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ABSTRACT:

Most countries often have public companies with large controlling owners, typically a family or a private
person (La Porta et al. 1999, 2002). This empirical evidence contrasts with the classical view of the
largest dispersed firm presented by Berle and Means (1932). This picture challenges the findings by
Bhattacharya and Ravikumar (2001), who predict that the shares held by families will decrease if an
efficient financial market is put in place. Therefore, family firms represent an important group in the
stock market today and motivate a thorough investigation of the effect of the family as a controlling
owner on the firms’ performance, valuation and capital structure. The objective of this paper is three fold:
first, we discuss whether family firms do really behave differently from non-family firms, and if so, how
and why they are different; secondly, we review current literature related to how family (taking in account
specific governance characteristics such as family ownership, family control and family management)
affects the firms’ performance and value; thirdly, we focus on how ownership/governance structure
influences capital structure, as a proxy for risk aversion. The literature allows us to conclude that the
founder’s family control and professional (outside) management increase performance, whereas excess
control via control enhancing mechanisms (such as dual class shares and pyramidal structures) and
descendent management produce both lower valuation and performance. This evidence means that
families have the incentives and the power to systematically expropriate the wealth from minority
shareholders. Furthermore, the low debt level of family firms is considered as an external manifestation of
a firm’s control risk aversion.
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1 — Introduction

Several recent studies reveal an increasing importance on the studies of family relations
and their business (Jensen and Meckling, 1976; Myers, 1977; Scott, 1977; Myers and
Majluf, 1984; Harris and Raviv, 1990; Walsh and Ryan, 1997; McConaughy et al. 1988,
2001; Anderson and Reeb, 2003a, 2003b; Anderson et al. 2003; Villalonga and Amit,
2006). The prime motivation for scholars for directing academic research toward family
firms has largely been their dominance on most nations’ economic landscape
(McKinley et al. 1999; Anderson and Reeb, 2003a, 2003b; Faccio and Lang, 2002;
Claessens et al. 2000). For instance, in the United States, 60 percent of the Gross
Domestic Product (GDP) is generated by family-controlled businesses (Bellet et al.
1995; McConaughy et al. 2001; Anderson and Reeb, 2003a). These are often thought to
be “microfirms”, however, family owned business make up approximately 35% of the
500 Fortune firms. Indeed, with respect to the predominance of family firms in
particular regions of the world, control by a family appears commonly among large U.S.
companies (Bhattacharya and Ravikumar, 2001; Anderson and Reeb, 2003; Gadboum et
al. 2005) as well as among corporations that operate in Western European Countries
(Franks and Mayer, 2001; Faccio and Lang, 2002). Additionally, several studies
document the importance of family firms in the East Asian region (Classens et al.
2000). Despite variations between countries, family business represents a substantial
portion of an economy and has a huge impact on the economy as a whole, which
contrasts to Berle and Means’s image of ownership concentration corporation, i.e.,
ownership is dispersed among small shareholders, while control is concentrated in the

hands of managers.

It is generally accepted that the traditional finance literature has little to say about how
family (taking in account specific governance characteristics such as family ownership,
family control and family management) affects the firm’s performance, value and
capital structure. Previous studies show that family controlled firms differ from the non-
family controlled firms (e.g. Fama and Jensen, 1983a, 1983b; Gallo, 1995; Westhead et
al. 1998; McConaughy et al. 2001; Anderson and Reeb, 2003a; Villalonga and Amit,
2006). However, a small theoretical and empirical research has been done to support



and advance an understanding of this premise (Daily and Dollinger, 1991). Thus, for a
complete study of the family business, it is first necessary to clarify the definition of the

family firm.

The literature on family business is wide-ranging and it is difficult to find consensus on
the exact definition of a family firm and numerous attempts have been made to
articulate conceptual and operational definitions of family firms. The typical family
business has been characterized as an organization controlled and usually managed by
multiple family members (Shanker and Astrachan, 1996 and Lansberg, 1999), often
from multiple generations (Anderson and Reeb, 2003a and Gomez-Mejia et al. 2007).
Despite this fact, the research does not provide us with a monolithic picture; so we
define a family firm whenever the members of the family and their affined have
fractional equity ownership and/or when the family serves on the board of directors.
Thus, the scope of this survey is related to public quoted firms that are controlled by a
family. Indeed, the link between family’s influence and performance, and value and
capital structure is greatly affected by the definition of the family firm employed. As
pointed out by Zellweger (2006), the existing empirical work has focused mainly on
two effects: first, the impact of ownership on performance, efficiency and value, and
second, the impact of ownership on capital structure as a proxy of control risk
propensity or risk aversion. However, the literature raises more issues concerning
performance, risk, and firm value than the ones it answers. The objective of this paper is
to review the most important literature on both aspects in order to assess whether the

existing literature provides evidence of financial singularities of family firms.

We, therefore, divide our literature review in two blocks. First, we review current
literature related to the impact of family ownership on the firms’ performance and
valuation. Our main objective regards the question: Does family ownership really
affects  firms’  performance/valuation?  Secondly, we focus on  how
ownership/governance structure influences capital structure, as a proxy for risk
aversion. Our main concern regards the fact that the empirical literature shows that
family firms are less leveraged (e.g. Muradoglu and Sivaprasad, 2007), which

challenges the traditional capital structure literature regarding their elucidative power



concerning the lower debt level of family firms. However, before presenting the
highlights of the literature related on how family (ownership, control, management)
affects firms’ performance, this paper engages in a discussion on whether family firms
do really behave differently from non-family firms, and if so, how and why they are
different.

The main contribution of this paper is to update the literature taking in consideration not
only the differences between family and non-family firms, in terms of valuation and
performance, but analyzing the impact of the family as an additional organizational
variable on a firm’s financial issues. Therefore, we focus our literature review on the
relation of families’ influence, considering ownership concentration, ownership control,

and managerial ownership on the firms’ performance/valuation and capital structure.

The remaining of the paper is organized as follows. In Section 2 the main issue is the
analysis of whether family firms behave differently from non-family firms, and if so,
why they are different. The third section reviews how family affect firms’ performance
and value, concerning three main corporate governance variables: ownership
concentration, ownership control and managerial ownership. Section four reviews the
literature on the impact of ownership/governance structure on capital structure, related

to family firms. Section 5 concludes the essay.



2 — Are family firms really different?

