive value of 8. If they are substitutes, she
will assign a negative value of 8. See (A4-8) or (A4-15) in Appendix 4.
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grehare = (a;=c)(BiB;-vy;)+B.(B;(a,-c)-(a,-c,)y,)

12
’ 4ﬂi(ﬂiﬂj _Yi)’j) (12

Proof: See Appendix 2.

3.2.3 Comparisons of the equilibrium outcomes
3.2.3.1. Price

Since our primary interest lies in comparing the equilibrium prices, let us start
there. Once we subtract the equilibrium price under shareholder types of corporate
governance from the equilibrium price under blockholder types, the outcome is as
follows:

ﬁgblock_ ﬁpsharez {z(ai B Ci)ﬁj - (aj - Cj))/i }Yi)/j
z ’ 4ﬁj(4ﬁiﬁj "Y,'Yj)

> 0. (13)

oy
> Vi

B

First, as mentioned in subsection 2.1, the sufficient condition for p**** is e, - ¢,

2

which means that the size of the market is sufficiently larger than the firm’s unit cost.
This condition transforms {2(a; -¢;)8; -(a;~c,)y,} into a,y,+c;y, in the numerator.
Since yy, is positive, the whole numerator turns out to be positive. Next, the restrictions
in (3) render the denominator positive.

In sum, we find the following inequality between two equilibrium prices from
(13),

-ﬁiqblock > ‘—ﬁip:hare ’ (14)
which suggests that the equilibrium price in quantity competition under the blockholder

type of corporate governance is always higher than that in price competition under the
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shareholder type of corporate governance.

3.2.3.2 Quantity

The result of the quantity comparison is of secondary importance to this study but
needs to be examined. The outcome from comparing two equilibrium quantities depends
on the characteristics of the differentiated products, whether they are substitutes or

complements. If they are complements, 7/ is always larger than /. If they are

—gblock

substitutes in highly competitive markets, g, can be larger than g”"*. (Refer to

Appendix 3)

3.3 Methodology

3.3.1. Hypothesis and Model Specification

To test the argument of Section 3.2.3.1 more rigorously, I disaggregate country-
level data into industry-level data. The idea is that by taking advantage of heterogeneity
across industries, I can provide more micro-economic based evidence of how national
corporate governance influences prices in industrial markets. Thus, the aforementioned
equilibrium price outcomes can be used to generate a hypothesis for this purpose.
Straightforwardly, since industries vary in their degree of oligopoly we need to take into
account industry-specific factors in specifying the statistical model for empirical testing.

[ assume that there are industries with naturally high entry barriers or high asset
specificity (Fisman and Sarria-Allende 2004; Williamson 1985). This industry-specific

factor is invariant across countries and has a systemic effect on price levels by
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influencing industrial structures. A higher industrial asset specificity indicates naturally
higher entry barriers to the industry and thus greater oligopoly in the market..

Since I use average firm size for an indicator of industrial price level, I generate a
testable hypothesis based on Fisman and Sarria-Allende’s formal derivation about the
effect of government entry regulation on average firm size (which is applicable to the
degree of blockholder type corporate governance in this essay). Typically, firm entry (i.e.
start-up) models with fixed cost predict a convex relationship between the size of fixed
costs and the number firms in an industry. Suppose the total start-up cost to be K; + R,
where K; is natural entry barriers in industry i (applicable to Industrial Asset Specificity
in this essay) and R. is the cost associated with government entry regulation in country c.
Since the number of firms, N,, is convex in K; + R, then its partial
derivative 9°N, /9K 6R, >0. Given a constant demand for an average firm size of Q,/Ni.,
then its partial derivative 9*(Q/N),,/dK.oR, <0, where Oy is total industry output.

If we equate R, to the degree of blockholder type corporate governance,
intuitively, we can predict the effect of the type of national corporate governance in the
context of changing industrial asset specificity (or natural entry barrier) on industrial
price level: if asset specificity (or industry entry barrier) is high in an industry, then the
marginal effect of an increase in the degree of blockholding on industrial price will be
small. In contrast, if asset specificity is low, the marginal effect of the increase may be

quite significant.

This prediction can be tested by using an interaction term between the industry-

specific variable and corporate governance in the multiple regression model, as follows:
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Price(AvgFirmSize),. = a, + o+ B,(Assetspec) (CorpGov) +'* +&, M1)
where i and ¢ index industry and country respectively. If a higher value of Corporate
Governance indicates a greater degree of blockholder type, 1 predict a negative
coefficient on the interaction term (fB;). Since I use US industrial turnover rate—an
inverse of Asset Specificity, 8; should be positive in the regression results.”

An alternative statistical model is required for a robust check of the regression
model (M1) as well as a possible endogenous relationship between corporate governance
and industrial structure (average firm size). Since I conceptualize corporate governance
as a regulatory regime on two factor markets (labor and capital) and take industrial
concentration as the dependent variable, there can be a reverse causation between the two
variables: countries with high industrial concentration may have tight regulations in the
factor markets because it reinforces political coalitions based on special interests and thus
helps strengthen their influence on regulatory decisions.

To address the potential endogeneity problem, I use two variables, Legal Origins
and Electoral Systems, as my instruments. As shown in the first essay, these variables are
predictive of the extent of corporate governance and, as the instruments, affect price
levels through corporate governance.

A 2SLS (two-stage least squares) regression model is as follows:

Upper :Price, (AvgFirmSize) = o, +a, + ﬂ,(Assetspec)i(CorpGov)c +HE, (M2)
Lower . CorpGov =y, +y, +@,(Assetspec) ,(LegalOrigin) . + @, (Assetspec) ,(ElecSys), +n,,

% The coefficient, B, is interpreted in two ways, either conditionally or marginally. Given an industry, it
indicates a conditional effect of corporate governance on price levels. As industrial asset specificity varies,
it informs a marginal effect of corporate governance on price levels. Since I utilize industrial asset
specificity as a ‘filtering’ (or screening) variable in the regression analyses, 1 do not give primary attention
to the effect of this variable.
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where the right hand side of the lower-level equation consists of interaction terms
between the instruments and Asset Specificity. Note that I interact the two instruments
with Asset Specificity because I am interested in identifying the different effect, across

industries, of corporate governance on prices.*’

3.3.2 Data
3.3.2.1 Dependent Variable: Industrial Price

I measure industrial concentration (average firm size) as a proxy for industrial
price. The idea is that the higher industrial concentration, the lower will be market
competition and the higher will be industrial average prices. I obtain this variable from
the United Nations Industrial Development Organization’s Industrial Statistics Database
4 2006 ISIC Revision 2 (INDSTAT 4 2006 Rev. 2). It provides data on production,
value-added, number of employees, number of establishments and total wages by
industry.

I generate average firm size (Frmsize), defined as the ratio of value added to total
number of establishments by industry. Taking logs of Frmsize, 1 attenuate the effect of
any outliers and ease the interpretation of coefficients. By taking logs, I get a nice
Normal distribution of this variable (Figure 3.2), which eases statistical inference.

The five industries with the smallest average firm size are found in the Philippines
and India. In the Philippines they are Footwear except Rubber and Plastic (ISIC 324),

Furniture except Metal (ISIC 323) and Fabricated Metal product (ISIC 381), and in India

"

591 use categorical variables for two instrumental variables. Thus, actual coefficient terms are five since I
use four categories for legal origins and three categories for electoral systems.
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they are Wood products except Furniture (ISIC 331) and Metal Fabricated (ISIC 332).
The five industries with the largest average firm size arc petroleum refineries (ISIC 353)
in Chile, South Korea, the Philippines, and Venezuela, and Tobacco (ISIC 314) in the
United States. From this simple check of the tails of the Normal distribution of Frmsize,
we can see that a country’s income level and industrial asset specificity have a sizable
impact on its average firm size. Furthermore, we might note that transitional

democracies’ petroleum refinery industries have four of the five highest firm sizes.

