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ABSTRACT 

 

FERREIRA, Vicente de Moraes. Corporate governance and its influence on the 

investment decision process of equity markets’ professionals: an inside view of how 

corporate governance issues influence the decision-making process of sell-side and buy-

side professionals when analyzing Brazilian listed companies, 2014. Thesis (Master in 

Business Management) - Escola Brasileira de Administração Pública e de Empresas, 

Fundação Getúlio Vargas, Rio de Janeiro, 2014. 

 

Corporate governance has been in the spotlight for the past two decades, being subject 

of numerous researches all over the world. Governance is pictured as a broad and 

diverse theme, evolving through different routes to form distinct systems. This scenario 

together with 2 types of agency problems (investor vs. management and minorities vs. 

controlling shareholders) produce different definitions for governance.  Usually, studies 

investigate whether corporate governance structures influence firm performance, and 

company valuation. This approach implies investors can identify those impacts and later 

take them into consideration when making investment decisions. However, behavioral 

finance theory shows that not always investors take rational decisions, and therefore the 

modus operandi of those professionals needs to be understood. So, this research aimed 

to investigate to what extent Brazilian corporate governance standards and practices 

influence the investment decision-making process of equity markets' professionals from 

the sell-side and buy-side. This exploratory study was carried out through qualitative 

and quantitative approaches. In the qualitative phase, 8 practitioners were interviewed 

and 3 dimensions emerged: understanding, pertinence and practice. Based on the 

interviews’ findings, a questionnaire was formulated and distributed to buy-siders and 

sell-siders that cover Brazilian stocks. 117 respondents from all over the world 

contributed to the study. The data obtained were analyzed through structural equation 

modeling and descriptive statistics. The 3 dimensions became 5 constructs: definition 

(institutionalized governance, informal governance), pertinence (relevance), practice 

(valuation process, structured governance assessment)  The results of this thesis suggest 

there is no definitive answer, as the extent to which governance will influence an 

investment decision process will depend on a number of circumstances which compose 

the context. The only certainty is the need to present a “corporate governance behavior”, 

rather than simply establishing rules and regulations at firm and country level. 

Keywords: corporate governance, investment decision process, equity markets, financial 

analysts  
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1 INTRODUCTION 

Corporate governance has been in the spotlight for the past two decades, being 

subject of numerous researches all over the world. Major events in financial and 

economic history such as the wave of financial crises that occurred in the late 90s, 

scandals in the early 2000s (like Enron and WorldCom), 2007-08 financial crises, and 

more recently bankruptcies such as Brazilian oil company OGX, are responsible for 

keeping the attention on the topic from academics and professionals.  

 

The concepts behind corporate governance are very broad and date back to the 

time of the first corporations in the 16
th

 and 17
th

 centuries, however most of the 

literature points to Berle and Means work of 1932, The Modern Corporation and 

Private Property, as the beginning of the discussions around separation of ownership 

and control and its derived problems in corporations (Wells, 2010).   

 

For several years, the basic idea behind corporate governance was understood to 

be the agency problem (investors versus management) in disperse ownership structures. 

However, in a series of works of 1997, 1998 and 1999, La Porta and other researchers 

showed disperse ownership is not the reality for all countries, introducing a different 

agency problem between minorities and controlling shareholders along with the concept 

of legal origins as a determinant to ownership structure and governance systems. 

 

Corporate governance has evolved in different ways in each country, creating 

distinct systems, and those were instituted in accordance with its economic, regulatory, 

corporate and social environment of each country. From this process emerged the 

categorization in Insider and Outsider systems (IBGC, 2014). In this thesis, this 

evolution is analyzed and different systems are compared side-by-side. Special 

emphasis is given to the Brazilian governance system progress, considering the creation 

of the Brazilian Institute of Corporate Governance (IBGC – Instituto Brasileiro de 

Governança Corporativa), as well as regulatory changes introduced by the Securities 

and Exchange Commission of Brazil (CVM – Comissão de Valores Mobiliários) and 

BM&FBovespa stock exchange, in conjunction with the review of the “Law of 

Corporations” (law 10.303/01 alters and updates law 6404/76). 
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A common approach to study the theme is to investigate whether corporate 

governance structures influence management behavior translating into impacts in firm 

performance, and consequently improving stock prices and company valuation. Most of 

these works use measurements for governance either by picking some mechanisms or 

by building a more complex index with various provisions, and analyzes them through a 

set of statistical tools, looking for correlations with performance metrics – i.e. return on 

assets, return on equity, EBITDA (Earnings before Interest, Taxes, Depreciation, and 

Amortization) margin, net profit margin, dividends, etc. – and value measures – i.e. 

Tobin’s Q ((market value of equity + total liabilities) / total assets ) and stock returns. 

 

There is a common understanding that corporate governance is relevant for firm 

performance. Assuming this relationship is understood by the stock market, scholars 

give less attention to studies which analyze if equity markets’ professionals are willing 

to take governance into consideration in their analyses and how they use it. Studies with 

this approach use surveys (qualitative or quantitative) with professionals to assess the 

influence of corporate governance, but they tend to have a superficial view, leaving 

room for rhetorical answers confirming the aforementioned “common understanding”. 

  

Additionally, the introduction of behavioral finance concepts have created the 

necessity to look more carefully into the modus operandi of equity markets 

professionals, as there is important evidence suggesting that investors not necessarily 

take rational decisions all the time. Information asymmetry and capacity to interpreter 

those may lead to irrational decisions (Qureshi, Rehman, and Hunjra, 2012). In this 

scenario, behavioral biases, such as short-term investment, herding, self-marketing and 

excessive risk aversion, may appear (Suto and Toshino, 2005).  

 

This thesis addresses such points by using both methodologies, qualitative and 

quantitative, and build on the investigation of whether practitioners believe governance 

is important or not, but also how they include it in their analysis on daily investment 

decision activities. For the best of this author’s knowledge, until today there are no 

studies using this approach focusing on the Brazilian stock market. 
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2 OBJECTIVES 

2.1 PROBLEM DEFINITION, DELIMITATION AND RESEARCH 

OBJECTIVE 

Despite the vast literature on corporate governance, there is scarcity of works 

that deal with the subject from the perspective of the investor, especially in the decision 

process of buying or selling a stock. So the problem addressed by this thesis concerns 

the absence of understanding if corporate governance issues in Brazilian listed 

companies can really affect the process of analyzing and investing (or recommending an 

investment) in stocks issued by those firms. Moreover, it is also of concern how this 

process is affected, which steps and variables are changed, moving away from a 

rhetorical answer to a practical one.  

 

Along with the aforesaid, the thesis also aims at understanding if that influence 

varies depending on the type of professional (buy-side vs. sell-side), on the geography 

(origin of the firm or nationality). At the end of the study, it should also be possible to 

verify the elements of corporate governance those professionals value the most. 

 

The scope under which all the analyses are carried out is the Brazilian capital 

market, more specifically the equity market. Therefore, only professionals with 

experience in Brazilian stocks were invited to participate in the research. In addition, the 

study focused only on two types of professionals: buy-siders and sell-siders involved in 

equity research. Private equity professional, debt analysts, mergers & acquisitions 

(M&A) professionals, corporate access and equity sales professionals are out of the 

scope of this study. 

 

The research question stated below summarizes the aim of the thesis and its 

limitations:  

To what extent Brazilian corporate governance standards and practices influence 

the investment decision-making process of equity markets' professionals from the 

sell-side and buy-side? 
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In order to fully answer that question, it is necessary to explore some derived 

themes in the form of three additional questions: 

1) What is the meaning of corporate governance for those professionals?  

2) What is the relevance of corporate governance to the investment decision-making 

process? 

3) How does this influence translate into actions, i.e. in what parts and how the process 

is changed? 

 

2.2 RESEARCH STRUCTURE 

The structure chosen for this thesis comprises three main sections. It starts with a 

literature review to serve as a framework in which the reader is introduced to concepts 

on corporate governance (history, definition, different approaches, etc.), its impacts in 

firm’s valuation and business performance, and lastly the decision making process for 

equity investments. Such elements are analyzed under a global view and also from a 

Brazilian perspective.  

 

The second section of this study consists of researches done with stock market 

professionals with an exploratory approach. Initially, a qualitative research is used to 

map areas of convergence and divergence between those professionals on the corporate 

governance field and its influence in their daily job of analyzing stocks. This research 

was done through semi-structured interviews with professionals from Brazil and abroad, 

coming from different agents of the market, with different job titles and levels of 

experience. The goal of this phase is to better understand their investment process and 

explore areas that could indicate a real influence from corporate governance issues. 

These results serve as the basis for the creation of a questionnaire to be used later in a 

quantitative research. 

 

The second phase of the section two is the quantitative research, which was 

conducted through an online survey platform. Different approaches were used to 

disseminate the questionnaire trying to amplify the reach of the distribution. In that 

process were used a personal contact list, agreements with professional associations and 

two social networks, all focusing on professionals who work or had worked in the past 



12 

in equity investment analysis targeting Brazilian companies. The collected data were 

analyzed through a statistical process to evaluate significance of the aspects that shape 

the influence of governance over the investment process, and to assess the internal 

relationships of dimensions studied.  

 

The third and last section is the conclusion, where findings of both surveys are 

summarized, final analyses are conducted in light of the theoretical framework 

described in the first section, and an answer to the thesis's problem is developed. 

Additionally, opportunities for future studies are presented. 