Family firms are said to be the originating form of any business activity (Wakefield,
1995). The justification for the emergence of the field of family firm research lays in the
assumption that family and non-family firms are different, especially in terms of certain
characteristics (e.g. size, growth, profitability), some of these differences between
family and non-family firms were exhaustively studied (Gallo, 1995; McConaughy et
al. 1998; Westhead et al. 1998). Nevertheless, there is no universal definition of family

firm.

McConaughy et al. (1998) define a family firm as any company run by a founder or
member of the founding family. Similarly, Anderson and Reeb (2003a), Crongvist and
Nilsson (2003), Faccio and Lang (2002), La Porta et al. (1999), Smith and Amoako-Adu
(1999), Barth et al. (2005) among others, consider as family businesses any firm in
which a founding family or founding individual own a fraction of the company or serve
on the board (the percentage for these ownership fractions vary) . As a complement to
the definition above, Fink et al. (2007) point that there are some particularities assigned
to the family firms: i) mainly due to facts like long CEO tenures (typically more than 15
years) and concern for subsequent family generations, family firms are more likely to
take a long-term orientation in making strategic investments (Le Breton-Miller et al.
2006); i) family firms tend toward sustaining strategy over a longer period of time
(Ensley, 2006); iii) family firms have to deal with additional issues — namely family
ones (Paisner, 1999; Lester et al. 2006), which might be resource-consuming; iv) family
firms often experience slower growth as well as slower decision-making processes
(Meyer and Zucker, 1989); v) family firms are more hesitant to invest in risky projects
(Cabrera-Suarez et al. 2001; Gersick et al. 1997), and, thus, could miss investment
opportunities; vi) non-family firms are often regarded as being more innovative than
family firms (Gomez- Mejia et al. 2003) and vii) family firms resist change, and

become fixated on maintaining the status quo (Kellermanns and Eddleston, 2006).

! Appendix | present the most common definitions of family firms that have been used in
literature (Miller et al. 2007).



However, Gorriz and Vincente (2005) argue that family relations reinforce the cohesion
and trust among partners and, at times, workers (Pollak, 1985; Chami, 1999); they
increase the level of commitment to bringing off the managerial project, as the success
of the business also implies that of the family name (Lyman, 1991; Brokaw, 1992), and
they lengthen the time horizon of decisions, as it is hoped that future generations will
continue to push the prosperous firm that has been passed on to them (James, 1999;
Stein, 1989). All of this may entail a better management of family firms compared with
non-family ones, as they function with less supervision costs, with greater ability to

generate trust and confidence with third parties and with more long-term vision.

In fact, Dalton and Daily (1992) argue that family firms are one of the most efficient
forms of organization because of the little separation between ownership and control,
mitigating the information asymmetry. Thus, the concentrated equity position and
management control, along with the founding family’s historical presence, offer an
advantage position for the family to monitor its business (Demsetz and Lehn, 1985). In
this context, the classic owner-manager conflict described by Berle and Means (1932)
and Jensen and Meckling (1976) is mitigated due to the major shareholder’s greater

incentives to monitor the manager?.

Although a persistent theme suggests that family ownership and control are beneficial in
mitigating the principal agent conflicts that afflict firms run by professional managers
without founding family oversight, there are contradictory opinions on this issue. For
example, Gorriz and Vincente (2005) refer that family owners are often more
entrenched in comparison to non-family block holders, which may delay, beyond the
optimal point, the substitution of family shareholders by better qualified professionals
among the management positions of the firm (Gomez-Mejia et al. 2001; Burkart et al.

2 Jensen and Meckling (1976:308) define agency relationship “as a contract in which one party
(the principal) engages another party (the agent) to perform some services on his behalf. The
principal party will delegate some decision-making authority to the agent, which is well known
principal-agent conflict. The agency costs are related with monitoring expenditures incurred by
the principal.



2003). Additionally, concentration of ownership does not prevent other governance
problems due to conflicts of interests between family members or distortion of
incentives due to altruism or kinship behavior (Chami, 1999; Schulze et al. 2001).
Levinson (1971) suggests that family firms are “...plagued with conflicts...” which can
be costly to mitigate. Kets and Vries (1993) show that family differences and role
conflict can lead to behavior that is not in the best interest of the firm. Thus, family

conflicts can offset the benefits of reduced monitoring (Schulze et al. 2003a; 2003b).

3 - How family ownership affects firm performance and value?

Traditional finance literature has little to say about how family ownership affects the
way a firm is operated, consequently its performance and value. Research has long
focused on the impact of ownership on corporate value, following the leads of Berle and
Means (1932) and Jensen and Meckling (1976), i.e. the separation of ownership and
control can be an efficient form of economic organization®. However, as pointed out by
Tosi et al. (1997) the agency theory approach oversimplifies the complexity of the
agency relationship. In fact, family members have advantages in monitoring and
disciplining related decision agents (Fama and Jensen, 1983a). But, no separation
between ownership and management can offset the positive long-term orientation of the
business (Morris, 1989). In addition, family differences and role conflict can lead to
behavior that does not support the best interests of the firm (Schulze et al. 20033;
2003b). In this context, the effect of family ownership on corporate performance and

value remains an open issue.

The majority of research on corporate governance contains two distinct strands. One
direction initiated by Berle and Means (1932) is to seek a causal effect on corporate
performance from governance variables such as family ownership. By contrast, research
by Demsetz (1983), Demsetz and Lehn (1985) and Demsetz and Villalonga (2001) has

sought to explain how ownership and other governance variables endogenously respond

% In general, large public firms are often characterized as having dispersed ownership, atomistic
shareholders, and a separation between ownership and control (Demsetz and Lehn, 1985).



to firm and industry characteristics without necessarily inducing a causal effect of

ownership on performance.

Berle and Means (1932) are among the first to consider the relationship between a
firm’s ownership structure and its performance. They argue that, given the fact that
interests of management and shareholders are not generally aligned, corporate resources
are not used efficiently into maximizing corporate profit, and therefore suggest that the
relationship between control and performance should be a negative one. In fact,
Holderness and Sheehan (1988) find that firms under family ownership create less
economic value than non-family. Nevertheless, recent studies argue that concentrated
ownership solves the free-riding problem and makes manager monitoring easier, and,
thus, positively affects corporate performance (Shleifer and Vishny, 1986; Hill and
Snell, 1988, 1989; Agrawal and Mandelker, 1990). McConnaughy et al. (1998), Palia
and Ravid (2002), Anderson and Reeb (2003a), Adams et al. (2008), Fahlenbrach
(2008) and Villalonga and Amit (2006) provide empirical evidence that relationship
between family ownership and firm performance is associated with superior ratios when
compared to widely-held companies, both in terms of accounting performance and

valuation®.