Figure 3.2 Distribution of Average Firm Size

Density

10 12 14 16 18 20
logged firmsize
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3.3.2.2 Explanatory Variables

Industrial Turnover (Reverse Asset Specificity). Following Rajan and Zingale (1998)
and Fisman and Sarria-Allende (2004), I utilize U.S. data at the industry level as proxies
for underlying industry characteristics because the US economy is clearly a liberal
economy where relatively few institutional constraints exist. I obtain these data from
Dunne, Roberts and Samuelson (1988), which contains firm-level entry and exit data
based on U.S. census data. The algorithm is the sum of entry and exit divided by the
number of firms in the industry. The higher the ratio is in an industry, the lower the asset
specificity of the industry. Note that this variable is assumed to be industry specific and
invariant across countries.

Income Level: LnCGDP. Natural log of Gross Domestic Product per Capita in thousands
of US dollars. Although I am interested in the differentiated effect of corporate
governance across different industries, this variable controls for a country’s demand level.
Note that [ generate the main hypothesis on the effect of corporate governance on
industrial price given a constant demand. Just as [ assume that a country’s corporate
governance has the differentiated impact industry by industry, [ also assume that a
country’s demand has a differentiated impact on industrial price. Thus, [ predict that the
coefficient of the interaction between LnCGDP and Turnover will be negative.’ Source:
PWT (Penn World Table). Mark 6.1.

Corporate Governance: Block and GSowner. 1 use two corporate governance indices.

%! Basically, the estimated coefficient is a within-industry coefficient. Since there is no solid theoretical
prediction on the interaction effect between industrial turnover and income level, I predict a negative sign
of the interaction effect in a simple way such that turnover and demand have a negative and a positive
effect on industrial price level and thus their interaction has a negative effect ultimately.
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GSowner is ownership concentration measured by Gourevitch and Shinn (2005). Block is
a blockholding index measured based on the Fraser Economic Freedom Index (10 minus
Frasreg used in the first essay of this dissertation) (Fraser Institute 2005; the first essay
discusses how this variable is generated). Block is scaled from 0 tol0 and GSowrer is
scaled from 0 to 100. The higher the value indicates a type of corporate governance that
approaches the blockholder ideal type.
Legal Origin and Electoral Systems. These variables are instruments for removing any
endogenous effects which might be in my model. By adding them, they provide a
robustness check in my statistical estimation. I have chosen four categories for legal
origins of commercial laws and three categories for electoral systems for the instruments
in my two-stage least squares regression model (M2). Sources: La Porta et al (1998) and
Colomer (2004).
Other Control Variables: Although the effects of these variables on industrial price
levels are of secondary importance to my study, they are plugged into the statistical
equations for another robust check. I control for the effects of three variables the
literature has hypothesized / discovered because they may also affect price levels: trade
openness, a country’s factor endowments, and economies of scale.

- Open. Trade openness measured by /mport/GDP. Source: PWT. Mark 6.1.

- LnEnergy. Natural log of domestic production is divided by total final energy

consumption. Source: Energy Balance of OECD Countries and Non-OECD

Countries (IEA Statistics), 2001 and 2003 eds.
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- AXR3. Percentage change in exchange rate for three years. Source: PWT. Mark
6.1.

- LnPop. Natural log of population. Source: PWT. Mark 6.1

- LnAraPop. Natural log of per capita arable hectares of land._ln{land+l}.
pop

Source: World Development Indicators CD-ROM (2004),
ag.Ind.arbl.ha.pc.

3.3.3 Results

3.3.3.1 Data Summary

The usable data contain 28 industries in the manufacturing sector from 25
countries for the year 1990. The total number of observations is 639.° The number
indicates that the data is in an unbalanced format. Table 3.1 provides the list of countries,
the number of observations, and the two corporate governance indices. Table 3.2
provides summary statistics for each industry. The two indicators for corporate
governance are positively correlated but their correlation is modest (correlation
coefficient = .51). The ownership concentration ratio (GSowner) measured by Gourevitch

and Shinn suggests that Japan has the least concentrated corporate ownership whereas

62 Although the 2006 edition of the INDSTAT 4 database contains time series data for the period from 1980
to 2003 and for 118 countries, it suffers from a tremendous amount of missing data. When combined with
the data availability for the corporate governance variable, the missing data problem reduces the total
number of usable observations dramatically. In the end, I choose observations in 1990 for two reasons. First,
. even though 1 assume industry specific factors to be invariant across couniries, the estimated industry factor
based on US census data may vary in a time series context {e.g. capital reallocation across borders due to
technological development). If I adopt the US turnover rate estimated by Dunne, Roberts and Samuelson
without generating annual turnover rates, it is better to choose observations closer to 1988 when Dunne,
Roberts and Samuelson produced their publication. Second, to make an additional contribution to Fisman
and Sarria-Allende’s research (2004) (one of the seminal works for this research), by exploring what they
leave out, 1 need to choose the observations in the same year they examine. Note that their data is different
from mine.
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Chile has the most concentrated ownership structure. The blockholding indicator (Block)
suggests that Brazil has the most blockholder type of corporate governance whereas the
UK has the most shareholder type of corporate governance in the sample. Sweden is

located around the median in both indicators.

Table 3.1 Numbers of Industries by Country and Corporate Governance

Corporate Governance

Country Observations GSownor Blockholding
Australia* 28 27.5 3.59
Austria * 28 52.8 4.64
Brazil 1 63 5.64
Canada* 28 27.5 3.35
Chile 28 90 4.16
Denmark* 28 37.5 4.15
Finland* 28 48.8 4.45
Greece 28 75 5.54
India 28 43 4.85
[taly* 27 59.6 4.85
Japan* 28 4.1 3.83
Malaysia 28 42.6 3.71
Mexico 26 66 5.28
Netherlands* 27 20 4.63
Norway* 28 38.6 4.63
New Zealand* 2 27 3.45
Philippines 28 46.4 3.66
Portugal 26 60.3 5.34
South Korea 28 31.8 4.99
Spain 28 55.8 4.59
Sweden* 28 46.9 4.57
Thailand 26 51.9 4.38
Turkey 28 58 4.67
UK* 28 23.6 3.26
Venezuela 28 49 54

Total 639

* Advanced Country (GDP/c > US$13,000)

In Table 3.1, the asterisk in the parenthesis indicates rich countries, those above
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13,000 US dollars median GDP per capita. In a moment, I will explain why the data is
partitioned (besides for the aforementioned reason of checking the end tails of the
distribution of average firm size). The total number of rich countries is 12. The total

number of industry observations in those countries is 308.

