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Section 4: Corporate governance

What is corporate governance?

It is a field in economics that investigates how nmtivate efficient
management of corporations by the use of incentieehanisms, such as
contracts, organizational design, and legislatidns is often limited to the
question of improving financial performance.

It is the system by which business corporationsdaexted and controlled.
The corporate governance structure specifies thteilalition of rights and
responsibilities among different participants ie gorporation, such as the
board, managers, and shareholders.

Example 1: Deregulation and the adaptation of governancetstre: The
case of the U.S. airline industry

Objective Determine how governance structures of firms tdep

structural change in their business environmenth& case of the airline
industry, evaluate the change in ownership strectumanagement
compensation, board size, and composition of aslifollowing industry

deregulation.

Deregulation changes the nature of competition @n$ increases the
sensitivity of firm value to managerial decisions.



Five areas of managerial decisions became criitccfms’ success in the
deregulated environment.

- Fare structure.

- Route structure.

- Fleet composition.
- Labour cost.

- Distribution channel.

Table 1
Exit from the airline industry

Value and number of firms dropped from the Center for Research in Security Prices (CRSP)
database for selected industries between 1963-1993. Amounts are calculated for two time periods,
pre- and post-airline deregulation, 1963-1977 and 1979-1993. Firms are typically delisted when
taken over by another company, or when they file for bankruptcy. I'or comparison, delistings of
airline, regulated electric utility, and unregulated manufacturing firms are shown. Value amounts are
in billions of current U.S. dollars.

Airlines Electric utilities Manufacturing

Panel A: 1963-1977

1963 Aggregate equity value $1.9 $450 $256.3
Value of delistings $0.1 $0.7 $24.1
% of industry 2% 2% 9%
Number of delistings 4 4 488
% of industry 19% 4% 41%
Panel B: 1979-1993

1979 Aggregate equity value $5.2 $73.1 $550.2
Value of delistings $3.1 $114 $128.6
% of industry 59% 16% 23%
Number of delistings 17 30 620

b

% of industry 65% 1% 52%




Table 2
Status of 21 regulation-era airlines as of year-end 1992

The status of air carriers regulated prior to the Airline Deregulation Act of 1978 is reported. The
status of each airline was ascertained by consulting annual editions of the Wall Street Journal index
for each year, 1978-1992.

Airline Status

Alaska Independent

Aloha Acquired by AQ Group (1987)

American Independent, target of takeover attempt (1989)

Braniff Chapter 11 (1982, 1989)

Continental Acquired by Texas Air (1982), Chapter 11 (1983)

Delta Independent

Eastern Acquired by Texas Air (1986), Chapter 11 (1989), Liquidated (1991)
Frontier Acquired by People Express (1985) which later merged with Texas Air (1986)
Hawaiian Acquired by Ueberroth Group (1989)

Northwest Acquired by Checchi Group (1989)

Ozark Acquired by TWA (1986)

PSA Sold airline assets to USAir Group (1986)

Pan Am Chapter 11 (1991), Liquidated (1992)

Piedmont Acquired by USAir (1987)

Republic Acquired by Northwest (1986)

Southwest Independent

Texas Changed name to Continental Airlines (1990), Chapter 11 (1990)
TWA Acquired by Icahn (1985), Chapter 11 (1992)

United Independent, target of several takeover attempts (1987, 1989)
USAir Independent, target of takeover attempt (1987)

Western Acquired by Delta Airlines (1986)

Data. U.S. airlines during the period 1971-1992. 2llirms. Two
benchmark samples are created.

The empirical study examines relative changes imegwnce variables
from the regulation to the deregulation periodsdmlines relative to firms
in the two benchmark samples.



Table 3
Airlines and matched regulated and unregulated benchmark firms

Airline sample includes 21 U.S. airlines that were publicly traded for at least six years before and six years after the Airline Deregulation Act of 1978. Each
firm in the sample is matched with two other firms drawn from benchmark samples, comprised of regulated electric utility firms and unregulated
manufacturing firms, based on market equity value in 1978, Information is taken from the Center for Research in Security Prices (CRSP) and Compustat

databases. All values shown are in millions of current U.S. dollars as of 1978.

Airline Value Matched benchmark firms

Electric Utility Value Manufacturing Value
Alaska $20.5 Green Mountain Power $21.9 Plenum Publishing $20.5
Aloha 10.0 Maine Public Services 1.7 White hall 9.7
American (AMR) 3R0.0 Southwestern Public Service 3534 Whitman 379.2
Braniff International 2552 Idaho Power 2545 Betz Laboratories 2547
Continental 49.9 Central Vermont Public Service 41.7 Standard Register 49.6
Delta §30.0 Houston Industries 851.1 General Dynamics 839.5
Eastern 2111 Kansas Gas & Electric 2004 Amfac 2105
Frontier 70.5 Eastern Utilities Association 68.9 Computervision 71.1
Hawaiian (HAL) 8.0 Southwestern Electric Service 8.6 Ply-Gem Industries 8.0
Northwest (NWA) 616.3 Utah Power & Light 609.3 Revnolds Metals 612.7
Ozark 335 TNP Enterprises 34.9 General Shale Products 334
Pacific Southwest (PSA) 169.8 Central Maine Power 175.6 Holly Farms 167.7
Pan Am 4704 Duquesne Light 468.3 Quantum Chemical 479.1
Piedmont Aviation 257 Bangor-Hydro Electric 25.1 Hufly 25.7
Republic 88.1 Nevada Power 108.9 Loral 88.5
Southwest 589 Empire District Electric 53.5 Binks Manufacturing 58.9
Texas International 84.2 Madison Gas & Electric 85.0 Houghton Mililin 84.3
Trans World 260.2 Boston Edison 275.4 Trinova 264.3
United (UAL) 764.4 Ohio Edison 775.3 PPG 765.3
USAir 71.8 Otter Tail Power 69.2 Russell 71.8
Western 107.3 El Paso Electric 117.5 Chiquita Brands 107.5