In fact, Anderson and Reeb (2003a) provide evidence consistent with family firms
having higher market valuations and better accounting performance than non-family
firms. Barontini and Caprio (2006) find only a weak positive relationship between cash-
flow ownership and performance. As an alternative to this view, Maury (2006) finds no
significant relation between ownership concentration and performance for the full
sample, but when including only majority owned firms, the relationship becomes
negative indicating a concave function of ownership concentration on performance.
This evidence is confirmed by Anderson and Reeb (2003a), Gompers et al. (2004) and

Averstad and Rova (2007). These authors show that the primarily found relationship

* Performance and valuation can be measured in different ways, however the most commonly
used metrics are return on assets (ROA) and the valuation proxy Tobin’s Q, defined as the ratio
of the market value of the firm’s debt and equity (enterprise value) and the replacement cost of
its assets, since both these measures can be respectively compared across companies (Averstad
and Rova, 2007).



between ownership concentration and performance is positive and non-linear, with the
positive effect starting to wear off after a middle size ownership stake, at approximately
30%. Thus, if ownership stake is above 30%, then family firms perform worse than non-

family firms.

However, in line with the literature strand, which argues that ownership concentration is
the endogenous outcome of profit-maximizing decisions by current and potential
shareholders, Demsetz and Villalonga (2001), Claessens et al. (2002), Villalonga and
Amit (2006), Cronqvist and Nilsson (2003) and Driffield et al. (2006), sustain that,
because the majority of studies do not separate family ownership concentration from
family control, the effect of ownership concentration per se cannot be ascertained from
these studies. According to these authors, the relationship between family ownership
and performance cannot be identified without distinguishing between family ownership
of cash-flow rights and ownership of voting rights. For instance, Anderson and Reeb
(2003a) examine the effects of family ownership and management but do not

distinguish ownership from control.

In the literature, ownership concentration refers to cash-flow rights, i.e. the right to
claim dividends; voting right refers to the degree of control of a firm, i.e. the right of a
shareholder to vote in person or by proxy for members of the board and other corporate
policies (Driffield et al. 2006). So, ownership is characterized by the separation of two
strands where control rights (or) of the largest owners (such as families) were often
generally greater than the corresponding cash-flow rights. Therefore, family-controlled
firms may use mechanisms to enhance their voting control, such as dual-class shares or

pyramidal structures, which create a wedge between control rights and cash-flow rights

> Ownership is not a reliable measure of the degree to which and the way in which families are
influencing their firms (Lee, 2006; McConaughy et al. 2001). The extent of the shareholders’
influence (ownership control) depends on their relative stakes in the firm, as well as on how
actively they participate in the firm’s activities. For example, a shareholder with 50 percent of
the shares plus one can exercise total control the firm if he or she wants, because this individual
can outvote all the other shareholders combined. However, an individual does not need this
level of ownership to exercise a great deal of influence over the firm, because influence can also
depend on how active is the role that individual plays, how credible the shareholder is, and how
concentrated the other shareholdings are.



(DeAngelo and DeAngelo, 1985; Claessens et al. 2000; Faccio and Lang, 2002). Dual-
class shares occur when there are two or more share classes with differential voting
rights (as opposed to a “one share-one vote” structure). Pyramidal ownership structures
occur when a blockholder — typically a family — controls an apex firm or holding
company that has control stakes in a related group or chain of firms. These control
enhancing mechanisms decrease the alignment of incentives between controlling and
minority shareholders, increase managerial entrenchment and heighten the risk of

expropriation (King and Santor, 2007).

This discussion brings, according to Villalonga et al. (2006), a second type of conflict
(Agency Problem 11) where the major shareholder may use its controlling position in the
firm to extract private benefits at the expense of minority shareholders (e.g. higher
consumption of perks). This way, the consensus seems to be that the first agency
problem (principal-agent) is more prominent in lower levels of ownership
concentration, where monitoring is less beneficial and at higher levels of ownership
concentration, the second agency problem of minority expropriation is more prominent
(Averstad and Rova, 2007).

In this way, a new question appears in the literature related to family firms which
intends to know which of these two agency problems is more detrimental to
shareholders’ value. The evidence on this point is limited and inconclusive. Claessens et
al. (2002) and Lins (2003) show that in East Asian economies, the excess of large
shareholders’ voting rights over cash flow rights reduces the overall value of the firm,
albeit not enough to offset the benefits of ownership concentration. McConnell and
Servaes (1990) do not find evidence supporting any direct effect of large shareholders
on firm value in Japan, although their results suggest the existence of a certain joint
influence of concentration and inside ownership. Indeed, Thomsen and Pedersen (2000)
find mixed evidence about the relation between the nature of the dominant shareholder,
the share of concentration and the performance in a sample of large companies from 12
European nations. In other economies, the evidence is scarce but also mixed (Morck et
al. 2000; Claessens et al. 2002; Crongvist and Nilsson, 2003; Bertrand et al. 2004).

However, neither of these studies considers the endogeneity of ownership concentration

10



and control, which earlier research shows is a major determinant of their effect on firm
value (Demsetz and Villalonga, 2001). This endogeneity makes it difficult to estimate
the true effects of ownership concentration on firm performance, as there may be

systematic differences between firms with high and low ownership concentration.

The incentives for the controlling shareholder to engage in expropriation, which, are
likely to adversely affect the performance of the firm and its value, are a function of the
institutional framework in which the firms operate. Thus, it is important to isolate the
effect of the institutional environment when studying the relationship between
ownership and performance, as the ownership structure itself will be shaped by the

institutional environment (De Miguel et al. 2003).

