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Section 4: Corporate governance 
 
 
What is corporate governance?  
 
It is a field in economics that investigates how to motivate efficient 
management of corporations by the use of incentive mechanisms, such as 
contracts, organizational design, and legislation. This is often limited to the 
question of improving financial performance. 
 
 
It is the system by which business corporations are directed and controlled. 
The corporate governance structure specifies the distribution of rights and 
responsibilities among different participants in the corporation, such as the 
board, managers, and shareholders.  
 
 
Example 1: Deregulation and the adaptation of governance structure: The 
case of the U.S. airline industry 
 
Objective: Determine how governance structures of firms adapt to 
structural change in their business environment: In the case of the airline 
industry, evaluate the change in ownership structure, management 
compensation, board size, and composition of airlines following industry 
deregulation. 
 
Deregulation changes the nature of competition and thus increases the 
sensitivity of firm value to managerial decisions.  
 
 
 
 



 
 
 
Five areas of managerial decisions became critical to firms’ success in the 
deregulated environment.  
 

- Fare structure. 
-  
- Route structure. 
-  
- Fleet composition. 
-  
- Labour cost. 
-  
- Distribution channel. 

 
 
 

 
 
 
 
 
 



 
 
 

 
 
 
 
Data: U.S. airlines during the period 1971-1992. 21 airlines. Two 
benchmark samples are created.  
 
The empirical study examines relative changes in governance variables 
from the regulation to the deregulation periods for airlines relative to firms 
in the two benchmark samples.  
 
 
 
 
 
 
 
 



 
 
 
 
 
 
 
 
 
 

 



 
 
Results: 
 
 
 

 
 
 
 



 
 
 
 
 

 

 
 



 



 
 
 

 
 
 
 



 
 

 

 



 
 

 
 
 

 



 
 
 
 

 
 
 
 
 
 
 
 



 

 



 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 
 
 
 
 
 
 

 
 
 
 



 
Example 2: The impact of regulation on CEO labour market. 
 
Objective: Compare the quality of Chief Executive Officers (CEO) of 
regulated and deregulated firms. Do better CEOs work for deregulated 
firms? Do labour markets place managers with a higher quality to firms 
where they can get greater returns from their human capital? 

- CEOs have less managerial discretion in regulated firms. The 
corporate returns to ability are lower than in the unregulated sector. 

- - For political reasons, CEOs in regulated firms have lower pay-
performance sensitivities than their colleagues in the unregulated 
sector do. They receive lower financial rewards for good 
performance. 

 
Measure of quality: Education background 
 
 
Data: 74 Regulated electric and gas utilities, and 101 unregulated 
manufacturing firms. 1026 compensation observations on 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 changed before and after 
deregulation in the U.S.? 
 
 
Key variables: 
 
Education quality is proxied by the prestige of the institution from which 
the executive earned his degree.  
 
Performance is measured by stock market returns. 
 
Pay is measured as the dollar value of the CEO’s salary and bonus in the 
current year. Second measure also includes the value of stock options.  
 
Equity holdings: Value of equity that a CEO holds in the firm.  
 
 
Results: The labour market sorts executives according to their education 
quality. Lower education quality in the regulated sector.  
 
 
 
 



 
 
 
 
 

 

 
 



 
 



 
 