 

2.3 STUDY RELEVANCE 

As mentioned before, economic and capital markets crises tend to bring 

corporate governance to the center of discussions. Despite the extensive literature on the 

subject and its impacts on the corporations and economies, most researches approach 

governance from the perspective of its connection with firms’ value and performance, or 

from the policy makers’ standpoint focusing on economic growth and institutional 

development. Only a small portion of those researches deals with the role corporate 

governance issues play in the investment process of equity markets’ professionals. Yet, 

within that category a good fraction of them are related to developed countries. 

 

In this context, this work brings a practical approach to how the investment 

process of equity market professionals is influenced by corporate governance issues 

when looking at Brazilian stocks. It also explores the elements from corporate 

governance that influence the most. But differently from other studies that touch on 

these points, this thesis tries to go beyond the rhetorical answer that governance matters 

to investors, and examines the process itself to identify where the materiality of this 

statement lies. 

 

Answers come directly from professionals involved in the investment decision 

process and are investigated in a broader way through interviews and quantitative 

survey. Findings may help companies, equity markets professionals, and policy makers 

in Brazil and other emerging market countries, to understand the real impact of 
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corporate governance mechanisms and practices, and ultimately adjusting expectations 

and correcting their focus.  
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3 THEORETICAL REFERENCES 

3.1 CORPORATE GOVERNANCE AND ITS DEFINITIONS 

3.1.1 History and Background 

The most common view on the roots of corporate governance relates it to the 

agency problems and conflicts between investors and managers, under the notion of 

separation of ownership and control, and uses as framework the configuration of 

corporations in the United States and how they have evolved through time. 

 

Considering this, the traditional view dates the start of debates on corporate 

governance to 1932, when Adolf A. Berle and Gardiner Means released their work The 

Modern Corporation and Private Property, describing the separation of ownership and 

control and its derived problems in corporations in the United States. However, in the 

1890s, the origins of such ideas were already being debated by other authors like Louis 

Brandeis, Walter Lippman and Thorsten Veblen (Wells, 2010). Harwell Wells also 

points out that in the 1920s separation of ownership and control became a public debate, 

as the American economist William Z. Rippley disseminated his ideas on corporate 

management by publishing the work Main Street and Wall Street in 1927. 

 

Another important insight to take into consideration when discussing the roots of 

corporate governance is its relationship with capitalism and the creation of the first 

corporations. Wells (2010) and Cheffins (2012) mention that conflicts between 

investors and managers can be found as far as the formation of the East India Company, 

the Hudson’s Bay Company, the Levant Company, the Dutch East India Company and 

other companies created in the 16
th

 and 17
th

 centuries. Additionally, Harwell Wells 

finds in Adam Smith’s work The Wealth of Nations the description of divergent 

interests between directors and owners as a dilemma for efficient operation of a 

corporation. 

The directors of such [joint-stock] companies, however, being the managers 

rather of other people’s money than of their own, it cannot well be expected, 

that they should watch over it with the same anxious vigilance with which 

the partners in a private copartnery frequently watch over their own. Like the 
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stewards of a rich man, they are apt to consider attention to small matters as 

not for their master’s honour, and very easily give themselves a dispensation 

from having it. Negligence and profusion, therefore, must always prevail, 

more or less, in the management of the affairs of such a company. (Adam 

Smith, The Wealth of Nations, quoted by Jensen and Meckling, 1976) 

 

Notwithstanding, Berle and Means work is an important milestone as it manages 

to give shape to a number of ideas, which were embryonic when the conflicts in the first 

corporations emerged, and later became of major interest before and after the first Great 

War. Wells (2010) concludes that The Modern Corporation and Private Property set 

itself apart from previous works, as it approaches the agency issue under a much 

broader view and with much more weight, along with relating the issue as a 

fundamental element to transform American society and capitalism. 

 

According to Cheffins (2012), in the decades after Second World War, US 

corporations prospered and grew rapidly from an economic boom; nonetheless, internal 

governance of companies was not a top priority. From a theoretical perspective, during 

these years the classical view remained, implying a certain type of ownership structure, 

where capital is disperse, but control would be in the hands of few managers. La Porta, 

Lopez-De-Silanes, and Shleifer (1999) explain how this image of a corporation being 

ran by professional managers, unaccountable to shareholders, lasted for two 

generations, and points out that Michael Jensen and William Meckling’s work of 1976 

on Theory of the firm: Managerial behavior, agency costs, and ownership structure 

gave important contributions to this classical view by introducing the concept of the 

agency costs.  

 

Jensen and Meckling (1976) focus on “the positive aspects of the theory” and 

assume the parties involved have solved the normative problems (the structure of the 

contractual relation) to provide appropriate incentives for the agent to make choices to 

maximize the principal’s investment. Also they conclude publicly held corporation is 

“an awesome social invention”, and despite agency costs, the growth in the adoption of 

this structure along with the increase in corporations’ market value suggested investors 

have not been disappointed with the results. 
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In this context, the agency concept can be summarized as the relationship 

between a principal (investor who possesses the capital) and an agent (the management 

who is employed by the agent to perform a task on his behalf). From this relationship 

costs emerge, related to the necessity of the principal to monitor the agency, and to 

ensure the agent is accountable to his employer. The figure below depicts the separation 

of ownership and control within the agency theory. 

 

Figure 1 – Separation of ownership and control 

 

Source: Kaplan Financial Knowledge Bank Website - http://kfknowledgebank.kaplan.co.uk/ 

 

Although the flirting with the idea of corporate governance started much earlier, 

as mentioned by Cheffins (2012),  the term “corporate governance” only started being 

used in the United States in the 1970s to congregate issues around managerial 

accountability, board structure and shareholder rights. Corporate governance entered the 

official reform agenda in the mid-1970s by the federal Securities and Exchange 

Commission
1
 (SEC), when it started to unveil misdoings from corporate managers and 

directors involving briberies and misrepresentation of financial condition of companies.  

 

Cheffins (2012) describes the developments on the theme in the late-1970s and 

during the 80s, when corporate governance entered into the spotlight, being discussed 

                                                      
1
 According to Brito (2011) the Securities and Exchange Commission was created in 1934 through the 

Securities Exchange Act, in response to problems of lack of financial market regulation, which led to the 
great depression of 1929. SEC is responsible for issuing new regulations and changes in existing ones by 
inspecting firms that operate in the financial market, as well as auditing and accounting firms and to 
coordinate federal, state and foreign regulations. An example of regulation issued by SEC is the 
Sarbanes-Oxley Act (SOX), created after accounting scandals occurred in 2001 that resulted in the 
bankruptcy of large American corporations. 
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by politicians, scholars and other market agents (institutional investors
2
, regulators, 

etc.). The changes in political scenario to a more conservative configuration and the 

establishment of views that challenged “pro-regulation orthodoxy” concepts inspired in 

Berle and Means reduced the pressure for reform.  

 

The 80s was a decade marked by deals and takeovers, therefore executives 

would face unwelcome bids leading to the introduction of mechanisms to discourage 

hostile takeovers such as poison pills
3
. Amid this scenario, institutional investors 

assumed a more relevant role in corporate governance discussions as their voting power 

grew, and at the same time their holdings became excessively large for them to simply 

leave the companies when they weren’t well run. 

 

Later, in the 1990s, an important event came from outside United States with the 

release of the “Cadbury Report”. The Cadbury Report, as it is known, is a British report 

issued by "The Committee on the Financial Aspects of Corporate Governance" having 

as chairman Sir Adrian Cadbury. It addressed issues related to corporate governance 

risks and failures on the themes of accounting systems and company boards’ structure. 

The report was published in December of 1992.  

 

Another milestone happened in 1999, when OECD released its first version of 

the OECD Principles of Corporate Governance in response to a call of the Council 

Meeting. OECD principles were first released in May of 1999 and revised in 2004. 

They compose one of the 12 key standards for international financial stability of the 

                                                      
2
 For OECD “institutional investor” has a common characteristic which is they are not physical persons, 

instead they are organized as legal entities. The exact legal form, however, varies widely among 
institutional investors and covers everything from closed-end investment companies to limited liability 
partnerships (like private equity firms) and incorporation by special statute (e.g. sovereign wealth 
funds). Institutional investors may either act independently or be part of a larger company group or 
conglomerate; for example, mutual funds are often subsidiaries of banks and insurance companies. Also 
institutional investors work as “intermediary investors”, as they usually manage and invest other 
people’s money. As an exception there are the Sovereign wealth funds, which can be seen as ultimate 
owners in certain cases. (Çelik & Isaksson, 2014)  
3
 According to Burger (2008) the poison pill was first invented by Martin Lipton in 1982 and has long 

been one of the most effective and prominent tools in discouraging hostile bidders. Poison pills were 
designed to frustrate hostile takeovers by preventing a change in control of firms on unfriendly terms. 
Julie Burger describes the poison pill as any takeover defense that makes a firm less desirable to 
potential acquirers, and it can involve the selling of the firms’ assets (“the crown jewels defense”) or exit 
of the top management  (“the people pill”); the most common type of poison pill is the shareholder 
rights plan. 



18 

Financial Stability Board and form the basis for the corporate governance component of 

the Report on the Observance of Standards and Codes of the World Bank Group.  