The extent of the investors’ legal protection in a country is one of the most determinant
factors on the choice between concentrated and dispersed ownership of corporate
shares. Indeed, the rights of minor shareholders and how well they are protected
strongly depend on the law and the quality of its enforcement, on their role played in
protecting the investors and in the corporate governance systems across countries (La
Porta et al. 1997, 1998, 2000). Following La Porta et al. (1998), De Miguel et al. (2003)
a comparison was established between the main corporate governance systems, and the
way they affect the relationship between ownership concentration performance and
valuation of family firms. According to De Miguel et al. (2003) there is a link between
the presence of controlling shareholders and the strength of the legal rules protecting
creditors and shareholders (especially the minority shareholders). Indeed, most studies
have been conducted in the U.S. and the U.K., which are characterized by ownership
dispersion and where most firms respect the «one share-one vote» rule. Despite this,
recent studies by La Porta et al. (1999), Claessens et al. (2000), Faccio and Lang (2002)
and Dyck and Zingales (2004) suggest that these types of ownership structures are not
generally the norm elsewhere, even in U.S.. In this context, Maury (2004) raises the
question of how family firms perform in different legal environments. The empirical

results are not consensual.
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Anderson and Reeb (2003a) argue that family ownership in listed firms operating in
well-regulated and transparent markets reduces agency costs. Barontini and Caprio
(2006) show that valuation is positively related to family control even after taking into
account that families tend to use more control enhancing mechanisms®. Nevertheless,
Fahlenbrach (2007), Palia et al. (2008), and Villalonga and Amit (2006) show that
control enhancing mechanisms have a negative effect on firm value, even though U.S.
law protects minority shareholders better than most of the other country’s legislations
and makes expropriation less likely to occur. In fact, in East Asia, where transparency is
lower, Faccio et al. (2001) claim that politically powerful families in control of public
firms have been able to expropriate minority shareholders. Differently, in Europe,
controlling shareholders have less incentive to expropriate because they hold, on
average, more cash-flow rights. According to Villalonga et al. (2006) the private
benefits of control are diluted among several independent owners if there is another
major shareholder such as a bank, an investment fund, or a widely held corporation’.
Indeed, La Porta et al. (1998, 1999) and Bebchuck (2000) point out that major-
shareholders are more usual when investors’ protection is weak, wherecas more
dispersed shareholdings are typical wherever the law strongly protects shareholders’
and creditors’ rights. Thus, Maury (2006) concludes that family ownership may be more
beneficial to firm value in legal environments, where minority shareholders can protect
themselves better against family opportunism and where family owners participate with
significant cash-flow rights. However, this does not imply that the legal environment
should significantly affect the profit rate in family firms.

However, ownership control pattern among corporations is not only concentrated, but
frequently characterized by the presence of a CEO, Board Chairman or Vice Chairman

who is also a controlling shareholder of the company. The presence of a controlling

® The ownership concentration in the hands of individuals, families, governments or industrial
groups in most of countries is obtained by dual class shares and/or pyramidal structures (e.g. La
Porta et al. 1999; Claessens et al. 2000; Faccio and Lang, 2002; Dyck and Zingales, 2004).

" For example, McConnell and Servaes (1990) find no effect on the ratio of market value to
replacement cost of assets (Tobin’s Q), although they do find a positive effect of ownership by
corporate insiders and institutional investors.
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manager shareholder may however have mixed effects on the company’s performance,

depending on the level of concentration (Driffield et al. 2006).

Indeed, a common characteristic of family firms is that family members occupy the
positions on top management, often being the CEO of the company, and obviously,
owner-management assures the interests of owners and managers, thus reducing the
level of agency costs (Kowaleski, 2007) and mitigates managerial expropriation
(Demsetz and Lehn, 1985). Thus managerial ownership can be viewed as a proxy for
how much influence the "owner/managers™ exert in the firm (McConaughy et al. 2001,
Lee, (2006)

Nevertheless, the owner-management effect also has some negative effects, especially
when the protection of minority shareholders is weak and the agency problems are too
severe to allow for separation of ownership and management (e.g. the family has
enough ownership for unchallenged control) (Morck and Yeung, 2003; Burkart et al.
2003; Villalonga and Amit, 2006). In addition, as pointed out by Barclay and
Holderness (1989), family owners’ major stake reduces the probability of bidding by
other agents, therefore reducing the value of the firm®. Third parties experience
difficulties in capturing control of the firm when families influence the selection of
managers®. For instance, Griffith (1999) finds that Tobin's Q (the market value of assets
divided by its replacement cost), is a non-monotonic function of CEO ownership.
Specifically, Tobin's Q rises when the CEO owns between 0 and 15% and declines as
CEO ownership concentration increases above 15%. Thus, the combined effects of the
convergence of interest and of the entrenchment effect imply that the relationship
between ownership and firm performance may be positive or negative at different

ranges of managerial ownership stakes (Morck et al. 1988).

® As demonstrated by Claessens et al. (2002), when a major shareholder keeps significant
control rights with relatively small cash flow rights, he/she may be averse to increasing outside
equity financing because the latter may threaten the dominance of the controlling shareholder
(often labelled as non-dilution of entrenchment effects).

® The family's role in selecting managers and directors can create impediments for third parties
in capturing control of the firm, suggesting greater managerial entrenchment and lower firm
values relative to non-family firms Andersen and Reeb (2003b).
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But when investigating family firm ownership, especially the managerial ownership, a
so-called “founder effect” can be identified. Many papers highlight that founder-CEOs’
control have a positive effect on corporate performance and valuation (McConnaughy et
al. 1998; Palia and Ravid, 2002; Anderson and Reeb, 2003a; Villalonga and Amit,
2006; Fahlenbrach, 2007; Adams et al. 2008). Founders seem to have a special
influence and put forth unique value-adding skills that lead to a better performance. For
instance, Davis et al. (1997) argue that family members act as stewards and view family
wealth as an extension of their own well-being. In line with this thought, Hart (2001)
argues that family members CEOs are preventing the deflection of money from the firm

by outsiders CEOs who may set up other firms to suck cash out of the projects.

Indeed, recent research overall suggests that there seems to be a positive effect on
performance by founder and professional management but a negative effect from
descendant management. Villalonga and Amit (2006) find that founder management is
positive for valuation and that descendant management decreases valuation. This is
explained by the fact that the founder adds special competence to the firm which is not
expected to be transferred to the next generation. Morck et al. (1988) find a negative
effect of founding family control on market valuations, but only for older firms. For the
younger firms, in their sample, the market value effect of having a member of the
founding family as one of the top two executives is a positive one. Barontini and Caprio
(2006) show that founder’s management is strongly positive for valuation in family
firms. This result could be explained due to the fact that the family’s sustained presence
in the firm also creates powerful reputation effects and provides incentives to improve
the firm’s performance. Similar evidence is provided by Andersen and Reeb (2003a).
Based on accounting performance measures, Anderson and Reeb’s (2003a) results
indicate that family firms only perform better when a founder family member is a CEO.