Table 3.2 Industry-Level Summary Statistics

ISIC No. of Turnover Value Added No. of Average
Code Obs. (in US$) Establishments  Firm Size
311 22 552 732783363 856.33802 855717.4
313 23 .552 602021635 180.72464 3331154
314 23 428 882777405 369.78261 2387288
321 23 .744 999841776 771.09348 1296654
322 23 .856 1654195232 3622.1304 456691.3
323 22 .684 144273511 205.79545 701052.9
324 23 .684 374004510 560.21739 667606.1
331 23 938 634555130 1257.3623 504671.7
332 23 902 1159001624 2425.7826 477784.6
341 24 613 973468243 322.00694 3023128
342 23 919 4681757187 3740.8696 1251516
351 24 .61 1345450178 142.10417 9468056
352 24 .61 1172871463 213.94792 5482042
353 20 .634 1739685680 26.15 6.65e+07
354 21 .634 269078064 124.7619 2156733
355 23 733 691871171 277.04348 2497338
356 23 733 2643142880 1914.087 1380890
361 23 651 436519365 430.17391 1014751
362 23 651 823154368 241.47826 3408814
369 23 651 1198992251 786.50725 1524452
371 23 .596 4179135965 778.43478 5368640
372 22 .596 1519068078 479.40909 3168626
381 23 .784 1665518885 1622.2681 1026661
382 23 .838 1696875681 936.1587 1812594
383 23 812 2567348205 748.38043 3430539
384 23 792 1535851526 284.27754 5402648
385 23 1.071 376345605 210.47101 1788111
390 23 812 368673310 476.25725 774105.4
Total 639

98



Table 3.2 shows a snapshot of the dataset from an industrial perspective. First of
all, the dataset has a relatively balanced format in terms of number of observations.
Industrial turnover rate is the lowest in Tobacco (ISIC 314) while it is the highest in
Professional and Scientific Equipments (ISIC 385). Turnover rate and average firm size
are negatively correlated as expected though the negative correlation is modest (= -.40).
Wearing Apparel (except Footwear) (ISIC 322) has the smallest average firm size
whereas Petroleum Refineries (ISIC 353) has the largest average firm size. These simple

industry level summary statistics are quite reasonable.

3.3.3.2 Description of Regression Tables

The leftmost column of Table 3.3 indicates that the upper half of the table
contains the regression results based on the M1 statistical model and the lower half
presents results based on the M2 statistical model. As mentioned before, the lower part of
Table 3 is mainly referred to for a robustness check for M1 in varying specifications. For
an additional reference, I put the specification numbers in parentheses for model M1, and
the hyphenated number following “IV” for model M2.

For simpler presentation, I omit all the coefficients for industry and country fixed
effects. Columns (5), (10), (IV-5), and (IV-10) are for another robust check. These
specifications include interaction terms between industrial turnover and country-level
controls for trade openness, economy of scale and factor endowments (Open, LnEnergy,

AXR3, LnPop, and LnAraPop). To help readers focus on the main results, [ omit the
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Table 3.3 Regression Results

00t

Dep: Price All Countries Rich Countries (CGDP > $13000)
(frmsize) O] 2) 3) “) &) 6 ) 8 &) d9)
CorpGoy
TO*Block | .16 .03 8g** 1.14%** 1L17%** 2.01%**
7)) (31) (32) (:40) (38) (38 (.60)
= | TO*GSowner 01 001 04xx+ Q5***
o (.01) (01) (01 (01)
TO*LnCGDP -6T** -66** 19 2.20 4.13 7.36
(:29) (45) (.005) (3.57) (4.91)
Constant 13.94%%* | 14,09%*+ 17.74*%*% | 17.73*** | 508 12.58%*+ 14.00+** 83 -8.06 -33.18
(54) (22) (1.72) (11.70) (4.39) (.66) (24) (18.52) (19.00) (29.88)
Adj. R’ 81 82 82 82 84 85 85 85 85 85
(IV-1) (IV-2) (IV-3) | (IV-4) (IV-5) (I1V-6) (IV-7) (Iv-8) { (AV-9) | (IV-10)
CorpGoy
TO*Block | -86** -57 24 1.19%** 1.21%** 2.05%**
(:40) (38) (:54) (:39) (40) (.60)
wnl TO*GSowner -.02 -01 02 Q3% **
— (02) 0 (.01) (20)
% TO*LnCGDP - 76%** - 79** .02 225 2.72 7.40
(29) (46) (3.48) (.00) (4.91)
Constant 15.57*%* | 14.40%*+ 19.21%*%+ | 18.59*+* | 8.50% 12.49%*+ 14.23%%+ 46 -33 -33.48
(.67) (.25) (1.80) (1.79) (4.80) (.68) (.26) (18.54 (19.45) (29.88)
Adj. R’ 81 81 .82 82 82 85 85 85 85 85
No. of Obs. 639 308

Standard Errors in parentheses.
* 90 ** 95 *** 99 level of statistical significance.
- Columns (5) (10) (IV-9) and (IV-10) include the interactions between Turnover and the control variables as follows: Open, LnEnergy, AXR3,
LnPop, and LnAraPop. Coefficients are omitted for simpler presentation.
- For 2SLS, two instruments are chosen for the first stage equation: Legal Origins and Electoral Systems. Coefficients are omitted for simpler
presentation as well.
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Table 3.4 Significance Comparison Table

Dep: Price All Countries Rich Countries (CGDP > $13000)
(frmsize) €Y 2) A3) @ &) © ) @) ©) (10)
@2 | CorpGov
é TO*Block X X 0 0O o) 0
TO*GSowner X X O O
av-) | av=2) | av-3) [ av4) | av-s) av-6)| av-n| av-s)[ av-9) | av-10)
wn | CorpGoy
— TO*Block -0 X X O 0] O
C(")Q TO*GSowner -X -X X 0]
O : statistically significant X: statistically insignificant

- : negative coefficient




coefficients of these controls as well.**

In contrast to the conventional presentation of results, I begin with a robustness
check for my regression outcomes. If the robustness is good, then we can have greater
confidence in our results, that is, in the regression coefficients, and I think it is useful to
know this up front. Table 3.4 is prepared for this purpose. It excludes numerical
information and instead keeps only the statistical significances and signs of the
coefficients of my corporate governance variables (Block and Gsowner), and one
influential control variable (LnCGDP). The “O” and “-” indicate conventionally accepted
statistical significance and negative signs of the explanatory variables respectively.

Let us focus on the left half part of Table 3.4 (Regression results with all 25
countries). A vertical comparison between the upper (OLS) and the lower (2SLS)
suggests that statistical estimations are unstable. Only Column (IV-1) contains a
statistically significant coefficient but the sign is opposite to the theoretical prediction.
The only consistent pattern of the estimation is found in the coefficients of the interaction
term between turnover and income level. I interpret that the income level has an
influential impact on average firm size (hereafter I interpret the coefficients as the effect
of average firm size, which is a proxy of industrial price). That is, the control variable for
the demand side is the more influential factor than my corporate governance variable in

explaining the variation of average firm size in the all-country dataset.%* To reduce the

%3 The full regression table is available from the author upon request.

® There is one caveat in reading the coefficient. As mentioned in the description of data and footnote 61 in
Section 3.2.2, there is no solid theoretical prediction of the conditional effect between industrial turnover
and country’s income level on average firm size like the theoretical prediction of the interaction effect
between industrial turnover and corporate governance (Section 3.1). I would rather interpret the coefficient
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income effect, I partition the 25 country data by taking the median income country

(Spain) for the cut point and get a subset of data consisting of 12 countries.

3.3.3.3 Corporate Governance and Industrial Price in Rich countries

The regression results with Rich Countries (the right half part of Table 3.4) shows
a pattern that is distinct from those with all countries. Most of all, as expected, the all
income effect on average firm size disappears (See rows for TO*.nCGDP). A vertical
comparison between the upper (OLS) and the lower (2SLS) suggests that the statistical
estimates are stable. The corporate governance variable of interest explains average firm
size with the expected sign and at the 0.01 level of statistical significance. For instance,
Column (6) shows that the interaction between blockolding index (Block) and industrial
turnover explains average firm size without any additional controls at the 0.01 level of
statistical significance.

To check its substantive effect, suppose the median industry in terms of turnover
rate (ISIC 323 Leather Products). A one-standard-deviation increase in Block enlarges the
average firm size by 63 percent.” Column (10) shows an even greater effect of
blockholding on average firm size with all control variables (110 percent). To make a
conservative interpretation, [ use Column (6) to read the conditional effect of corporate
governance.