 

The principles were created with the intention to assist governments from OECD 

and non-OECD countries in the task of evaluating and improving corporate governance 

framework on institutional and regulatory perspectives. To ensure the basis for an 

effective framework the OECD stated: “The corporate governance framework should 

promote transparent and efficient markets, be consistent with the rule of law and clearly 

articulate the division of responsibilities among different supervisory, regulatory and 

enforcement authorities.” (OECD, 2004) 

 

As seen in this subsection, most of the history of corporate governance is usually 

linked to developments of the subject in the US markets, mainly due to the expansion of 

the joint-stock company structure established in the country and also by the importance 

in size and role of the US capital markets in the global economy. Yet, other countries 

have developed their own corporate governance systems and in the next subsection 

differences and similarities will be analyzed to create a full picture of corporate 

governance around the world. 

 

3.1.2 Different Approaches to Governance 

Being world’s number one capital market in size (as of 4
th

 quarter of 2013, 

market capitalization was close to US$40 trillion
4
 in debt and above US$24 trillion

5
 in 

stocks) made the United States the best candidate to draw more attention to its corporate 

governance history. However, in parallel with the developments in the US, other 

countries were creating their own governance systems. In each country, those systems 

were instituted in accordance with its economic, regulatory, corporate and social 

environment.  

 

                                                      
4
 Source: Securities Industry and Financial Markets Association (SIFMA) – US Bond Market Report 2Q14 

– Retrieved on 01/08/2014, from SIFMA website: www.sifma.org 
5
 Source: World Federation of Exchanges – 2013 WFE Markets Highlights, 28 Jan 2014 - Retrieved on 

01/08/2014, from WFE website: www.world-exchanges.org/statistics 
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Corporate governance systems are described by Rajan & Zingales (2003) (as 

cited in Brito, 2011) as the main institutional arrangements for the implementation of 

such structure: respect for property rights; transparency through the use of one 

accounting standard; a legal system that ensures rapid and inexpensive resolving of 

disputes in contracts; and a regulatory framework that protects consumers, promotes 

competition and strengthens the ownership structure of the firm. Furthermore, the 

institutions seek to develop corporate control mechanisms
6
, aiming to complement 

those aspects.  

 

IBGC (2014) uses two broad categories that house the main models adopted in 

different countries around the world – Insider and Outsider – in order to classify them 

considering corporate control mechanisms used and ownership characteristics:  

 Outsider System: 

o Scattered shareholders, typically outside the control of the company's daily 

operations;  

o Structure of dispersed ownership in large companies; 

o Important role of the stock market on the growth and funding of businesses;  

o Activism
7
 and large institutional investors;  

o Market with a real possibility of hostile acquisitions of control;  

o Focus on maximizing the return to shareholders (shareholder-oriented 

approach). 

 

 Insider System: 

o Large shareholders typically in charge of daily operations, directly or 

through  delegation to appointees; 

o More concentrated ownership structure;  

o Important role of banks in financing through debt the growth of businesses;  

                                                      
6
 Corporate control mechanisms are the instruments used by shareholders to ensure managers will act 

on their behalf. There are mechanisms external and internal to the firm, according to how they are 
related to the company.

 

7
 According to Gillan and Starks (2007) activists shareholders are usually viewed “as investors who, 

dissatisfied with some aspect of a company’s management or operations, try to bring about change 
within the company without a change in control. But one can also think of shareholder activism more 
broadly as encompassing a continuum of possible responses to corporate performance and activities.” 
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o Frequent family control in large companies, as well as the presence of the 

state as substantial shareholder;  

o Presence of large groups/conglomerates, often highly diversified;  

o Low activism and smaller institutional investors;  

o More explicit and systematic recognition of other non-financial 

stakeholders, especially employees and government. 

 

Although literature tends to give as examples of outsider model the Anglo-

Saxon countries, and of insider model continental Europe countries plus Japan, actually 

in the past they have shown some characteristics of the two categories, yet today they 

have more proximity to one of the two models. Emerging countries were and still are 

influenced by both systems. 

 

In this context, the same 5 countries used in Herrigel (2006) (United States, 

United Kingdom, France, Germany and Japan), representing the two categories 

described above, and coming from different legal traditions, will be analyzed under a 

framework based on La Porta, Lopez-de-Silanes, Shleifer and Vishny series of works, 

which have been characterized by the “legal origins hypothesis”.  

 

It is acknowledged by this thesis that La Porta et al. conclusions were questioned 

by Collison, Cross, Ferguson, Power, and Stevenson (2011), suggesting that the criteria 

used for judging different approaches to corporate governance should be broadened as 

investors’ interests are not necessarily congruent with the interests of wider society. 

They also point to the past citing Adolf A. Berle and Gardiner Means’s work to bring 

insights of the necessity of this amplified approach:  

Berle and Means reason that the nature of the modern corporation “calls for 

analysis, not in terms of business enterprise but in terms of social 

organization because the corporation has become a site of highly centralized 

power in which many interests are at stake”.  (Berle and Means, The Modern 

Corporation and Private Property, quoted by Collison et al., 2011) 

Despite those reasonable arguments, the aim of this thesis is to look into 

corporate governance from the equity markets professionals’ perspective. As recognized 

by Collison et al. (2011), the work from La Porta et al. is the most influential in the 
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field, with numerous citations, having even influenced policy formulation by the World 

Bank and other international financial institutions. So it is most likely that buy-side and 

sell-side professionals have built their concepts of corporate governance under the La 

Porta’s structure. In addition, most
8
 of the foreign capital invested in the Brazilian 

stocks comes from investors based in common law
9
 countries. 

 

Having set this disclaimer forth, the analysis below is developed through a set of 

6 dimensions, according to their importance to corporate governance issues: (i) legal 

system; (ii) enforcement; (iii) ownership structure; (iv) cash flow rights vs. control 

rights; (v) financial system and (vi) stakeholders view vs. shareholders view.  

 

The importance of the first five dimensions derives from La Porta, Lopez-de-

Silanes and Shleifer (1999) findings, and the last dimension is taken from Herrigel 

(2006): 

 

(i) Legal system: La Porta, et al. (1999) find that legal system is a proxy for 

shareholder protection, and shows that common law countries tend to have a 

better shareholder protection than civil law
10

 countries. Despite not offering 

conclusive reasons
11 

for the statistically significant difference between legal 

                                                      
8
 According to IPREO consultancy, based on 13-F fillings, more than 60% of Brazilian ADRs (American 

Depositary Receipts) holders came from US. 
9
 “Common law is generally uncodified. This means that there is no comprehensive compilation of legal 

rules and statutes. While common law does rely on some scattered statutes, which are legislative 
decisions, it is largely based on precedent, meaning the judicial decisions that have already been made in 
similar cases. […] As a result, judges have an enormous role in shaping American and British law. 
Common law functions as an adversarial system, a contest between two opposing parties before a judge 
who moderates. A jury of ordinary people without legal training decides on the facts of the case.” 
Retrieved on 15/08/2014, from Berkeley School of Law website: 
www.law.berkeley.edu/library/robbins/CommonLawCivilLawTraditions.html 
10

 “Civil Law, in contrast, is codified. Countries with civil law systems have comprehensive, continuously 
updated legal codes that specify all matters capable of being brought before a court, the applicable 
procedure, and the appropriate punishment for each offense. […] In a civil law system, the judge’s role  is 
to establish the facts of the case and to apply the provisions of the applicable code. Though the judge 
often brings the formal charges, investigates the matter, and decides on the case, he or she works within 
a framework established by a comprehensive, codified set of laws. The judge’s decision is consequently 
less crucial in shaping civil law than the decisions of legislators and legal scholars who draft and interpret 
the codes.” Retrieved on 15/08/2014, from Berkeley School of Law website: 
www.law.berkeley.edu/library/robbins/CommonLawCivilLawTraditions.html 
11 

In Collison, Cross, Ferguson, Power, & Stevenson (2011), they point to some speculations La Porta et 
al. have done in a more recent work (2008) to answer why French civil law is relatively more unfriendly 
to investors. La Porta and his colleagues wonders if it is merely coincidence; active legal design to keep 
family firms and the state as protagonists in economic development; and an hostile environment to 
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systems, in an earlier study, La Porta, Lopez-de-Silanes, Shleifer, and Vishny 

(1998) conclude that for many variables analyzed, the origins of laws matter to 

shareholder rights. 

(ii) Enforcement: Besides the laws and rules that compose a legal system, the ability 

to enforce them is important in the process of analyzing shareholders rights, and 

for that objective, measures that work as a proxy for the enforcement capabilities 

become an interesting tool. La Porta et al. (1998) propose the use of 5 

measurements: efficiency of the judicial system, rule of law, corruption, risk of 

expropriation, likelihood of contract repudiation by the government. And they 

define them as “estimates of law and order” 

(iii) Ownership structure: La Porta et al. (1999) also find that “dispersion of 

ownership goes together with good shareholder protection”. In that work, to 

analyze different structures, they create two stake cutoffs to configure control 

(20% and 10%) and they also use two sets of companies to reduce bias created 

by size (medium-sized – “above but near $500 million” – and large firms). La 

Porta et al. categorize publicly traded firms in terms of control as widely held, 

family owned, state controlled, controlled by widely held financial institution 

(parent company), controlled by widely held corporation (parent company) and 

miscellaneous. 

(iv) Cash flow rights vs. control rights: The separation of voting rights from cash 

flow rights can be achieved by the use of different strategies: multiple classes of 

shares, cross-shareholdings and pyramid
12

 structures. Again La Porta et al. 