This way, a critical event for family performance and value is clearly the retirement of
the founder coupled to the ‘passing of the baton’ to a descendant, which often leads to a
decline in the firm’s performance (McConnaughy et al. 1998; Pérez-Gonzélez, 2006;

Villalonga and Amit, 2006). Indeed, inherited control (also called entrenchment effects)
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by a family member is associated with a decline in the firm’s performance (Morck et al.
2000; Pérez-Gonzalez, 2006; Bennedsen et al. 2007). It is also characteristic in an
owner-managed family business, that the top manager is taken from a much more
restricted pool of talent than when the manager is recruited from the general managers’
market. It is often due to the “amenity potential”’, when a founder derives pleasure from
having his child run the company that bears the family name. Such situation may result

in the deterioration of the financial measures of the company (Kowaleski, 2007).

In summary, the general picture seems to be that the founder’s family control and
professional (outside) management increases performance, whereas excess control via
control enhancing mechanisms (such as dual class shares and pyramidal structures) and
descendent management produce both lower valuation and performance. This means
that controlling shareholders (such as families) could engage in non-value maximization
actions, e.g. diversion of funds, empire building that produces private benefits to the
family but huts the minority shareholders, especially in economies whose governments

do not effectively enforce investor protection.

4 - How does owner risk aversion affect ownership structure in family firms?

While there is a relatively large amount of literature, particularly related to widely held
firms on the effects of ownership on firm performance and value (e.g. Morck et al.
1988; McConnell and Servaes 1990; Hermalin and Weisbach 1991; Himmelberg et al.
1999; Demsetz and Villalonga, 2001; Claessens et al. 2002; Villalonga and Amit,
2006), the relationship between ownership structure and capital structure remains
largely unexplored. Some review of the extant interdisciplinary literature indicates that
there is a complex array of factors that influence the relation of capital structure like a
proxy for control risk propensity or risk aversion and ownership structure in family

firms™©,

10 Risk is generally defined in the finance literature as the probability that the actual return on
an investment will deviate from the expected return (Van Horne, 1980).
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Indeed, in a perfect capital market, only investment decisions are important in pursuit of
wealth maximization. Thus, finance literature is not explicit on the influence of family

business owners’ decisions on the choice of different forms of finance, such as debt or

equity.

Modigliani and Miller (1958) were the first to landmark the topic of capital structure
and they argued that it was irrelevant in determining the firm’s value and its future
performance. However, in 1963 the authors showed that their model is not effective if
tax was taken into consideration since tax subsidies on debt interest payments will cause
a rise in the firm’s value when equity is traded for debt. Many studies have examined
the benefits of leverage since Modigliani and Miller’s (1958, 1963) theories of the
irrelevance of capital structure was published. Those theories state that in a world with
perfect capital markets but without taxes, changes in leverage have no effect on the
firm’s value. However, the existence of market imperfections has led financial theorists
to agree that an optimal capital structure does exist for each firm. There is evidence that
debt creates a tax shield advantage through interest payments, which is, however,
balanced by the cost of bankruptcy. For instance, DeAngelo and Masulis (1980) and
Givoly et al. (1992) documented a positive relationship between the debt ratio and tax
rate changes. Fama and French (1992) also find that market leverage is positively

associated with returns.

The agency issues were also found to have explicative power in financing decisions.
Jensen and Meckling (1976) demonstrated the importance of the agency costs of equity
in corporate finance arising from the separation of ownership and control of firms
whereby managers tend to maximize their own utility rather than the value of the firm.
In this context, managers prefer lower financial leverage because it reduces the risk of
bankruptcy and protects their undiversified human capital (e.g. Jensen and Meckling,
1976; Fama, 1980; Grossman and Hart, 1986; Masulis, 1988). In this way shareholders

prefer higher leverage as it reduces the overinvestment problem, particularly in firms
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with excessive free cash flow (Jensen, 1986)*. In this way, an increase from the ratio
debt to the equity ratio ensures that managers are running the business more efficiently,
since managers will have to make sure that the firm’s debt obligations are repaid.
Nevertheless, agency costs can also derive from conflicts between debt and equity
investors. Debt-Holders will ensure that the firm makes enough profit to be able to meet
its debt obligations. On the contrary, shareholders are more interested in the returns they
should obtain. For example, the risk and the cost of preventing equity claimants from
expropriating debt claimants by the investment of funds into riskier projects were
examined by Demsetz and Lehn (1985) and Zimmer (1998). Timmons (1990) finds
increasing agency costs of external financing from the early stage to the maturity phase
of the firm. Vos and Forlong (1996) examined the agency costs of different forms of

financing over the firm’s life cycle.

For those concerns, and according to the information hypothesis in which firm
managers or insiders are assumed to possess private information about the
characteristics of a firm’s return stream or investment opportunities, Ross (1977), Myers
(1984) and Myers and Majluf (1984) also sustain the advantage of increasing debt. The
authors showed that if investors are less well informed than current firm insiders about
the value of a firm’s assets, then equity can be mispriced by the market. Thus, as greater
risk is attached to a firm and leverage increases accordingly to the extent of information
asymmetry. This view is also sustained in an owner-managed family business (Harvey
et al. 2004; Zellweger, 2006). Indeed, Harvey et al. (2004) argues that, due to
asymmetrical information between managers and shareholders, an increase in leverage
allows managers to provide signal information about the firm’s capacity to meet future
interest payments. Even if a particular management group (particularly owner
managers) does not have a meaningful conflict, information asymmetry between
managers and outsiders allows debt to create value because it gives management the
opportunity to signal its willingness to payout cash flows or be monitored by lenders, or
both (Leland and Pyle, 1977; Ross, 1977; Flannery, 1986; Diamond, 1991).

1t should be reinforcing if markets for corporate control functioning properly, it serve as an
incentive for managers to act in the best interest of owners (Jensen and Ruback, 1983; Martin
and McConnell, 1991).
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The pecking order hypothesis states that firms have a preferred hierarchy for financing
decisions (Myers and Majluf, 1984; Myers 1984). The highest preference is to use
internal financing (retained earnings and the effects of depreciation) before resorting to
any form of external funds. If a firm must use external funds, the preference is to use the
following order of financing sources: debt, convertible securities, preferred stock, and
common stock. This order reflects the motivations of the financial manager to retain
control of the firm (since only common stock has a “voice” in management), reduce the
agency costs of equity, and avoid the seemingly inevitable negative market reaction to
an announcement of a new equity issue. The market timing is also an important

determinant of financing activity both in the short-run and in the long-run effects*?.