As predicted in Section 3.3.1, the marginal effect of Block gets weaker as

holding fixed a median income country’s GDP per capita. Given this, the coefficient indicates the
conditional effect of industrial turnover on average firm size.

% Since I use logged average firm size, the conditional effect of Block on average firm size is directly
calculated in .55*1.14 = 0.627.
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industrial asset specificity increases. More concretely, by moving from Australia (25"
percentile) to Norway (75th percentile in the distribution of Block), the difference between
the average firm size in Paper and Products (25™ of percentile, ISIC 341) and the average
firm size in Electrical Machinery (75" percentile in the distribution of asset specificity,
ISIC 383) narrows by 24 percent.®®

In sum, the conditional effect of corporate governance (the degree of
blockholding) on average firm size (industrial price level) is positive. The marginal effect
of corporate governance gets weaker as industrial asset specificity gets higher (lower
industrial turnover rate). However, these effects of corporate governance are observed
only in partitioned data consisting of rich countries. Why does the predicted effect of
corporate governance on average firm size not appear in the all-country dataset? I discuss

this question in the following section.

3.4 Discussion
In this section I discuss two points. One is the question raised above, why
corporate governance fails to explain industrial prices in the all-country dataset. The

other 1s, what if quantity competition occurs in the shareholder holder type of corporate

governance?

3.4.1 Why does corporate governance fail to explain industrial prices in the

all-country dataset?

66 (81-.61)*(3.59-4.63)*(1.14) = -.237.
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To answer this question, we need to reconsider the effect of corporate governance
on industrial prices. To do so, it is useful to return to Section 3.3.1. We start with the
question about the convex relationship between the number of firms and total costs of
establishing firms. That is, although the convex relationship between costs associated
with industrial asset specificity (natural industry entry barrier) and the number of firm is
undeniable, it may be that the convexity between costs associated with national corporate
governance and the number of firms only holds when the country of interest reaches a
mature economic development stage.

Suppose a country is experiencing high economic growth as well as being under
the blockholder type of corporate governance. At this economic developmental phase,
most industries have growth potential and thus profit-seeking opportunities. Large
corporations having highly concentrated ownership—that usually have very large market
power in a few industries and withhold investment capital from the industries—try to
enter other industries where they think profit potential exists. It is not unusual that
investment efficiency in terms of inter-industry relations is ignored.”’” This inefficient
entry may well give rise to irrational market competition which may lead to price
competition given a fixed demand, as opposed to the scenario suggested in the model in

Section 3.2.2.1.

7 The history of South Korean industrialization is an example. Especially before democratization,
Chaebols’ (large corporate conglomerations) ruthless market entry used to be compared with an octopus’s
catching of food. It hurt the Korean economy by bringing about inefficient capital allocation. Even after
democratization, it took more than ten years for an industrial rationalization policy to come to fruition.
Ironically, due to the 1997-8 financial crisis, the Kim Dae Jung government could correct the distorted
industrial structure through so-called “Big Deal.”
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The non-delegated oligopolistic competition model, where firms compete with
each other by setting prices, provides a reasonable explanation of why corporate
governance does not explain the variation of industrial price in the all-country dataset.
The equilibrium price in a non-delegated price competition under the blockholder type of
corporate governance can be lower than the equilibrium price in a delegated price
competition under the shareholder type of corporate governance. Even without solving an
oligopolistic price competition game without delegation (refer to Singh and Vives 1984
for the formal derivation), comparative statics with the oligopolistic competition models
in Section 3.2.2 helps us understand this point. Let us return to Equation (5) in Section

3.2.2.1. The sufficient condition for the equilibrium price, p/”**, suggests that the market

size should be larger than the firm’s unit cost. Otherwise, p?*"** is irrelevant in Equation

(5) and, as a result, the inequality between p#“*and 5*"** in (14) collapses. In other

words, if the market size is not sufficiently larger than the firm’s unit cost, 7?”**can be

pshare

no more than p . Where there exists irrational market competition caused by

inefficient market entry (as above), it is highly probable that the actual market size is not
sufficiently large compared to a firm’s unit cost. Thus, the expected sign and substantive
effect of the coefficient of the interaction between turnover and corporate governance go
away as soon as developing countries are included in the regression analyses.

Regression analyses with a subset of data consisting of 13 countries (GDP per
capita < US$ 13,000) support the proposition in the comparative statics above. In Column
(1) specification, the sign of To*Block is negative but the coefficient is statistically

insignificant. In the Column (5) specification, its sign is also negative and its coefficient
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is significant both substantively and statistically. However, the estimations do not survive
robustness checks with the instruments, suggesting that endogeneity is occurring.

What are the theoretical implications of this empirical result? It is reasonable to
start with a question, namely, whether the decreasing effect of blockholding on price
benefits people in developing countries. I suggest it does not, because a positive welfare
effect of decreasing price is, at best, a short-term benefit and the inefficient allocation of
production resources can hurt the whole economy in the long term. From this standpoint,
the political dimension of corporate governance and the role of the state in developing
countries needs to be examined more carefully than in developed countries. This need is
intensified by the contrasting statistical outcomes between two subgroups, especially in
cases of the intervention of two instruments. Why do the political and legal instruments
blur the effect of corporate governance on price in developing countries whereas they do
not change its effect in developed countries? This fact may explain the conflicting results
of two previous research projects that had comprehensive samples consisting of 85 and
57 countries rtespectively, but obtained contrasting conclusions of the nature of
government regulation. Taking the Public Choice view (Stigler 1971; Peltzman 1976),
Djankov and others suggest that government regulations benefit politicians and economic
agents protected by the politicians (2002). In contrast, taking the Public Interest view
(Pigue 1938), Fisman and Sarria-Allende (2004) suggest that government regulations
correct market failures and are thus required to achieve socially efficient outcomes. My
empirical results based on industry-level evidence show ambivalence between these two

perspectives, and rather emphasize that there must be qualitative differences in countries’
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political logics of corporate governance and, in general, government regulation between
two worlds, developing or developed. Since this line of research is beyond the scope of
this essay, [ save it for future study.

Just as price competition under blockholder types of corporate governance can
happen due to (irrational) market entries (as illustrated so far), so can quantity
competition occur under shareholder types of corporate governance, especially in the
short term. As mentioned in Section 3.2.2, firms under shareholder types of corporate
governance are flexible in their strategic choices due to flexible factor market conditions.
Thus, without any new entries in the short term, firms under shareholder types of
corporate governance can compete with each other by setting quantities as well. |
therefore conduct comparative static analyses of managers’ objective functions to answer

the following question.

3.4.2 Why are managers concerned with the turnover of their firm under
shareholder type?

This question lets us conduct comparative static analyses of managers’ incentives
to better understand their strategic choices under delegated oligopolistic competition. To
summarize the main finding, managers behave more aggressively when they are
competing on quantity than on price. I interpret this finding as suggesting that managers
cannot be satisfactorily compensated through the price mechanism under shareholder
types of corporate governance. This finding supports my theoretical speculation of

managers’ behavior in the first essay: even in the case of business downturns (thus, no
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new entries into an industry), under shareholder types of corporate governance managers
may try to boost turnover by reducing markups (refer to Section 1.2.2.2 in Chapter 1). It
also suggests that the revenue-maximizing manager assumed in Section 3.2.1 is more of
an actual reflection of, than an assumption of, managerial behavior.

For simplicity, suppose that two firms compete against each other without any
new entries into the industry in the short term. Now let me check how managerial
compensation varies depending upon whether managers compete on price or quantity.
Since the equilibrium outcomes of delegated oligopolistic competition do not depend on
whether firms choose either a “price” or “quantity” strategy,” it is sufficient to analyze a
manager’s objective function.