(1999) results help in the process of understanding to what extent these 

strategies are used in the countries analyzed, and conclude in most cases 

separation is achieved by pyramidal ownership rather than differential voting 

rights. 

(v) Financial systems: The analysis of financial systems is important from the 

perspective of what it is not, and the work from La Porta et al. (1999) shows that 

                                                                                                                                                           
institutional development which they suppose is related to the level of trust citizens have to one 
another. 

 

12
 Pyramid structures usually happen in family controlled firms where the controlling shareholders 

exercise control via at least one other traded firm. 
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“there are no significant differences between strong and weak
13

 bank countries 

in the incidence of widely held firms”. It also points out that having a smaller 

role for banks in financing businesses doesn’t mean having a weak debt market. 

On the contrary, countries with strong equity markets tend also to have strong 

debt markets. 

(vi) Stakeholders
14

 view vs. shareholders
15

 view: governance roles of stakeholders 

and shareholders compose the picture of the corporate relations’ nature of a 

country, and will define which interests are driving corporate governance 

mechanisms development and adoption. 

 

The table below shows the 6 dimensions described above, together with La Porta 

et al. (1999) designation of shareholder rights index, named Antidirector Index
16

. The 

table summarizes findings from La Porta et al. (1999), Herrigel (2006) and Morck and 

Steier (2005) to facilitate the understanding of how categorization is not stable and there 

is important variation and change over the course of the countries’ economic evolution. 

The US and UK can be designated as having outsider systems, at least for the post-

1980s period, while Germany, France and Japan have their systems very close to insider 

configuration for the postwar period. Even though, those three countries, through the 

course of their history, kept their differences, being the first one more associational and 

the latter two having a stronger presence of the state. (Herrigel, 2006) 

                                                      
13

 La Porta et al. (1999) separate the countries in two groups, weak bank countries and strong bank 
countries, based on the existence of rules to avoid commercial banks to own majority stakes in 
industrial firms and assuming they do not invest at least 60 percent of their capital in a portfolio of 
industrial firms. 
14 

Stakeholder theory states a managers’ duty is related to both the corporation’s shareholders and 
“individuals and constituencies that contribute, either voluntarily or involuntarily, to [a company’s] 
wealth-creating capacity and activities, and who are therefore its potential beneficiaries and/or risk 
bearers.” (Post, J.E. et al. Managing the Extended Enterprise: The New Stakeholder View. 2002). 
Retrieved on 15/08/2014, from MIT Sloan Mgmt. Review: http://sloanreview.mit.edu/article/the-
shareholders-vs-stakeholders-debate/ 
15

 Stockholder theory was created by Milton Friedman and asserts that shareholders advance capital to 
a company’s managers, who are supposed to spend those funds only in ways that have been authorized.  
In his words: “There is one and only one social responsibility of business — to use its resources and 
engage in activities designed to increase its profits so long as it […] engages in open and free 
competition, without deception or fraud.” Retrieved on 15/08/2014, from MIT Sloan Mgmt Review: 
http://sloanreview.mit.edu/article/the-shareholders-vs-stakeholders-debate/ 
16

 La Porta et al. (1998) use 8 dimensions to measure shareholder rights: one-share-one-vote, proxy by 
mail allowed, shares not blocked before meeting, cumulative voting/proportional representation, 
oppressed minority, preemptive right to new issues, percentage of share capital to call an extraordinary 
meeting and mandatory dividends. With the exception of the last dimension which is treated separately, 
for the other 7, countries are given 1 point if the country is pro shareholder and 0 when against, 
creating an index called Antidirector Rights. It ranges from 0 to 6. 



24 

The table also helps to detect La Porta et al. (1999) conclusion, that ownership 

structure will affect the nature of the agency disputes, moving from managers vs. 

investors to minority vs. controlling entities. As explained in Claessens (2003), in 

disperse ownership countries, the principal-agent problem materializes as a 

consequence of conflicts of interests between outsider shareholders and managers, but 

when ownership is concentrated enough leading to the appearance of some entity that 

exercises control, disputes occur between minorities and controlling shareholders. In 

many countries, this actor is either a family or the state, thus having a high degree of 

influence over how the firm is managed. 
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Table 1 – Corporate Governance Systems 

Country Antidirector 
Index 

Legal System Enforcement Ownership Structure Cash flow rights  
vs. Control rights 

Financial System Stakeholders vs. 
shareholders  

United 
States 

5 points. 
Among the best 
in shareholders' 
protection 
rights. 

Common Law High scores, 
ranging from 
8.63 to 10 and 
summing 
47.61. After 
Scandinavian 
countries. 

Dispersed ownership
i
: 

- Large firms: 80% widely held independently 
of the cutoff used; 
- Medium firms: 90% widely for 20% cutoff 
and 50% for the 10% cutoff (30% family-
owned). 

Balanced rights
ii
: 

- 1-share, 1-vote: 
19.19% of capital to 
20% of votes;  
- No cross-
shareholdings;  
- No pyramids. 

- Weak banks; 
- Capital market with 
important role in financing; 
- Specialized banking; 
- History of fragmented and 
regional organization

iii
. 

- Stakeholder dominance 
during Progressive

iv
  and 

New Deal
v
 eras; 

- Stockholder ascendancy in 
the 80s and 90s; 
- Stakeholder renewed 
momentum in early 2000

vi
. 

United 
Kingdom 

5 points. Among 
the best in 
shareholders' 
protection 
rights. 

Common Law High marks, 
ranging from 
8.57 to 10 and 
summing 
47.01. Just 
after US. 

 Mostly dispersed ownership
vii

: 
- Large firms: 100% widely in the 20% cutoff 
and 90%, for the 10% cutoff; 
- Medium firms: 60% widely for the cutoff of 
20% (40% family-owned) and 10% in the 10% 
cutoff (60% family-owned). 

 No separation
viii

: 
- 1-share, 1-vote: 
20% of capital to 
20% of votes;  
- No cross-
shareholdings;  
- No pyramids. 

- Strong banks 
- Capital market with 
important role in financing; 
- Specialized banking 
 - History of relational 
banking

ix
 

- Mid-20
th

 century, labor 
governments supported 
stakeholder view; 
- In the 80s, Margaret 
Thatcher set a shareholder 
based approach

x
. 

France 3 points. 
At the sample 
average in 
shareholders' 
protection 
rights. 

French Civil 
Law

xi
 

Solid scores, 
with metrics 
ranging from 8 
and 9.65. The 
sum reaches 
44.87 

Mostly concentrated
xii

: 
 - Large firms: 60% widely at the 20% cutoff 
and 30% widely at 10% cutoff (20% family-
owned and 20% by state-owned); 
- Medium firms: 0% widely for both cutoffs. 
50% family-owned, 20% state-owned and 
20% controlled by financial institutions for 
both cutoffs. 

 Unbalanced rights: 
- 1-share, 1-vote: 
19.99% of capital to 
20% of votes; 
- No cross-
shareholdings; 
- Pyramids

xiii
: 38% 

of the sample 

- Strong banks; 
- Banks with important role in 
financing; 
- Specialized banking;  
- History of relational 
banking

xiv
. 

- Enterprises are managed 
mainly with a stakeholder 
view; 
- State’s prominent 
influence; 
- Stockholder interests can 
be deprioritized in face of 
broader interests. 

Germany 1 point.  
At the bottom 
of the sample, 
only above 
Belgium (scored 
0). 

German Civil 
Law

xv
 

High points, 
ranging from 
9.23 and 9.9. 
Total of 46.83, 
similar to US 
and UK. 

 Mostly concentrated
xvi

: 
 - Large firms: 50% widely at the 20% limit and 
35% widely at 10% cutoff (30% state-owned 
and 25% owned by financial institutions); 
- Medium firms: 10% widely for both cutoffs. 
40% family-owned at both cutoffs and 30% 
controlled by financial institutions at 10% 
cutoff. 

 Unbalanced rights: 
- 1-share, 1-vote: 
18.61% of capital to 
20% of votes; 
- No cross-
shareholdings; 
- Pyramids

xvii
: 40% 

of the sample 

- Strong banks; 
- Banks with important role in 
financing; 
- Universal banking; 
- History of relational 
banking

xviii
. 

- Stakeholders as a central 
part of governance: banks 
holdings together with laws 
and regulation helped to 
drive that view

xix
; 

- German companies are 
well known for employee 
representation in their 
boards. 

Japan  4 points. 
Above sample 
average, and 
best from 
German origin. 

Hybrid
xx

: 
German Civil 
Law and US 
Common Law 

High scores, 
ranging from 
8.52 to 10. 
Summing 
46.86 

Dispersed and Concentrated ownership
xxi

: 
 - Large firms: 90% widely in the 20% cutoff 
and 50%, for the 10% cutoff (35% 
miscellaneous ownership); 
- Medium firms: 30% widely for the cutoff of 
20% (60% miscellaneous) and 20% widely for 
the 10% cutoff (70% miscellaneous). 