Despite the advantages of debt finance demonstrated by financial theories, the empirical
evidence shows that family firms are less leveraged and use more self-financing, which
is interpreted as a proof for control risk aversion of family firms (e.g. Gallo and
Vilaseca, 1996; Mishra and McConaughy, 1999; McConaughy et al. 2001; Lyagoubi,
2003; Muradoglu and Sivaprasad, 2007). Thus, the explanatory power of the traditional
capital structure literature was challenged when describing the different debt levels of

family firms, i.e. debt level being considered as a proxy for control risk aversion.

Indeed, recent research is less concerned on how capital structure affects the firm’s
value, instead, it lays more emphasis on the impact of ownership/governance structure
on capital structure thereby influencing top management of the firms to make strategic

decisions (e.g. Hitt, Hoskisson and Harrison, 1991)*.

21t is important to recall that there is an intense debate related to the existence of an optimal
capital structure. According to the pecking order theory, the firms have no well-define debt-to-
value ratio. The firms prefers internal to external financing, and debt to equity if the firms issues
securities. Although Mayer and Sussman (2004) and Flannery et al (2004) argue that it is
“targeting behaviour” which explains changes in firms” capital structure rather than the pecking
order theory.

B 1t is important recall that traditional capital structure theories assume that managers and
owners are distinct, thus not make predictions about the relationship between concentrated
ownership and financial leverage.
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The majority of studies following Holderness and Sheehan (1988) and Korteweg (2004)
find a negative relationship between managerial ownership and financial leverage,
particularly for entrenched managers who are more likely to use equity and avoid high
levels of leverage. For instance, Friend and Lang (1988), Friend and Hasbrouck (1988)
argue that an increase in managerial ownership pushes firms to reduce leverage in order
to decrease default risk'*. Zellweger (2007) adds that managers avoid leverage to reduce
control risk on their undiversified personal and family capital. In a different point of
view, Kim and Sorenson (1986), among others, document the opposite result, that
financial leverage increases with either insider ownership or an index of manager
entrenchment. In turn, Driffield et al. (2006) based on Brailsford et al. (2002) suggest
that the relationship between managerial ownership and leverage may be non-linear. At
low levels of managerial ownership, agency conflicts decrease leading to higher debt.
However, when managers hold a significant portion of a firm’s equity, an increase in
managerial ownership may lead to an increase in managerial opportunism and therefore
may cause lower debt. Indeed, separation of management from ownership control is
rare, and the top management of about 60% of firms that are not widely held is related
to the family of the controlling shareholder (e.g. Anderson and Reeb, 2003a; 2003b;
Claessens et al., 2000; Faccio and Lang, 2002).

Hence, some authors suggest that the use of debt is related not to managerial ownership
but to family control. For instance, Mishra and McConaughy (1999) after controlling a
variety of factors that affect cross-sectional debt levels among all firms, they found that
family control, and not managerial ownership, is related to debt levels. Sustaining this
view, Harijono et al. (2004), based on Harris and Raviv (1988) and Stultz (1988) argue
that debt can be used as a device that allows current owners to retain control of their
firm. The families’ desire to retain control and reduce firm’s risk has opposing effects
on leverage decisions. On the one hand, the desire to concentrate voting power

motivates families to use more debt’®. On the other hand, the desire to reduce risk

Indeed, DeAngelo and DeAngelo (2006) argue that although high leverage mitigates agency
problems, it also reduces financial flexibility because the utilization of current borrowing
capacity translates into less availability in the future.

> The finance theory argues that firms with a controlling shareholder should exhibit higher
financial leverage, as it increases their voting control for a given level of equity investment,
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motivates families to use less debt. This calls into question the studies of managerial
ownership and firm characteristics that do not account for how family’s influence

affects control risk aversion measured by debt level.

Indeed, family controlled firms, typically have undiversified portfolios. This way, when
the analysis refers to family business, the risk is strongly linked to the company’s
viability'®. Founding families view their firms as an asset to bequeath to family
members or their descendants rather than a wealth to consume during their lifetimes
(Casson, 1999; Chami, 1999). Therefore, controlling shareholders of family controlled
firms represent a special class of major shareholders that beside the strong incentive to
maintain control of their companies prefer less debt as more debt increases the
probability of financial distress (Zellweger, 2006). In this way, the costs of financial
distress (the costs of bankruptcy) are presumably as high as higher are the debt levels,
and the owner’s decisions about the capital structure of family firms are strongly linked

to the viability of the company.

5 - Conclusion

The objective of this paper is to make a review of the literature related to how family
(taking in account specific governance characteristics such as family ownership, family
control and family management) affects the firms’ performance, value and capital

structure.

The literature review has revealed that family firms averagely perform better than non-
family firms. Indeed, ownership is, on average, positive for firms’ valuation, and also

for firms’ performance both on control, concentration and management. However, this

reduces the risk of a hostile takeover, and increases the takeover premium embedded in the
stock price (e.g. Stulz, 1988).

* As demonstrated by Ahn et al. (2006), firms with diversified investments have higher
leverage than firms with more focused investments. So, corporate diversification is an efficient
strategy for founding families.
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is a non-linear relation, which indicates, as suggested by Demsetz (1983), Demsetz and
Lehn (1985), that ownership structure is endogenous. So, it is important to distinguish
between ownership concentration (claims against the cash-flow of the firms) and control
(the holding of voting rights at board level). Therefore, family-controlled firms may use
mechanisms to enhance their voting control, such as dual class shares or pyramidal
structures which allow them to have incentives and power to systematically expropriate
wealth from the firm’s other claimants, creating severe moral hazard conflicts between
the founding family and minority shareholders. Indeed, the risk of expropriation is
particularly strong in countries where minority shareholders are weakly protected. We
are now able to identify that the main institutional factors embodied in a corporate
governance system affect the relationship between ownership structure and firm value.
That relationship suggests that family ownership may be more beneficial to firm value
in legal environments, where minority shareholders can protect themselves better

against family opportunism.