For an easy illustration, suppose a simplified demand function and zero

production cost: g, =1-p;+zp, and ¢; = 0. We have manager i’s objective function when
managers compete against each other by setting prices as follows (the superscript
indicates price and quantity competition with p and g, respectively):

ml = (l=p;+zp)p;+0] (1~ p; +zp)p,. (15)
Differentiating this objective function with respect to p, and setting the result equal to

zero, we find p; as a function of p;, which is manager i’s reaction function.

_(1+2(1+60)p))

: (16)

p(p;)

Next, we suppose that they compete by setting quantities. Manager i’s objective function

is given by

% Appendix 4 illustrates the solutions to the oligopolistic competition game with delegation for two
strategies, price and quantity. For the complete solution, refer to Miller and Pazgal (2001).
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l+z-q,-2q, l+z-q;-12q;

Differentiating this objective function with respect to g, and setting the result equal to

zero, we find ¢; as a function of ¢, which is manager i’s reaction function.

l+z-2z(1+6)q;
> )

q,'(q.,')= (18)

If goods are substitutes (0 < z < 1), the owner assigns a positive weight (67) to the
competitor’s profit to maximize their firm’s proﬁt69 (See (A4-8) in Appendix 4).
Suppose firms choose price for their competition strategy and manager i lowers the price
for his firm’s goods. Under this incentive scheme, any gain in profit due to the lower
price is partially offset by the accompanying decrease in firm j’s profit. From this point,
we can infer that managers are less aggressive in price competition. Conversely, in the
case that firms choose to compete on quantity, the owner assigns a negative weight (6)
to the competitor’s profit (See (A4-15) in Appendix 4). If manager / increases quantity,
his gain is augmented by the corresponding decrease in firm j’s profit. From this point,
we can infer that managers are more aggressive when they compete on quantity.

These simple comparative static analyses shed light on how managers behave
under shareholder types of corporate governance, especially in economic downturns—
when there is no new entry into the industry: managers try to boost the turnover of their
firm. Assuming an ordinary concave production function, they would do so even by

reducing the markup of prices.

% In the case of complement goods (-1< z < 0), the sign of the equilibrium 8 is opposite. But the outcome
of the comparative static analyses I do here is consistent regardless of _the characteristics of goods of
interest. Refer to pp. 286-7 in Miler and Pazgal (2001) for the equilibrium 6 .
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3.5 Conclusion

In this essay, I have shown how corporate governance influences a firm’s pricing
behavior. I provide two theoretical answers to this question. On the one hand, challenging
the standard neoclassical theory where economic agents maximize profit free of agency
problems, I explain how output increases under the assumption of a revenue-maximizing
manager and thus how the price becomes lower given fixed demand. On the other hand,
using two oligopoly models where two firms compete over either price or quantity, I
show that non-delegated oligopolistic competition under blockholder types of corporate
governance has an increasing effect on the equilibrium price compared to delegated
oligopolistic competition under shareholder types of corporate governance. Empirically, I
use industry level data to conduct regression analyses and confirm the expected
conditional and marginal effect of national corporate governance on industrial market
prices. The conditional effect of blockholder types of corporate governance is an increase
in industrial market prices, while its marginal effect weakens as industrial asset
specificity gets higher.

However, the expected effects of corporate governance are confirmed only with a
sample of advanced industrial countries. Rather than undermining the theoretical models,
this pértial confirmation motivates me to make sense of the sub-group heterogeneity of
market competition. Relaxing an assumption about firms’ strategic choice of competition
under blockholder types of corporate governance, I provide an explanation that is

internally consistent with the theoretical models. In developing countries, irrational
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market competition caused by inefficient allocation of production resources can lead to
price outcomes that differ from my initial predictions, which are based on rational
markets where production resources are efficiently allocated.

Since I characterize corporate governance as a regulatory regime in factor
markets, my finding of sub-group heterogeneity according to economic development
sheds light on two contrasting views of government regulation: the public choice vs. the
public interest view. The former understands regulations as a set of rules needed to
achieve socially efficient outcomes, while the latter treats regulations as reflecting the
interest of socially powerful groups. My empirical results allude to qualitative differences
in the political logics of corporate governance and government regulation between the
developing and developed world.

Finally, I should mention the limitations of this research and suggest future
research directions. Theoretically, on the one hand, I assume that owners have perfect
information about managerial behavior under shareholder types of corporate governance.
However, in reality, they may well suffer from varying degrees of uncertainty about
managerial behavior. On the other hand, I assume firms’ stylized strategic choices for
competition, either price or quantity, depending on corporate governance. Although I
infer the stylized pattern from the literature on industrial organization, it is hard to obtain
precise observations since firms adopt mixed strategies in reality.

There are several opportunities for further studies. Empirically, although I find
sub-group differences between developing and developed countries in the effect of

corporate governance on prices, more micro-behavioral evidence is required to confirm
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that corporate governance constrains a firm’s pricing behavior. Qualitative research with
the help of case studies of marketing strategies might be a useful step in this direction. In
one direction, comparative case studies of pricing behavior of a multinational
corporation’s subsidies under different corporate governance deserve attention.
Examining the price determination mechanism of the Hyundai Genesis (mentioned at the
beginning of this essay) may be a good case to pursue this line of research. In another
direction, selective case studies of industries whose firms are relatively homogenous in
their marketing strategy and then comparing product prices in cross-national context
might also be useful.

In liberal market economies like those in the US and UK, there has been much
discussion of the deficiencies of market systems in delivering effective corporate
governance. In advanced European countries and Japan, there is a continuing concern that
existing corporate governance systems fail to promote technological innovation and
economic growth. Even in Eastern Europe and the BRICs, mega-scale privatization
inevitably necessitates reforming corporate governance. All of these trends have raised
the public profile of corporate governance. This essay tries to better understand yet
another implication of corporate governance: consumer prices. The unfair price issue
raised by a Korean social movement group against Hyundai Genesis is still waiting for
the Korean Fair Trade Commission’s ruling as of writing this conclusion. It is very
suggestive to the main purpose of this essay that the social movement group is
campaigning to improve Korean corporate governance as well. At this writing, the claim

by a Korean Social movement group, Consumers Korea, of unfair pricing of the Hyundai
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Genesis is still awaiting the Korean Fair Trade Commission’s ruling. Consumers Korea’s
claim, an effort to improve Korean corporate governance as well, is another example of

the growing public recognition of the importance of corporate governance.
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Appendix 1. Quantity Competition under Blockholder Type Corporate
Governance

1. Basic Setup

Suppose Two Firms compete each other i, j € {1, 2} (i =)
Demands for each firm are given by

g,=a,-bp,+z7,p,,

where g;, p;, and z, refer to quantities, prices and 0<|<1 for stability of the demand

systems.
Suppose the following inverse-demand systems,
pi=0;-B49,-v9;

In Mathematica (bold and plain fonts indicate input and output lines, respectively)

al - f1 g1 - y1 q2
a2 - p2 g2 - y2 gl
al bl pl + z1 p2
a2 - b2 p2 + z2 pl

pone[ql_, q2_]
ptwolql_, q2_]
qone[pl_, p2_]
qtwo[pl_, p2_]

Simplify[Solve[{pone[ql,q2]==pl, ptwo[ql,q2]==p2}, {ql,q2}]]

PlB2 ~al B2 -p2yl+a2yl P2 81 - x2 81 - pl y2 +al w2 11
-B1 82+ ¥l y2 ~-B1 B2 +y1ly2

Rearrange the solutions to p, and p,, then

ai=a,-/3,-—a,-y,-) b, = B and RN /A (A1)
ﬁiﬁj —YY; BBi-vy; BiBj-v

We assume that g, > ¢, 20 (c is constant marginal cost), a8, -a,y,>0, §,>0, 0<[y|<],
and BB, -vy,;>0.
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Quantity Competition in Blockholder Type Corporate Governance (non-delegation)

Now, we solve for the equilibrium quantity by taking the first derivative of firm i’s profit

T;.