 No separation: 
- 1-share, 1-vote: 
20% of capital to 
20% of votes;  
- No cross-
shareholdings;  
- No pyramids.

xxii
 

- Weak banks; 
- Prewar: arms-length non-
relational banking, financing 
through capital markets;

xxiii
 

- Postwar: relational universal 
banking, financing through 
banks (“main bank”).

xxiv
 

- Prewar:  enterprises were 
managed through a 
shareholders’ view,  
- Postwar changes forced 
managers to take a 
stakeholder approach to 
their decisions.

xxv
 

Source: Prepared by the author based on La Porta et al. (1999), Herrigel (2006) and Morck and Steier (2005) 
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This plurality of characteristics within these governance systems and the 

different trajectories that countries followed also influenced the creation of distinct 

definitions for corporate governance. These definitions, in a way, end up adopting some 

complementary perspectives. However, it increases the complexity for understanding all 

nuances that are present in corporate governance debates. Find below some definitions 

from well-known sources in the field: 

OECD states that: 

Corporate governance involves a set of relationships between a company’s 

management, its board, its shareholders and other stakeholders. Corporate 

governance also provides the structure through which the objectives of the 

company are set, and the means of attaining those objectives and monitoring 

performance are determined. Good corporate governance should provide 

proper incentives for the board and management to pursue objectives that are 

in the interests of the company and its shareholders and should facilitate 

effective monitoring. (OECD, 2004) 

 

European Corporate Governance Institute definition of corporate governance:  

Corporate governance is the basis of accountability in companies, 

institutions and enterprises, balancing corporate economic and social goals 

on the one hand with community and individual aspirations on the other. A 

proper governance framework is of fundamental importance in strengthening 

the performance of economies, in particular those in development and 

transition, and helping to discourage fraud and mismanagement. (ECGI, 

2013) 

 

According to the Brazilian Institute of Corporate Governance: 

Corporate governance is a system by which companies are directed and 

monitored, concerning Shareholders, the Board, Directors, Independent 

Audit and Fiscal Council. Good practices of corporate governance aim to 

increase the value of the company facilitate its access to capital and 

contribute to its sustainability. (IBGC, 2013) 
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Shleifer and Vishny (1997) state that “Corporate governance deals with the 

ways in which suppliers of finance to corporations assure themselves of getting a return 

on their investment”. 

Cadbury (1992) defines corporate governance as “the system by which 

companies are directed and controlled”. 

 

Zingales (1997) defines corporate governance as “the complex set of constraints 

that shape the ex post bargaining over the quasi rents generated by the firm”. 

 

From Claessens (2003), it is understandable that corporate governance 

definitions can be viewed from different perspectives considering their approach as 

behavioral patterns (behavior of corporations), normative framework (rules under which 

companies operate) or a functional approach (institutions and polices involved in 

financial functions). He also analyzes them from the broadness, distinguishing them by 

focus: (i) rules in capital markets; (ii) provisions of finance; (iii) mechanisms through 

which firms operate when management and ownership are separate; (iv) division of 

claims, referring to the value added by firms and its allocation among stakeholders; and 

(v) who determines the framework, insiders versus outsiders. To complete he cites 

Shleifer and Vishny (1997) to mention a dynamic aspect of corporate governance that 

hasn’t received much attention from researchers.  

 

3.1.3 The Brazilian Case 

Brazilian Corporate Governance model is closer to the Insider System, with a 

predominance of concentrated ownership, financing based mostly through banks, strong 

presence of family enterprises and state-controlled and more oriented to stakeholders. 

However, as the capital markets expand as a financing alternative for companies, and 

institutional investors gain prominence, corporate governance gradually improves with 

shareholders’ protection laws, regulations and practices being adopted by a growing 

number of companies.  

 

In this process, two initiatives were important: the adherence to differentiated 

listing segments and emission of ADRs (American Depositary Receipts), which led to 
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the adoption of IFRS
17

 (International Financial Reporting Standards) accounting 

standard and compliance with SOX (Sarbanes-Oxley Act). (Brito, 2011) 

 

The improvement in corporate governance levels is shown by da Silva and Leal 

(2005) with the construction of a corporate governance index (CGI
18

), which points out 

that the number of companies rated as having “good governance” moved from 1.53% in 

1998 to 3.82% in 2002. On the other hand, the number of companies rated as having 

“bad governance” also grew from 22.14% to 25.95%, showing that the “medium” 

segment lost an important number of companies. 

 

3.1.3.1 Recent Developments 

Corporate governance in Brazil started to be debated more deeply during the 

90s, as relations between controlling and minority shareholders and between managers 

and shareholders started to change with corporate restructuring caused by the opening of 

the economy, privatization processes and the entry of new investors in private sector 

companies, mainly foreign and institutional investors. 

 

An important milestone for corporate governance evolution process was the 

foundation of the Brazilian Institute of Board Members (IBCA) in 1995, which would 

become later the Brazilian Institute of Corporate Governance (IBGC). In 1999, IBGC 

released its first version of the Code of Best Practice of Corporate Governance, 

intensifying the debate around governance, which led to new initiatives during the early 

2000s. IBGC shows that between 1999 and 2002, corporate governance in Brazil 

received important contributions:  

 In 1999, the first code of corporate governance was elaborated by IBGC as a 

result of the necessity to start disseminating good governance practices. The 

                                                      
17

 With the approval of Law 11638/2007, Brazil began to adopt IFRS, which is since 2008 an obligation to 
large companies and became also a requirement for small and medium firms in 2013. 
18

 CGI is a firm-level index, composed of 15 questions, all were answered from public information 
disclosed by listed companies. Each question corresponds to a “yes” or “no” answer. If the answer is 
“yes”, then the value of 1 is attributed to the question, otherwise the value is 0. The index is the sum of 
the points for each question. The maximum index value is 15. The 131 firms were classified into three 
groups, according to their CGI: “good” corporate governance (CGI from 10 to 15), “medium” corporate 
governance (CGI from 5 to 9), “poor” corporate governance (CGI from 0 to 4). 
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original version scope was limited to the Board of Directors activities and 

conduct, and only in later versions the scope was amplified; 

 Also in 1999, CVM launched instruction 299 on public offerings and audit 

firms’ rotation; 

 In 2000, inspired on the German model of the Neuer Market, Bovespa stock 

exchange launched Nível 1 (level 1), Nível 2 (level 2) and Novo Mercado (New 

Market – highest standard), differentiated corporate governance listings 

segments. Bovespa describes its Novo Mercado listings as: 

 

Novo Mercado is a listing segment designed for shares issued by companies 

that voluntarily undertake to abide by corporate governance practices and 

transparency requirements in additional to those already requested by the 

Brazilian Law and CVM (Brazilian Securities and Exchange Commission). 

(BM&FBovespa) 

 

Find below the details of each listing segment created by Bovespa in 2000. 
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Table 2 – Bovespa's Listing Segments 

 Characteristics NOVO MERCADO LEVEL  2 LEVEL 1 TRADITIONAL 

Characteristics of issued 
shares 

Only common shares 
(ON) 

Allows the existence of 
common and preferred 
shares (with additional 
rights) 

Allows the existence 
of common and 
preferred shares 
(according to 
legislation) 

No rule 

Minimum percentage of 
outstanding shares (free 
float) 

At least 25% free float free float No rule 

Public offerings Efforts to widespread ownership No rule 

Impediment to the statutory 
provisions 

Limitation of voting less than 5% interest, 
quorum and "immutable clauses" 

No rule 

Composition of the Board of 
Directors 

Minimum of five members, of which at least 20% 
must be independent with a unified term of up to 
2 years 

At least three members (according to 
legislation) 

Impediment to accumulation 
of positions 

Chairman and Chief Executive Officer or chief executive by the same 
person (grace period of 3 years from the date of accession) 

No rule 

Duties of the Board Demonstration of any takeover bid for shares in 
the company 

No rule 

Financial Statements Translated into English According to legislation 

Public meeting Mandatory Optional 

Annual calendar of corporate 
events 

Mandatory Optional 

Additional disclosure of 
information 

Securities trading policy and code of conduct No rule 

Tag Along Granting 100% for common 
shares 

100% for common and 
preferred shares 

80% voting shares (according to 
legislation) 

Public offering, in case of a 
takeover, for at least the 
economic value of shares 

Mandatory in case of delisting or exit the 
segment 

According to legislation 

Adherence to the Market 
Arbitration Chamber 

Mandatory Optional 

Adapted from (BM&FBovespa) website 

 

 Brazilian Corporate Law was updated in 2001 (law 10303). The changes in the 

Corporate Law (6404/76) had the goal to enhance the rights and protection of 

minority shareholders, a widespread demand of various participants of the 

market. A number of corporate governance rules have been introduced, based on 

principles of disclosure, equitable treatment, compliance and accountability. 

Additionally some others elements were reintroduced since they had 

casuistically been removed earlier, such as the tag along rights. (Garcia, 2005) 
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 In 2002, CVM released a document on governance to provide guidance on issues 

that affect the relationship between different stakeholders. The document 

focused on top managers, board members, controlling shareholders, minority 

shareholders, and independent auditors. CVM also released instructions 358 and 

361 on relevant information and delisting. 

 

3.1.3.2 Legal System 

Although La Porta et al. (1998) places Brazil under the French-origin category 

of systems, Brazil’s legal system has received different influences through time. 

Brazilian legal structure is based on the Civil Law tradition and its first civil code, 

created in 1916, suffered influences from the Portuguese system (highly influenced by 

the Roman law), from French civil code and from the German civil code (Alves, 1993). 

Later, in 2002, the new Brazilian civil code received an important contribution from the 

Italian code, adopting the “Enterprise Theory” (Lopes, 2010). 

 

Even being influenced by different countries and not only by Napoleonic Civil 

Code, Brazil is civil law based and thus it will present the basic characteristics of that 

legal origin. So, Brazil’s score of 3 points on La Porta’s Antidirector index – on the 

average of their sample – continues to make sense, as even after the changes in 

regulation described above it still lacks elements to protect shareholders rights. 