The presented review also shows a significant positive effect of founder management on
both valuation and performance, whereas the descendant effect is negative for both
performance and valuation, when compared to professional management. This relation
could be explained by the fact that restricting executive talent to a labor pool of family
members can be challenging. The family’s role in selecting managers and directors can
create impediments for third parties in capturing control of the firm, creating greater
managerial entrenchment and consequently a decrease in performance and value. Since
performance and value are lower for such firms, the investors impose a premium for the
allocation of control to these families. This concession is also a result from a much
smaller probability of a takeover, since typically families are a long term controlling

owner.

There is scarce literature reviewing the influence of family business owners™ decisions
on the choice of different forms of finance. The empirical evidence shows that family
firms present low level of debt. This evidence is interpreted as an external manifestation
of a firm”"s control risk aversion, which challenges the traditional financial theories on

capital structure. Indeed, despite the families” desire to retain control, the desire to
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reduce risk is much stronger. This behavior could be explained by the fact that the
family business owners’ desire to protect their monetary and nonmonetary benefits
induces a business perspective that lasts further into the future (e.g. one or more
generations) than the perspective of a more short-term oriented manager with a time
horizon of few years to one working life. Furthermore, controlling shareholders of
family controlled firms typically have undiversified portfolios. Thus, the separation of
business and family wealth, or the allocation of private investments to company

accounts, are not clear.

In this study, we investigate the link between ownership, performance and value by
relating ownership with several dimensions of the ‘family effect’. However, the
argument that family controlled business should be more efficient than professionally
run firms, due to lesser monitoring costs in family controlled firms, is controversial.
This way, agency models assume that the effects of concentrated ownership and owner-
management will lead to a minimized or even zero level of agency costs. Given
significant shareholdings, family owners possess the incentive, power and information
to control their managers, thereby reducing free-rider agency costs and boosting returns.
Moreover, managers and large family shareholders are often the same persons, and,
therefore, the residual claimants bear (nearly) all of the costs and receive (nearly) all of
the benefits of their actions. Nonetheless, no separation between ownership and
management can offset the advantages in monitoring and disciplining decision agents.
Indeed, it is also true that family-dominated businesses are more apt to be characterized
by extraordinary dividend payouts, entrenched managers and a redistribution of wealth
from the family to the employees. Moreover, family differences and role conflict can
lead to behavior that does not support the best interests of the firm. Psychological
conflict within the family (such as sibling rivalry, autocratic behavior, and nepotism)
can offset the benefits of reduced monitoring. Thus, the role of trust, altruism but also
stewardship should be further analyzed in order to answer the question of whether the
agency advantages, as proposed by traditional financial theory, are prevailing or if the
disadvantages are larger. The challenge for such research is not whether a business is
family or non-family run, but the extent of the family’s involvement and it’s influence

on the firm.
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Appendix I: Family Firms Definitions®

(2003)

Database and the
S&P 500

Author (s) Study time line | Data Source Country/Region | Family firm definition(s) employed
o Family firm whenever the members of a descendent group and their affines owned or controlled
250 largest firm in . . . .
Allen and at least 5 percent of the voting stock in a corporation and were represented on board of directors.
) 1971-1980 terms os sales for u.sS. o ) . ) )
Panian (1982) Other definitions employed: Direct family control when the CEO is a member of the controlling
1974 or 1975 .
family.
Family firm if there exists fractional equity ownership of the founding family and / or the
presence of family members serving on the board of directors. Other definitions employed: Ratio
Anderson and of board seats held by family members to board seats held by independent directors / CEO
1992-1999 1992 S&P 500 u.s. o . o . )

Reeb (2003) founder indicates a founding family firm when the CEO is the founder of the firm / CEO
descendent indicates a founding family firm when the CEO is a descendent of the founder during
the past decade.

Family firm if there exists fractional equity ownership of the founding family and/or the presence

Anderson and of family members serving on the board of directors. Other definitions employed: Ratio of board

1992-1999 1992 S&P 500 u.s. . . . .

Reeb (2004) seats held by family members to board seats held by independent directors/If family board
control exceeds independent director control.

Fi i both Family firm if there exists fractional equity ownership of the founder and his/ her immediate
irms in bo

theLeh family. Other definitions employed: Fractional equity ownership of the founder and his/her
eLehman

Anderson et al. immediate family & board of directors membership/ Fractional equity ownership of the founder

1993-1998 BrothersBond u.s.

and his/her immediate family and size of the family's ownership stake relative to other block
holders/Fractional equity ownership of the founder and his/her immediate family and family

equity holdings as a fraction of outstanding shares.
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Author (s) Study time line | Data Source Country/Region | Family firm definition(s) employed
Federal Reserve
Ang et al. Board's National o . . .
1992 u.s. Family firm when a single family controls more than 50% of the firm's shares.
(2000) Survey of Small
business Finances
Large publicly Family firm if the largest shareholder owns at least 10% of ownership rights and either family or
Barontini and traded firms Continental largest shareholder controls more than 51% of direct voting rights or controls more than the
arontini an
Caprio (2005) 1999 greater than 300 Europe (11 double of the direct voting rights of the second largest shareholder. Other definitions employed:
aprio
P million euros in countries) Firm run by family COO/Firm run by non family COO but one family member is on
assets. 675 firms. board/Family firm when founder or descendent of founder runs firm.
Survey of firms
associated with the
Barth et al. Confederation of o ) .
1996 . Norway Family firm if at least 33% of the shares of the firm are owned by one person or one family.
(2005) Norwegian
Business and
Industry
Limited liability
public and private
Bennedsen et ] ) o . ) ) ) )
G ) 1994-2002 firms which Denmark Family firm whenever an incoming CEO is related by blood or marriage to the outgoing CEO.
al. (in press
P underwent a CEO
succession
Claessens et al. 9 East Asian i . i i
1996 WorldScope _ Family groups are those that control more than 5% of the company's votes. Family group is
(2000) Countries

identified through published family trees in each country and may consist of one family or a
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Author (s)

Study time line

Data Source

Country/Region

Family firm definition(s) employed

group of families.