7 =(p;-¢)q,(pi>p))

Simplify
[Solve|
{D[ (pone[ql, g2]~cl) ql, ql] == 0,
D[ (ptweql, g2]- <c2) g2, q2] == 0}, {ql, g2}
1 .
]
2el82-2alB2 -2yl +alyl 2e2B1-2a281 -l yZval i 1
{IQJ.—b P (Y J}
l -4 81824yl y2 -4 8182+ y1y2

The equilibrium quantity is rearranged in the following form,

2(a,‘ "Ci)ﬁj -—(O(j "Cj)yi
4ﬁiﬁj =YY

— —qgblock
l‘ .

To get the equilibrium price, plug the equilibrium quantity into the inverse demand
function.

Simplify[{pone{ql, q2], ptwo[ql, q2]1}] /.
Z2e1P2-2a182-¢c2y1 + a2yl » 2c2p1-2a2B1 -c1¥2 ¢+ al y2
q-an

{at - : }
-4 p1 82 +y1y2 -4 $1 B2 + y1 y2
{ 1 Bl{Zrclf2-2al 82 ~c2 ¥yl +aZ yl} 3l (2 2Bl -2a2Bl ~cly2+al y)
f=3 - i
~4 81 BZ + ¥l y2 ~4 81 B2 + ¥l y2
- (20l B2 ~2al B2 -~ o2yl +axZ yl) 2 BZ{Zec2Bl-2aZ Bl ~-cl ¥2 +al y2) }
Qo - -
~4 81 BZ +yl w2 ~4 B1 B2 + yi 2
Together[%]

{201ﬁ1ﬁ2+2a1ﬁ1ﬁ2+C2§1y1-a231y1~c1y1y2 ZCEEIEZ+2&2&132+01ﬁ2y2-a1ﬁ2y2-02y1y2}
48182 -y1y2 ’ 48182 - yly2

(* rename the equilibrium outcomes for later usage?*)

2c1p1P2+2al PLAZ+ 021yl - a2 fl yl - cl ¥l ¥2 2c2P1B2 202 P1 B2+ 1 B2 Y2 al B2Y2 - 291 ¥2
[pindeq - . p2ndeq = 1
481 P2 - y1y2 4 81 82 - ¥l ¥2
{atndeq - 2o1p2-2a1f2-c2yl a2yl o ZcZM«ZaZﬁi»ci‘xZ¢a1¥2}
4P B2 V2 C4P1 B2+ vl ye
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The equilibrium price is rearranged in the following form,

2a; +Ci)ﬁiﬁj - (O‘j '"Cj)ﬁi)/i Yy _ ﬁqblack
4B.6,-vy; l

(Sufficient Conditions)
The equilibrium outcomes should fulfill two conditions;

—ﬁiqblock - ¢ > 0’ —q—iqblack >()

Simplify[plndeq - cl]

Bl {-2clB2+2alBl+ {c2-ald} yl)
45162 -yl y2

Since the denominator is positive, the numerator should be positive.
Rearrange the numerator such that

=2¢,1B5 + 20433, = 20, Byy, + ¢, Byyy + By
= 26,((a; —¢;) By —azy) + (o, + ;) By,

Since (a, +c¢,) By, 18 positive, it 1s enough to find a condition such that
(o —¢)) B —azy, 0.

ay,
Q,-c;z—— or ¢;s

J i

ayy,—ay;
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Appendix 2. Price Competition under Shareholder Type Corporate
Governance

The time line of this oligopolistic competition game with delegation is that the manager
sets prices at the second stage and the owner chooses a managerial incentive scheme to
maximize her profit at the first stage. Sub-game perfect equilibrium is the solution
concept for this two-stage sequential game model.

In addition to the basic setup for the demand system in Appendix 1, manager i’s objective
function, m; , and firm i’s profit, &, are given by

m;=(p;—c)qp;,p;)+0,(p;-c;)q,(p,.p;)
= (pi(giogj) '"C,’)‘L‘(Pi(g,',gj),p(gi,gj)) .

To get the equilibrium price at the second stage, set the first derivative of manager i’s
objective function with respect to p; and p;

In Mathematica (owner’s weight (6) is coded with y)

FullSimplify|[
Solve[{D[ (pl-cl) gone[pl,p2] + yl (p2-pl) qtwo[pl,p2], pl]
D[ (p2-c2) gtwo([pl,p2] + y2 (pl-p2) qone[pl,p2], p2]
{pl, p2} ]
]

«({pl—w 2ZalbZ+2blbZcl +zl (22 +b2 02 ~oly¥Zel) + vl (82 -b2 02 -clwzZel) zZ )

L 4h1 b2~ (y2 21 +22) (21+vyla2)

Z@Zbl +bl (Zb2cl~cly2 el +clzl) + (¥v2zl+zZ) ial-CclZyiled) }}
4b1bZ - (Y2 zl +22) (21 +«¥1zd)

[/

H
o
ad

P —+

Now we get the equilibrium price at the second stage in a function of owners’ weight in
the managers’ objective function.

2a,b;+2bbic, +z2,(a;+bc, -8,cz)+0(a;-bic,-0

Jo i

4bb; - (6,2, +z;)(z;+6,2;)

€202

52(6,.0,) = (A2)

Rename p?"'in Mathematica for later usage.

{eqpiatZ 2aib2+2b1b2cl+zi (82 +h2c2-clyZzl)+ ¥yl (@2-bdcs-ciyZzl)zl
4b1Db2 - (y2z1 +z2) (21 + Y1 22) ’
eqp2at?2 - 2a2bl +bt (2b2c2-cly2z1 +ctz2)+ (y221+22) (al -c2ylz2) }
4b1ib2- (y2z1+22) (z1 + 71 £2)

Find owner i’s weight, 6, to maximize =,.
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FullSimplify[
Solve[{D[egplat2-cl) gone[egplat2, eqp2at2?], yl]==0,
D[egpZ2at2-c2) gtwol[egplat2, egp2at2], y2]==0},

{yl,y2}1]
z1l (albZ~-blhZcl+2l (8ad+ ol el

{{Yl—»
Zbi b2 (8l ~ P2 cZ) » (~a2 =1 +D2 {al +bl ol +
zZ (BZ2bl ~-blb2cZ+ (al+0x
Ya -+
bl {(Z2a1bh2~-2hlbZcl+ (8Z+bhZcd) zly -~ 21 (&

Yy z2 -clezl gz’

y
=1

1
1~Zbhilicl+c2zl) w2

[ B
PR g

o

[
33

z
1

]

Now we can get the equilibrium price by plugging the equilibrium 6 into (A2)

FullSimplify([{eqplat2, eqp2at2}] /.
zl (a1b2 -b1b2cl +zl1 {82 +¢c1z2))

1 .
{Y - 2bib2(a2-b2c2)+(~-a2z1+b2(al+blcl+2c2zg1))z2-clzlz2?
72 z2(azbl-bib2c2+(¢al+c2zl) z2) }

—p
bi(2alb2-2bilbZ2cli+(aZ2+b2c2)zi)~zl(al-2blcl+c2zl) z2

{[2a1b2+2b1b201+

clz1z2 {a2bl ~-b1b2c2+ (al+c22l)z2) /
Z12z2 (81b2-blb2cl+21 {(a2+clz2)) |a2-b2c2- /f
4 ! bl (2e1b2-2bibZ2cl+ (a2+b2c2) 21) -z1 (a1 -2blcl+c2zly 22/ ¢