 

3.1.3.3 Enforcement 

As mentioned earlier, another important aspect that combined with the legal 

system will directly influence the ability to guarantee shareholders’ rights is the level of 

enforcement of laws and regulations in place. In the case of Brazil, La Porta et al. 

(1998) rank it as number 35 out of 54 countries in the sample. This means that despite 

having some level of legal support, shareholders might be abused in their rights as the 

country will have little capacity to enforce the rules.  
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As described by Brito (2011), one of the key issues related to enforcement in 

Brazil is the delay in court decisions, which leads to a weak environment for conflict 

resolution, affecting ownership structure and generating governance problems.   

 

3.1.3.4 Ownership Structure 

As seen in other civil law countries, Brazil is characterized by concentrated 

capital either in the hands of a family, government or foreign parent entity. The 

concentration of ownership creates important effects that will shape the corporate 

governance issues in Brazil. As pointed earlier in this work, the agency problem takes a 

different form, since separation of ownership and control often doesn’t exist and 

conflicts emerge from the relationship between majority and minority shareholders, 

instead of investor and management. 

 

In Da Silva (2004), his analysis shows a high degree of concentration of 

ownership. From 225 companies analyzed in the year 2000, 90% had a unique 

shareholder detaining more than 50% of voting capital, and this controlling shareholder 

on average held 76% of voting capital. He also examines the type of controlling entity 

according to the origin of capital, and comes to these percentages: 48% are family-

owned, 7% government, 27% foreign parent company and 8% institutional investors. 

 

3.1.3.5 Cash flow rights vs. Control rights 

Both Brito (2011) and Da Silva and Leal (2005) point to evidence showing an 

important discrepancy of one-share one-vote situation as the issuance of non-voting 

shares is largely used by owners of companies to preserve their control without having 

to hold 50% of the total capital.   

 

Da Silva and Leal (2005) show in their analysis that the issuance of non-voting 

shares is common in Brazil as during 1998 until 2002, voting shares accounted for, on 

average, 51% of the total capital in a sample of 133 firms. Brito cites Aldrighi and Neto 

(2005) to point out that in a sample of 602 companies, 66.94% emitted shares without 

voting rights representing 32.38% of the total capital. This scenario creates 
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disequilibrium, as the majority shareholders had 52.64% of rights over the firm’s cash 

flow (voting and non-voting shares) and 76.94% of controlling rights. 

 

Although pyramids are also a mechanism used to separate cash-flow rights from 

control rights, differently than what was concluded by La Porta et al. (1999), in Brazil, 

the issuance of ordinary shares and preference shares plays an important role in this 

process. This is mainly due to the fact that regulation allowed companies to issue non-

voting shares up to two-thirds of the total capital and after 2001, with the update of the 

corporate law, the maximum amount of non-voting shares moved to 50% of the total 

capital. 

 

3.1.3.6 Financial System 

The Brazilian banking structure was designed by the "Banking Reform Law" 

(Law No. 4595, of December 31, 1994), which completely formed the financial system 

according to the specialization of the financial institutions (universal banks; commercial 

banks; investment banks; credit, finance and investment companies; securities 

dealership, brokerage firms and some other types). The system is regulated by the 

National Monetary Council ("CMN"), using the Central Bank of Brazil ("Bacen") to 

supervise the financial institutions such as the National Economic and Social 

Development Bank ("BNDES"), Banco do Brasil S.A. ("BB"),  the Federal Savings and 

Loan Association ("CEF") and all other public and private financial institutions 

authorized by Bacen.  (Walter Stuber Consultoria Jurídica, 1997) 

 

Despite the privatization process and the opening up of Brazilian banking sector 

which occurred during the 90s and beginning of the 2000s, government still maintained 

an important role in the financial system, using BNDES, BB and CEF as levers to 

increase credit lending for both consumers and businesses. According to a Deutsche 

Bank report (Deutsche Bank, 2012), public sector banks dominate domestic lending 

with credit operations, in 2012, accounting for more than 20% of GDP (Gross Domestic 

Product).  
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Using a proxy to La Porta’s definition of “strong bank” and “weak banks”, 

Brazil could be categorized as a weak bank country, as the ability to own stakes in non-

financial institutions is limited.  Corroborates with that understanding, the work of 

Barth, Caprio Jr, and Levine (2000), where Brazil, Japan and US receive same scores 

for a variable
19

 that measures the ability of banks to own or control non-financial firms. 

All three countries present restrictions for a bank to engage in such actions.  

 

All things considered, Brazilian banking system has an important role in the 

financing of the country’s businesses. Capital markets (either stock or debt) are still in 

the process of increasing its relevance in the financing of the country’s growth. As 

evidence, data from the World Federation of Exchanges (WFE) show BM&FBovespa 

as the 18
th

 largest stock exchange in market capitalization in 2013, losing 6 positions 

from 2012 and behind economies with a much smaller GDP like Korea or Australia. 

 

3.1.3.7 Stakeholderism vs. Shareholderism 

 Brazil has an approach to governance more oriented towards stakeholders than 

to shareholders. This is clearly shown in portions of the law 6404, as commented by 

Garcia (2005). He quotes articles 116, 117 and 154 of the law to demonstrate the 

importance given to address the interest of different stakeholders and to emphasize the 

understanding of the social function of the firm.  

 

Despite functioning under a Stakeholderism framework, in Brazil differently 

from Germany, employees do not play an important role in corporate governance issues, 

their participation in corporate decisions are very unlikely. In that sense, Stakeholderism 

materialized itself mainly through community interest, social and environmental 

responsibilities. As an evidence of that, in a survey of Akatu Institute (Instituto Akatu, 

2012), companies’ environmental impact and community involvement were the two 

                                                      
19

 Barth, Caprio Jr, & Levine (2000) create a measure to identify the ability of banks to own and control 
non-financial firms, the variable receives a designation from 1 to 4, where the higher the number, more 
restrict the regulation is: (1) Unrestricted – a bank may own 100% of the equity in any nonfinancial firm; 
(2) Permitted – a bank may own 100% of the equity in a nonfinancial firm, but ownership is limited 
based on a bank’s equity capital; (3) Restricted – a bank can only acquire less than 100% of the equity in 
a nonfinancial firm; (4) Prohibited – a bank may not acquire any equity investment in a nonfinancial 
firm. 
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themes most cited by consumers as part of their understanding of Corporate Social 

Responsibility definition. 

 

This survey also measures the percentage of respondents that believe companies 

always have to do more than what is established in the law to bring benefits to society 

as a whole. In 2012, this measure represented 53% of the sample and in 2000 this 

number was 35%, showing Brazilian society values significantly a stakeholder approach 

from companies. 

 

3.2 THE REAL INFLUENCE OF CORPORATE GOVERNANCE  

3.2.1 Investors’ Opinions  

Most of the work done to study the influence and relevance of corporate 

governance was done through statistical analyses showing the relationship between 

multiple variables measuring level of governance, performance and value of the firm. 

Although very important, those studies are able to measure ex-post results, in other 

words, they measure the result of a decision that was already made by equity market 

professionals. So it is also important to analyze this process from an ex-ante perspective 

and in order to do so, surveys with buy-siders and sell-siders need to be conducted. 

Below some examples of this approach are discussed along with their limitations. 

 

3.2.1.1 McKinsey & Company – Global Investor Survey 

The Global Investor Opinion Survey of 2002 carried by McKinsey&Co was a 

key milestone in understanding what is the perception towards corporate governance’s 

influence in investment decisions. The survey was answered by 201“key investment 

decision-makers” representing different investor types and coming from 31 countries in 

6 continents. Some key findings of the survey: 

 

 Investors stated that corporate governance issues are equally or more important 

than financial indicators when evaluating investment decisions; 
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 Most investors said they were prepared to pay a premium for companies with 

high governance standards. Premiums averaged 12-14% in North America and 

Western Europe; 20-25% in Asia and Latin America; and over 30% in Eastern 

Europe and Africa; 

 Above 60% of investors stated that governance concerns might lead them to 

avoid individual companies with poor governance with a third avoiding 

countries; 

 Top two issues impacting investment decisions are accounting disclosure and 

shareholder equality. 

 

Despite leading to some interesting insights, the fact it does not dig deeper into 

how those investors include corporate governance in their processes might have led to 

answers that represents more what they would like to do or what they believe is correct, 

but not what they actually do.  

 

Additionally, as it includes all types of investors it will generate an “average” 

view of the subject, but might not represent the real perception for each type. 

Considering some types of investor have clearly distinct approaches to governance and 

invest in different types of companies (start-ups, public-held, private-held, etc.), it might 

create a bias depending on level of participation. As an example private equity investors 

have a different
20

 way at looking corporate governance than other investors that acquire 

minority stakes through a stock exchange.  

 

As a final point, possibly more important than the origin of the investor is the 

market where he or she invests in, as the perception of governance relevance might 

change, depending on whether he or she manages an emerging market fund or a 

sectorial fund. 