Claessens et al. 8 East Asian Family firm when there is the presence of a group of people related by blood or marriage with
1996 WorldScope . .
(2002) Countries large ownership stakes.
Founder families may include only a single individual or a closely knit group of individuals who
Crongvist and 19911997 Stockholm Stock Swed do not belong to the same family. Other definitions employed: Founder family ownership is
— weden
Nilsson (2003) Exchange ownership by the founder or descendents of the founder and families/individuals affiliated with
the founder.
Denis and 1985 Value Line US Family firm if 2 or more family members are present as officers/directors or if founders are
Denis (1994) Investment Survey | officers.
WorldScope plus
. . 13 Western o . o . ) . .
Faccio and various country Family firm if a family or an individual or unlisted firm on any stock exchange is considered as
1996-1999 o European ] . )
Lang (2002) specific reference i the ultimate owner (greater than 20% of either cash flow or control rights).
countries
data bases
2327 publicly
traded firms listed
in IRCC for all
Fahlenbrach . A .
1992-2002 years, firms drawn | US Family firm if the CEO is the founder or co-founder.

(2006)

from S&P 500,
Fortune, Forbes,

Business Week
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Author (s)

Study time line

Data Source

Country/Region

Family firm definition(s) employed

s Meii Spanish Family firm if the company is owned and operated by the founding family. Other definitions
omez-Mejia
tal. G ! ) 1944-1998 government Spain employed: Owned and operated by non-founding extended family/Owned and operated by non-
etal. (in press
P registry founding extended family members but managed by hired professionals.
Family controlled firm under two conditions: two or more directors had a family relationship,
and family members owned or controlled at least 5% of the voting stock. Family relationship
B Random sample . ) ) )
Gomez-Mejia included father, mother, sister, brother, son, daughter, spouse, in-laws, aunt, uncle, niece,
1995-1998 culled from u.s. . o . ) .
et al. (2003) c ot nephew, cousin. Other definitions employed: Family controlled and CEO is family
ompusta
P member/Percentage of family equity ownership/Family controlled and family member(s) are on
the compensation committee.
Registry of
Newspapers,
B Media Guide of o o
Gomez-Mejia . o . Family firm if in this newspaper sample there were family ties between the newspaper's CEO and
1966-1993 Spain, Oficina de Spain )
et al. (2001) o editor.
Justificacion de la
Difusion—All
daily newspapers
114 randomly
chosen publicly o o o .
Holderness and ) Family firm if an individual majority shareholder or entity owns at least 50.1% of the stock: may
1980-1984 traded firms — us . )
Sheehan (1988) include trusts and foundations.
data source
Spectrum 5
19951997 World scope-27 | \oridwide

La Porta et al.

countries

Family firm if a person is the controlling shareholder (ultimate owner) whose direct and indirect

26




Author (s)

Study time line

Data Source

Country/Region

Family firm definition(s) employed

(1999)

represented

voting rights exceed 20%.

Luo and Chung

Directory business

Firm created by entrepreneurs. Other definitions employed: Firm's key leader has inner circle

members who are immediate family members/Firm's key leader has inner circle members with

1973-1996 . . Taiwan . . . . . . . . .
(2005) groups in Taiwan prior social relationships — distant relatives, in-laws, friends, classmates, colleagues, business
partners.
Family firm if the largest controlling shareholder who holds at least 10% of the voting rights is a
) family, an individual, or an unlisted firm (unlisted firms are often closely held and therefore
Faccio and Lang, 13 Western . . o . .
considered under family control). Other definitions employed: The controlling shareholder is
Maury (2006) 1996-2003 2002 data plus European . . . . L . Lo
. from an unlisted firm/The largest controlling shareholder is an identified family or individual/The
WorldScope 2003 | countries ] ] ) o . ) .
controlling shareholder is a family or an individual holding the title of CEO, Honorary Chairman,
Chairman, or Vice Chairman
McConaughy et 1987 Business Week US Family founder controlled firm — A public corporation whose CEO is either the founder or a
al. (1998) CEO 1000 o member of the founder's family.
Morck et al. o ) o )
(1989) 1980 Fortune 500 u.s. Family firm if a member of the founding family is among the top two officers.
Sample firms met the following requirements: (1) founded prior to 1971; (2) exhibited at least
one of the following (a) two or more individuals related by blood were directors, officers, or
Perez-Gonzalez shareholders (b) an individual had at least 5% ownership (c) a founder was an executive or
1980-2001 Compustat 1994 u.S.

(2006)

director, and (3) a CEO change occurred during the time window. Further a family succession
was coded within this sample of firms when the new CEO was related by blood or marriage to
:(1) the departing CEO, (2) the founder, or (3) a large shareholder.
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Author (s) Study time line | Data Source Country/Region | Family firm definition(s) employed
Survey of
American family
businesses o ]
Schulze et Family firm if privately held, greater than $5 m annual sales, and listed by Arthur Anderson as a
1995 conducted bythe u.sS. ) )
al.(2001) family business.
Arthur Anderson
Center for Family
Business.
Survey of
American family
businesses S )
Schulze et al. Family firm if privately held, greater than $5 m annual sales and listed by Arthur Anderson as a
1995 conducted by the u.s. . .
(2003) family business.
Arthur Anderson
Center for Family
Business.
Smith and Toronto Stock o o .
Family firm if a person or a group related by family ties holds the largest voting block and at
Amoako- Adu 1962-1996 Exchange Canada
i least 10% of the total votes.
(1999) companies
Family firm if the founder or a member of the family is officer, director or owns N5% of the
firm's equity. Other definitions employed: 1 or more family members are officers directors or
Villalonga and i 7 ilv di ilv i i
_ g 1994-2000 Fortune 500 Us. block holders/At least 1 family officer and 1 family director/Family is largest vote holder/Family
Amit (2006b) is largest shareholder/1 or more family members from 2nd generation or later are officers,

directors, or block holders / Family is largest vote holder and has at least one family officer and 1

family director/Family is largest shareholder and has at least 20% of the votes/1 or more family
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Author (s) Study time line | Data Source Country/Region | Family firm definition(s) employed

members are directors or block holders but there are no family officers/Family is largest vote
holder, has at least 20% of votes, one family officer and 1 family director and is in 2nd or later

generation.

1) According Miller et al. (2007) this table represents studies identified by searching top tier finance and management journals between 1996 to 2006 (e.g. Academy of
Management Journal — Administrative Science Quarterly — Journal of Corporate Finance — Journal of Financial Economics — Quarterly Journal of Economics — Review
of Financial Economics — The Journal of Finance) for titles or abstracts that used the term “family firm”. Using the ancestral approach we were also able to identify

other sources. The list above is intended to be representative of the major contributions to the field of empirical family business research published in the last decade
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