{(2b1b2 {a2-bZ2c2) + (-a2zl +bZ2 {al +blci+2c2z)) z2-clz122%) +
clz122 {(a2bl1-bib2c2+ {al+c2zl) 22) )] /
f

zl (ahbz c2-
s bl {2a1b2-2b1b2cl+ {a2+b2¢c2) 21y -2zl (al-2blcl+clzl) 22
2122 {a2bl -bib2c2 + (al + c2z1) 22} ;
4b1h2.- [ZZ+ y
] bl {2a1b2-2blb2cl+ (82+b2¢c2) 21) -zl {al-2blcl+c2zl) 22
I’1 z1 22 {81b2 -b1b2cl +z1 {82 + cl22}) ”
zl+ .
2bib2 {a2-b2c2) + (-a2z1 +b2 {al+blcl+2c221)) z2-cl2z122?;

clz122 {(a2bl-blb2c2+ (al +c22zl) z2)
2e2bls+bl |2bZc2+0lz2 - ),
bl (2a1b2-2b1b2cl+ (a2 +b2c2) 21} - 21 {al-2blcl+c22l) 22
( 2122 {a2b1 -b1b2c2 + (al + c2 21) 22) i
224
i bl {2alb2-2blb2cl+ (a2+b2c2) zl) -2zl (al-2blcl+c2zl)z2
[81 c2zlz2 {alb2-bib2cl + 2zl (a2 +clz2)) ” ,i"
| 2b1b2 (82 -b2c2) + (-8221 +b2 {al+blcl+2c2z1)) z2-chzlz2® [}/
r z1z2 (e2bl ~bib2c2+ {8l +c2zl) z2)
4b1h2-[22+ )
d bl (2atb2~2blbZcl+ {m2+b2c2)zl) ~zl {al-2blcl+cZzl} z2
[Zl z12z2 (a1b2-b1bZcl+2l (a2 +clz2)) H}
+
; 2b1b2 (a2-b2c2) + (-a2zl+b2 fal+blcl+2c2z1)) 22-ctzlzd? ||

(* To put terms in a sum over a common denominator and cancel
factors in the result¥*)

Together [%]
281b1bZ+2b1* b2ct+a2hizl +b1bZc22l ~alzizZ-2b

{ 4b1 (b1b2 -zl z2)

>
o]
>
8]
>
n
&3
H
0
&S
I
[
[S
]
o]

2

b2

J

28]
I}
[
]
Pt
<}
28]
i
3
-
~
-
fxd
[2Y]
s

Z28Zblb2+2bibz* cZ2+81b222+bibIcl 2l -8221 22 -
4b2 (bl bZ - 21 z2)
(* Rename this equilibrium price at the first staget)

2a1bib2+2b1?b2cl+azZblzl+b1b2c2zl -al1zZ1E2-2b1c121Z2-c2281% 22

eqpone = )
{ ® 4b1 (b1b2 - z1z2)

eqptyo = Zazbib2+2b1b2?c2+albZz2+b1lb2clz2-a2z122-2b2c2z122 -clzlz2? }
i 4b2 (b1 b2 - 21 22)
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For comparability, convert eqpone and eqptwo in Greek using (Al).

FullSimplify[{eqpone, eqptwon}] /.
{al 5 (a1 B2 -a2¥l)/ (B1B2-y1¥2), DL B2/ (BL1B2-y1%2). 21 -1/ (BLB2-v1¥2).
az -» (a2 1 - al¥y2) / (PLP2-y1y2), b2+ P1/ (BLBZ-¥1¥2)., Z2Z—¥2/ (B1B2 - y1¥2)}

_ 51 (ol R<2 1) + ¥l (02 8101 32) ‘31 B2 — vl 22 51 + ol 5202 wl
{_1_ 2 o1 4 (Bl g2yl y2)2 (Bl 12—l y2 )2 . (P12 -¥1¥2) (mmmw Bl 2=yl y2
B1 52 - w132 gz ’
(BLpz—lw2)2  (Bl2—wl v2)2

2 61 62 | —<28 52 f1-01 32
(B182-y1y2) |- clyl Y22 . 818 (51.62-'71'3«2 + .Gl,&z-vlyz)
’ (81 82 -yl y2)3 (8162 - y1 y2)2

2251 o2 Bl-0l 32
2 [ clplge . pl(a@R-w@yl) (i  RaTw
¢

Bl 52—l w232 (Bl 21 »2)2 BL 2l w2

|
| BlBZ-yly2 /

182 2 i
S e e s ||
ST etez vty T BTez 120 ),

Together [%]

r20152+2a1/32+02“3‘1—-ch“y’i 262)31+2G2,61+C1“a"2~a1“a‘2}
1 482 ’ 4 81

(* Rename the equilibrium price*)

2c1P2+2a1B2+c2¥%l - a2yl 2Cc2P1 +2a281 +c1¥2 - al y2

- 2 =
[pieq 482 peed 145 }

We get the equilibrium price in price competition under shareholder corporate
governance,

zciﬁj+2aiﬁj+cj‘}/i_a.j'y" - zﬁj(ai+ci)~(aj—cj)}/i — = pshare

4B 4B, '

Next, to find the equilibrium quantity, plug egqpone and egptwo into the demand
system and convert the outcome in Greek.
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{gone[eqpone, egptwo], gtwo[egpone, egptwoll}/.
{al s (a1 B2-a2yl)/ (BLB2-y1¥2), D1 B2/ (B1 P2 -y1y2y, zi —y1/ (BLB2 -yl ¥2).
a2 .-> (a2 p1 -al y2)/ (BLB2 - yLy2), D2 BL/ (BLP2 -1 y2), 22 -y2/ (B1B2 -yil¥2))

zelpi? | crplmwl | 2R (A@@YD) _ _zelylw __ @yiiwe A @R®@y)w Ryl (@)
{ai fZ-u2yl (mmal2)  (BLRiw)® (Bl R~ v2)° LRI (BRI ) (8L B2yl v2)0 (81 R 1 42)°
BL82-y1y2 ” 8 . ) )
PRLR L 2)? (S1EZ-le2)?

" . ( 2c2 12 B2 ol 8182 y2 2028191 y2 B1 (al B2 ~a2y1l) ¥2 oyl y22 .

' + - + -

\} (B1p2-yLly2)® (BL@z-yiy2)® (B182-yly2)? (6182 -y1y2)? (6152 - ¥1 ¥2)?
28182 (@2P1-aly2)  y1y2 (w2 Bl -aly2) ]]/[ 5 I 8182

)
(B1 82 - yiy2)3 {B152-y1y2)3 (8152 -y1y2)?  (BLgz-wiy2)? )]
a2fl-aly2 (YZ( 2¢1 81622 ,_C2p1B2yl 28182 (a1f2-a2V1) 2c182vly2
g1p2-yly2 L (B1B2-y1y2)®  (BLE2-ylya)? (6182 -yl y2)®

T pLez-viya®
02y’ y2  yl(a1f2-aZyl) y2 +5271(u251-a1)2)]] f[ 5 [
(B1 82 - yly2)? (81 82-yLy2)3 (8182 - y1y2)®
20208 ciplmy?