 

                                                      
20

 According to Sullivan and Lim (2004) “private equity funds differ from other types of investment funds 
mainly in the larger size of their holdings in individual investee companies, their longer investment 
horizons, and the relatively fewer number of companies in individual fund portfolios. As a result, it is 
reasonable to expect private equity managers to have a greater degree of involvement in their investee 
companies compared to other investment professionals, such as mutual fund or hedge fund managers. 
And because of their greater involvement, private equity managers are naturally expected to play a 
greater role in influencing the corporate governance practices of their investee companies”. 
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3.2.1.2 International Finance Corporation – Emerging Market 

Investor Survey 

The survey conducted by Khanna and Zyla (2012) for the International Finance 

Corporation (IFC)
21

 used a qualitative approach to interview 29 respondents responsible 

for investment decisions in different type of institutions (institutional investors, private 

equity funds, hedge funds, pension plans and investment advisors), who invested in 

publicly-held companies in one or more emerging market (EM) countries. Main 

findings of the survey: 

 

 All 29 respondents said that governance is an important factor when they are 

making investment decisions. They all stated that governance was part of their 

pre-investment due diligence on a target firm; 

 All interviewees said they were willing to pay a premium for EM firms with 

better governance compared to a similar poorly-governed firm in the same 

country: 55% said they would pay at least 10% premium; 38% said they would 

pay a 20% premium; 

 Investors surveyed said there were differences in the way developed markets 

investors think about corporate governance compared to how they (EM 

investors) approach the issue; 

 Investors frequently do not invest in EM companies with poor governance. All 

of the surveyed investors said that they would not invest in a firm with 

significant governance issues; 

 Interviewees said trust plays an important role in EM countries. They worry if 

they can trust that management is speaking the truth, or if management 

demonstrate clear commitments to better governance by working to institute 

basic corporate formalities; 

 Interviewees signaled that corporate governance factors they would prioritize for 

EM companies might not be the same as the factors for developed market 

investments. 

 

                                                      
21

 IFC is a member of the World Bank Group, and the largest global development institution focused 
exclusively on the private sector in developing countries. 
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This study has addressed some of the concerns raised for McKinsey & Company 

(2002) survey, i.e. looking at where the investment takes place instead of focus only on 

the investor’s origin and limiting the study only to publicly-traded companies. However 

some important concerns remained and the major one is the lack of understanding on 

how governance influences the process in practical terms. This survey only scratched 

the surface when it stated governance is used during the pre-investment analyses. 

Without this understanding it again runs the risk of having led to answers that express 

more what respondents would like to do or what they believe is the right thing to do, but 

not what they really do.  

 

According to the results, a new important point appeared when interviewees 

talked about trusting the management, and it was not deeply investigated. This leaves 

room for speculations on what is the real role of trust when investing in EM countries. 

Is trust more important than formal mechanisms of governance? 

 

Lastly, although emerging markets have similar issues with governance, 

countries are different from each other, and legal origin can play an important role when 

addressing corporate governance in EM countries. Additionally, one key element of EM 

governance issues was not investigated, which is the impact of controlling entities in the 

governance of publicly-traded subsidiaries. 

 

3.2.1.3 European Centre for Corporate Engagement (ECCE) – Use of 

Extra-Financial Information by Research Analysts and 

Investment Managers 

Jaworski (2007), in his study for ECCE, conducted a survey with finance 

professional (319 sell-siders and 548-buy-siders) from UK and continental Europe to 

understand the use of ESG (Environmental, Social and Governance) information by 

research analysts and investors. The target audience was composed by predominantly 

equity sell-side analysts, fund managers and buy-side analysts. Participants were asked 

to provide their views on the use of extra-financial information, also how they use it, 

and to provide perceptions of SRI (Socially Responsible Investments). Main findings of 

the survey were: 
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 Sell-side analysts and buy-side respondents pointed corporate governance 

provisions as the most important ESG factors. In a ranking of relative 

importance listing 25 key ESG factors, the top 6 were related to corporate 

governance. In open-ended questions, analysts said corporate governance has 

more directly influence to a company’s earnings than other ESG elements, so 

they should be seen on an isolated basis, corroborating with buy-siders’ view  

indicating that governance and SRI, as they are two different concepts; 

 Sell-side analysts indicated that governance analysis is a must-have for any 

decision-making and is not considered as an “extra-financial” element; 

 A number of respondents pointed out that, due to the lack of a criteria for 

quantifying ESG data, they have to decide on their own on how to incorporate 

this information into valuation models, leading to “a very superficial treatment” 

of this type of information; 

 Sell-side analysts appeared more skeptical than investors on non-financial risks' 

impact on growth and shareholder value, and about SRI's potential to become an 

important aspect of mainstream investment decision-making; 

 Several buy-siders respondents indicated that they are not concerned with ESG 

issues at all, and leave the analysis of extra-financial information to their SRI 

team; 

 Respondents’ perceived effect of most ESG criteria is not very noticeable, but 

corporate governance aspects stand out from the rest because of a much stronger 

association with returns and valuation; 

 Respondents showed a slight negative bias, meaning more respondents 

expecting valuation discount and lower returns for “bad” companies than 

valuation premium and higher returns for “good” companies;  

 Hedge funds associated “bad” corporate governance with valuation discount to a 

greater extent than other investor types. They also were the least likely to expect 

premium valuation from companies that score well on ESG factors other than 

corporate governance. 
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 There was no difference among investor types in their perceived impact of 

“good” corporate governance; all investors associated it with potential valuation 

premium to the same extent; 

 

The survey presented some interesting insights and one stood out as particularly 

important, which is the fact that ESG should not be seen as unique concept, corporate 

governance is a different topic and the answers presented by the survey confirm that 

view. The fact that the focus of the survey was broader limited the exploration of further 

details of corporate governance, and again it did not touch important points on how this 

non-financial information is incorporated into the decision process itself. 

 

As for the sample used in the survey, the work managed to have an amazing 

amount of respondents even with a more focused approach, limiting the types of 

financial professionals. However, it still puts together fixed income and equity 

professionals, which might be a concern as their decisions are done with completely 

different investment horizons. Also the study did not distinguish if the answers were 

valid for all countries where the professionals were analyzing investments or for a 

specific region. 

 

Jaworski’s work also summarizes academic research done to investigate the 

effect of SRI on financial returns, which is reproduced in the table below: 

 
Table 3 – SRI Impact Research Summary 

Authors Year Market studied Period studied Outcome 

Bauer, Koedijk, Otten 2004 Germany, UK, US 1990-2001 No difference 

Bello  2005 US 1994-2001 No difference 

Boutin-Dufresne, Savaria 2004 Canada 1995-1999 No difference 

Derwall, Guenster, Bauer, Koedijk 2003 US 1997-2002 “Good” stocks outperform 

Derwall, Guenster, Bauer, Koedijk 2005 US 1995-2003 “Good” stocks outperform 

Foerster, Asmundson 2001 Canada 1995-1999 No difference 

Gluck, Becker  2004 US 1998-2003 Incorporating SRI -> higher alpha 

Hong, Kacperczyk 2006 US 1962-2003 “Bad” stocks outperform 

Kempf, Osthoff 2006 US 1991-2004 “Good” stocks outperform 

Mill 2002 N/A 1982-2002 No difference 

SRI World Group 2002 US 1999-2001 No difference 

Statman 2000 US 1990-1998 No difference 

Statman 2005 US 1990-2004 No difference 

Source: Use of Extra-Financial Information by Research Analysts and Investment Managers – March 2007 - ECCE 
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The conclusions suggested by the research lead to interesting reflections, as it 

manages to draw a more practical approach to the use of non-financial information by 

finance professionals. According to Jaworski, “the financial community does not fully 

see the direct benefits of incorporating extra-financial information into their analysis 

and valuation”.  In addition, he verifies there are limited incentives to invest in high 

scoring ESG companies. Finally he points out that while there is no hard evidence to 

support that investors can make better investment decisions using extra-financial 

information they will be more focused on quarterly earnings and stock prices. 

 

Unfortunately, due to the broadness of the survey tackling all ESG factors, it is 

not possible to assume that all conclusions would be applied to corporate governance. 

As mentioned before, one the key findings of Jaworski (2007) is the fact that 

governance tends to be seen as a different element in the ESG world. 

 

3.2.2 Statistical Ex-Post Studies 

As seen in the prior section, the lack of definitive evidence to confirm the 

importance of extra-financial information leads to a distrustful approach from finance 

professionals. Since the focus of this thesis is corporate governance, it becomes 

important to analyze if the same issues would be found specifically for corporate 

governance. In order to do so, a table is adapted from Jaworski (2007) to summarize 

some of the researches done to verify the real impact of corporate governance, including 

studies that analyze the Brazilian stock market. 

 

Results summarized in the table below show there is empirical evidence to 

confirm corporate governance influence in firm value and corporate performance. 

Although not all studies managed to establish a strong significant relationship, and all 

had limitations and some potential bias, they were able to establish the expected link. 

Those studies use an ex-post approach assuming that if corporate governance matters 

for firm performance and this relationship is taken into account by the market, then the 

stock price should adjust to any relevant change in governance. 
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Interestingly, only one work analyzed and found some differences in the 

relationships of governance and performance and value of firms from different 

industries. Leaving room for speculation if all companies benefit equally from 

governance mechanisms, this thesis will explore this discussion in the next section. 
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 Based on Jaworski (2007), and populated with data collected by the author of this thesis 

Table 4 – Corporate Governance Impact Research Summary 

Authors & Year Market studied 
and Sample Size 

Period 
Studied 

Governance Measure Performance / Value Measures Statistical 
Method 

Main Outcomes 

Da Silveira (2002) Brazil – 594 
companies 

1998-2000 3 governance measures:  
CEO=chairman (DE)  
Board size(TOT) 
Independent  board (INDEP) 

Value: Tobin’s Q,   
Firm Value/Total Asset, 
Performance: ROA (return on assets), 
ROE (return on equity), 
EBITDA/Total Assets 

Multiple 
Regressions 

DE has a significant negative correlation with 
value. 
TOT strong correlation with performance. 