Results
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Table 4
Effect of airline deregulation on ownership structure

Ordinary least squares regressions with fixed effects of two ownership variables, the percent of outstanding shares held by officers and directors and
outside (non-management, non-ESOP) blocks, on market value of firm equity, post-deregulation dummy variables (full for 1979-1992, early for
1979-1985, and late for 1986—1992), and interactions of the post-deregulation dummy variables with airline and unregulated dummies. The airline dummy
variable takes the value of one if the sample firm 1s an airline and zero otherwise and the unregulated dummy variable equals one if the sample firm is an
unregulated benchmark firm and zero otherwise. The blockholder variable is constructed both with all data reported in proxy statements and aggregating
only 10% owners to rellect changes in reporting criterion during the sample period. Ownership data is taken [rom proxy statements and equity values
from Compustat. Sample consists of 21 airlines and 42 benchmark firms during the period 1971-1292. Firm years are excluded if data is missing. ¢-statistics
appear in parentheses.

Independent variables: Ownership by:
Officers & directors Outside blockholders Outside blockholders
(as a group) (as reported in proxy) (10% or more owners)
(1) 2) (3) 4 (5) (6)
Real market value of equity () — 1.97E-8 — 1.54E-8 — T47E-9 — 2.58E-8 — 643E-9 — 1.18E-8
| — 346) {— 2.53) [ — 1.49) {— 5.07) i — 1.70) {— 2.99)
Deregulation-full or early (3} 0.00 0.00 0.03 0.00 0.00 0.00
(0.24) {(0.19) (3.79) {0.54) 10.54) (0.14)
Deregulation-late (y) 0.00 0.05 0.01
{(0.04) {7.23) (0.16)
Interaction of airlines and — 0.00 0.00 0.06 0.05 0.02 0.01
deregulation-full or early (d,) (—0.39) (0.07) (5.89) (5.28) (2.90) (0.89)
Interaction of airlines — 002 011 0.06
and deregulation-late (d,) (—1.29) (8.52) (6.69)
Interaction of unregulated and — 0.01 — 0.00 0.04 0.06 0.01 0.02
deregulation-full or early ({,) (— 0.75) | —0.25) (3.92) (5.68) (1.40) (2.78)
Interaction of unregulated and —0.02 0.02 — 0.00
deregulation-late {{,) (—1.23) (1.99) {—0.37)
p-values on F-tests:
1+ =0 0.7629 0.7760 0.0001 0.0001 0.0001 0.1654
12+0,=0 0.1306 0.0001 0.0001
m+i= 04266 0.8683 0.0001 0.0001 0.0154 0.0001
12 +d,=0 0.1156 0.0001 0.5554
d=0=0 0.7396 0.7494 0.0371 0.1204 0.1251 0.0629
Sy, =10, 0.8037 0.0001 0.0001
Sample size 1.207 1.207 1,208 1.208 1.208 1,208

Adjusted R* 0.8696 0.8698 0.5017 0.5526 0.2729 0.3153
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Example 2: The impact of regulation on CEO labour market.

Objective Compare the quality of Chief Executive OfficelSEO) of
regulated and deregulated firms. Do better CEOskwor deregulated
firms? Do labour markets place managers with adrigjuality to firms
where they can get greater returns from their hucagoital?

- CEOs have less managerial discretion in regulatedsf The
corporate returns to ability are lower than in tineegulated sector.

- - For political reasons, CEOs in regulated firmwvendower pay-
performance sensitivities than their colleaguegh@ unregulated
sector do. They receive lower financial rewards fgood
performance.

Measure of quality: Education background

Datas 74 Regulated electric and gas utilities, and l@dregulated

manufacturing firms. 1026 compensation observations 223 CEOs

between end of the eighties and 1993.

21 Airlines.: 90 CEOs observed between 1971 to 1997

Do the education quality of airline executives ajeuh before and after
deregulation in the U.S.?

Key variables

Education qualityis proxied by the prestige of the institution fravhich
the executive earned his degree.

Performanceés measured by stock market returns.

Payis measured as the dollar value of the CEQO’s galad bonus in the
current year. Second measure also includes the wélstock options.

Equity holdings Value of equity that a CEO holds in the firm.

Results The labour market sorts executives accordingh@r teducation
quality. Lower education quality in the regulatedtsr.