6162 ) ¥1y2 ]] i
(B162-y1y2)2  (8182-y1y2)?

i

20281 w2 Bl (0] 202 ¥1) w2 a1yl y22
o 2028wl | -

, 2BLE(@BIGl42) | y1y2 (02 B101%2)
BLER-p192) (BRI (PR o2t (81 B2yl w2)° (81 B2 ) 52)° (1 B2 -1 5253 (9 21 238 |
4 ( £l - ¥l ) J
(BlR-yly2)2 (Bl B2yl y2)2 |

Together[%]

{ ~2ciB1B2+2alBlB2+c2B1 9yl —aZBlyl 40l vyl v2 -l yly2
451 (8182 -yl y2)

~2C2LF1 B2 +2a2B1B2+c1Bly2-alB2y2+02yYy2 -yl y2 i
52 (B15Z - 41 32)

(* Rename the equilibrium quantity *)

{qieq ~2CIBILB2+2alPLB2 +c2P1 ¥yl - a2 81yl +01 ¥yl y2-al yly2

4 B1 (B1 B2 - y1 y2) ’
qzeq - ~2C2BLP2+2a2PBLB2 +c1 P2 Y2 - a1 B2 Y2+ 2 %1 %2 - a2 y1 ¥2 }
- 4 B2 (B1L B2 - ¥1 ¥2)

Finally, we find the equilibrium quantity in price competition under shareholder type
corporate governance,

_205/3,'/3/' + 20‘,‘/3,'/3] + Cjﬂiyl‘ - ajﬂﬁ’j TEYY oYY
4ﬂi(/3i/3j =Yy
_ (a;=c)B:f; —(a;=c))viy; +(a;~c,) 3,8, - (a,-c,) By,
4B.(BB;~v;)
_ (o —C,-)(ﬂiﬂj —Y,'Yj) + ﬁi(ﬁj(ai -c;) "(O‘j ‘Cj)?’i) - q‘pshare.
4ﬁi(ﬂiﬁj 'V,'Y_,') I
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Appendix 3. Comparing Equilibriums

Equilibrium Prices

- pshare gblock

Now we compare two equilibrium outcomes, p; and p,

FullSimplify[plndeq - pleq]

Yi{(-2clB2+2al B2+ (C2-al) yl) v2
482 (4B81B2~yl¥y2)

—gblock = pshare __ {2((1[ B ci)ﬁj - (a_j - C,;’)Vi }}’i}’j
Pi TP

: > 0.
4/3,'(4/31‘/3,,' _YiVj)

. . . - ay, .
From Appendix 1, a sufficient condition for p* is o, ~¢, = /"t which means that the

j
size of the market is sufficiently larger than the firm’s unit cost. This condition

transforms {2(a; -c,)B; -(a; ~c,)y;} into @y, +c,y, in the numerator. Since yy, is
positive, the whole numerator turns out to be positive. Next, the restrictions, 8, >0

and B8, -y, >0, render the denominator positive.

Equilibrinm Quantity

— pshare

Now we compare two equilibrium outcomes, /¢ and g***.

i

FullSimplify[qgleq - glndeq]

Y1l y2 {3 (c2-a2) Blyl-cl {28182+ ¥yl y2) +al {ZB182+ vyl yl})
481 (B182-y1y2) (4152 -1 y2)

Since the denominator is positive by assumption (refer to (A 1)), it is enough to check the
numerator.
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Numerator{%]
Y1l ¥2 (3 (cg~aZ) Blyl -l (28182 +yl ye) +al {28182+ ylye))

Apart[%]
Blyl (-2clB2+2alBE +3c2 ¥l -3elyl) ¥v2 - (el —al) y1° v2°

FullSimplify([%]
w1 y2 (3 {c2-aZ) Lyl ~cl (2H1 82 + 31 ¥2) +al (28162« y1y2))

Since yy; is positive, take out this term for simplicity and rearrange the remaining terms.

3(Cj _aj)ﬁiyi —Ci(zﬁiﬁj +V;'Vj) +ai(2[3iﬁj "V;'Vj)
-2¢,8,B; + 20,8,8;+3c By, =30 By —cyy;+ayy,
Aa;=c)fif;-3a;~c )Py +(a,-c)ry,

(]

Suppose (o, —¢))B,B; -3(a; —c;)By; +(a; - ¢,)yy; >0, which means gpnare> etk

(a;—c)2B.B; +vy;)—3a;~c;)By; >0

e (a,-c,)> gng_—ci[i,_yi

(2/3:'51 +YiY;) ’
whether this inequality holds depends on y,.

That is, if y, <0 , it is true (g7"“*>g/*"**). If y, is positive and sufficient large, it will not
hold.
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Appendix 4. An Illustration: Comparing manager’s incentive between
Price vs. Quantity Competitions under Shareholder Type of Corporate
Governance

Price Competition

Suppose a simplified demand system,
g, =1-p+zp,. (A4-1)
The inverse demand systems are expressed as follows:

l+z 1 -z
= - 2qi+1_zij'

(A4-2)

Pi

C1-2% -2

Now we have manager i’s objective function when they compete each other by setting
price,

m! = (-p;+2p,)p;+6/(1-p,+zp)p;. (A4-3)

Differentiating this objection function w.r.t. p, and setting the result equal to zero, we
find p; as a function of p;, which is a manager i’s reaction function.

(l+z(l+9i”)p‘j)

. (Ad-4)

pi(p_/‘)=

Solving system of the equations above implies the equilibrium prices at the second stage:

o (242+672)
L A-+00)1+00)

(A4-5)

Let 7, =(1- p, + zp) p, be the profit earned by Firm i. Find Firm i’s profit function at the
equilibrium price as a function of owners’ weights (6s).

_ Q+2+072)2+z-20/(1+z2+20))

(87,07
'n-l( i J) (4_(1+0ip)(1+65))22)2

(A4-6)

To get the equilibrium owner’s weight, let me differentiate =, w.r.t, 6, and set the result
equal to zero and solving for 6,. Now we get owner i’s reaction function.
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(1+67)z+2)z
4+22—(z+91’.’z—29§’)z'

67 (67) = (A4-7)

The equilibrium owner’s weight that fulfills the firms’ second-order condition is as
follows:

87 =2 (A4-8)
2-z

We find the equilibrium price 5° by plugging 6”in 5> and the equilibrium quantity by
plugging p* into the demand function. The results are as follows

foag-z0 4

(A4-9)

Quantity Competition
In the case of quantity competition, manager i’s objective function is given by

l+z 1 g+ -z q)+6,,q(1+z_ 1 g+
I_ZZ 1_22 ! 1"'22 J 1y l— 2 1_22 J l

mi = q(

i

). (A4-10)
Z -2

Differentiating this objection function w.r.t. ¢, and setting the result equal to zero, we
find ¢, as a function of g;, which is a manager i’s reaction function.

l+z-z(1+6)q,
5 .

q.4q;) = (Ad-11)

Solving the system of the equations above implies the equilibrium quantities at the
second stage:

~2nd (1+2)2-2-6/2)
b A=+ 61+ 002

(A4-12)

l+z 1
1-7° 1-
function at the equilibrium quantity as a function of owners’ weights (6s).

Let 7, = g,(

=g+ l . ~q;) be the profit earned by Firm /. Find Firm i’s profit
z -2

_ (I+2)2-z-012)(2+2z(1+6/(1~z —-972)))
(1-2)(-4+(1+69)(1+69)2%)’

7, (6/.67) (A4-13)
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To get the equilibrium owner’s weight, let me differentiate =, w.r.t, 8, and set the result
equal to zero and solving for 8,. Now we get owner i’s reaction function.

1+ 0? Wz-2)z

. (A4-14)
4-(1 +97)(2+Z)Z

0¢(6%) =

The equilibrium owner’s weight that fulfills the firms’ second-order condition is as
follows:

X —— (A4-15)

We find the equilibrium quantity ¢ by plugging §“in g* and the equilibrium price by
plugging g“ into the inverse demand function. The results are as follows

—y 242 _ 2-z2
== P A4-16
== P s ( )
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