Gompers, Ishii and 
Metrick (2003) 

US – 1500 
companies 

1990, 1993, 
1995, 1998 

Governance index (G) 
composed by 24 IRRC 
provisions 

Value: Tobin’s Q, stock returns Time-series 
regressions 

G is strong correlated with stock returns and 
valuation. 

Larcker, 
Richardson,  and 
Tuna (2004) 

US – 2126 
companies 

2002-2003 13 corporate governance 
factors 

Performance: Abnormal accruals, CEO 
compensation and over-investment 
Value: Tobin’s Q, analyst 
recommendations, debt ratings   

OLS 
multiple 
regressions 

13 governance measures showed modest 
evidence to explain outcome variables. 
“Corporate governance may have a relatively 
modest impact on the firm.” 

Da Silva (2004) Brazil – 225 
companies 

2000 Ownership structure 
(concentration and type) 

Value: Tobin’s Q 
Performance: Leverage Ratio

xxvi
 and 

Payout Ratio
xxvii

 

Linear 
regressions 

Ownership structure is significantly correlated 
with payout, leverage and Tobin’ Q. 

Da Silva and  Leal 
(2005) 

Brazil – 131 firms 1998-2002 Governance index (CGI) 
composed by 15 items 

Value: Tobin’s Q  
Performance: ROA 

Panel 
regressions 

CGI has a significant positive effect in ROA. 
Positive, but not significant relationship 
between Tobin’s Q and CGI. 

Bebchuk, Cohen, 
and Ferrell (2009) 

US – between 
1400 and 1800 
firms 

1990, 1993, 
1995, 1998, 
1999, 2002 

Entrenchment index (E) 
composed by 6 provisions 
from IRRC. 

Value: Tobin’s Q, stock returns OLS 
regressions 

E index is negatively correlated with firm 
valuation, as well as with stock return.  
Provisions composing E index fully drive the 
findings documented by prior research using 
IRRC 

Tan (2010) UK – 350 
companies 
US -  500 firms 

2004 Governance index developed 
by Deutsche Bank 

Performance (UK): ROA, ROE, EBITDA 
Margin 
Value (US): Price to earnings, price to 
cash flow 

Linear 
Regressions 

Positive relationship between governance 
index and performance metrics. 
Relationship between governance and value 
measures depended on the sector analyzed 

Dalmácio, Lopes, 
and Neto (2010) 

Brazil – 105 
companies 

2000-2008 BM&FBovespa listing 
segments: Level 1, Level 2 and 
Novo Mercado 

Market consensus of earnings estimates Panel 
regressions 

Governance listing segment has positive 
influence in market consensus estimates 

Krafft, Qu, 
Quatraro, and  
Ravix (2013) 

24 countries in 
Europe, Asia, 
Oceania – 2500+ 
firms 

2003-2008 Corporate governance index 
(CGQ) composed by 55 
governance factors from ISS 

Value: Tobin’s Q, stock return,  
Performance: dividend yield

xxviii
 , ROA 

and Net Profit Margin (NPM) 

OLS 
regressions 

Positive and significant relationship between 
CGQ and stock return; CGQ and dividend yield, 
CGQ and Tobin’s Q; CGQ and ROA; CGQ and 
NPM 
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3.2.3 Corporate Governance in Competitive Industries 

As discussed in the previous sub-section, Corporate Governance can influence 

companies’ performance in different dimensions (financials and operations). However, 

some researchers have raised the question whether a high level of governance would 

benefit all companies in the same manner. 

 

Giroud and Mueller (2010) refer to economists Adam Smith and John Hicks to 

bring the argument that “managerial slack” is the most important concern for 

businesses in non-competitive sectors. They use the “quiet life
22

” concept to 

demonstrate a clear distinction between managers running firms in competitive 

industries, who are under continuous pressure to reduce negligence and focus on 

improving efficiency, from managers who operate in non-competitive environments. 

Consequently, it is reasonable that companies in non-competitive sectors would need to 

rely more on corporate governance than firms in competitive industries to guarantee that 

managers would take decisions in the best interest of creating value to shareholders.  

 

Ammann, Oesch, and Schmid (2013) point to recent works to support the 

aforesaid hypothesis with empirical evidence, although they question the fact that all the 

indications found came from US market analyses which contained limited 

measurements for corporate governance and competition. Find below some of the 

studies analyzed by Ammann et al.: 

 

 Giroud and Mueller (2011, ‘GM’) find that in the most competitive industries 

there is no significant relation between corporate governance and long-term 

stock returns, firm value and operating performance, and in contrast, the same 

relationship is significant, positive and strong in non-competitive sectors; 

 Giroud and Mueller (2010) find a significant decrease in operating performance 

for firms in low competition industries, after the institution of business 

                                                      
22

 Sir John Hicks, a British economist, in his 1935 work called Annual survey of economic theory: the 
theory of monopoly, stated: “It seems not at all unlikely that people in monopolistic positions will very 
often be people with sharply rising subjective costs; if this is so they are likely to exploit their advantage 
much more by not bothering to get very near the position of maximum profit, than by straining 
themselves to get very close to it. The best of all monopoly profits is a quiet life.” 
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combination laws which reduce hostile takeover threat – business combination 

laws weaken corporate governance and leave room for managerial slack; 

 Chhaochharia et al. (2009) find that firms in less competitive sectors experience 

considerably larger improvements in efficiency upon Sarbanes-Oxley’s 

introduction than companies facing higher competition levels in their sectors. 

They also discover that firms in less competitive industries were more likely to 

be linked to financial restatements, insider trading, and backdating during that 

period than firms in more competitive industries. 

 Cremers et al. (2008) claim that market corporate control can be replaced by 

competition, as monitoring is less costly due to more information availability. 

 

In order to have “more comprehensive and reliable measures” for corporate 

governance and competition, Ammann et al. use a larger sample of companies (listed 

and non-listed) from 14 European Union countries, in addition to the creation of a 

corporate governance index comprising 64 attributes, instead of one or two used in prior 

works. Their results suggest that corporate governance is significantly and positively 

related to firm value only in non-competitive sectors. Therefore, they conclude that 

competitive pressure forces managers to be more disciplined in maximizing firm value, 

hence working as a substitute for corporate governance. 

 

3.3 INVESTMENT DECISION-MAKING PROCESS 

In order to better understand how professionals treat governance issues in their 

decision-making process is essential to comprehend who are those professionals, which 

are their responsibilities, what are their roles, how they work and what affects them 

during the process of deciding where and how much to invest.  

 

3.3.1 The decision-makers 

According to Bragg (2010), the investment market is split into two halves – the 

buy-side and the sell-side. The buy-side is any entity managing capital funds, such as 

mutual funds, hedge funds, pension funds or individual investors. The sell-side is the 

middlemen who assist in selling company shares to investors. It includes entities like 
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investment banks, brokerage firms and research boutiques, employing analysts, stock 

traders, investment bankers and institutional salespeople.  

 

For the objectives of this study the focus will be on equity buy-siders (analysts, 

portfolio managers, Chief Investment Officers) working in entities known as 

institutional investors, which basically excludes the individual investors. On the sell-

side the focus will rest on equity research analysts from investment banks and research 

boutiques. The reason to concentrate attention on these professionals is due to the fact 

that they are the ones directly involved in the investment decision-making process. On 

the sell-side, those professionals are the ones who will analyze and recommend stocks 

to investors, having the power to multiply their message to a large number of people 

through their reports. As for the buy-side, the professionals chosen are the ones who 

will analyze, recommend, and decide on buying and allocating capital. 

 

In order to describe the role of the professionals cited above, two job 

descriptions created by Simpson (2014) are presented: 

 

Sell-Side Job Description: 

[…] the job of a sell-side research analyst is to follow a list of companies, all 

typically in the same industry, and provide regular research reports to the 

firm's clients. As part of that process, the analyst will typically build models 

to project the firms' financial results, as well as speak with customers, 

suppliers, competitors, and other sources with knowledge of the industry. 

From the public's standpoint, the ultimate outcome of the analyst's work is a 

research report, a set of financial estimates, a price target, and a 

recommendation as to the stock's expected performance. 

In practice the job of an analyst is to convince institutional accounts to direct 

their trading through the trading desk of the analyst's firm and the job is very 

much about marketing. In order to capture trading revenue, the analyst must 

be seen by the buy-side as providing valuable services. Information is clearly 

valuable, and some analysts will constantly hunt for new information or 

proprietary angles on the industry. Since nobody cares about the third 

iteration of the same story, there is a tremendous amount of pressure to be 

the first to the client with new and different information. 
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Of course, that is not the only way to stand out with clients. Institutional 

investors value one-on-one meetings with company management and will 

reward those analysts who arrange those meetings. […] 

Analysts will also seek to create expert networks that they can rely upon for 

a constant stream of information. After all, it stands to reason that a deeper 

understanding of a market or product will allow for differentiated calls. […] 

(Simpson, 2014) 

 

Buy-Side Job Description: 

[…] the job of a buy-side analyst is much more about being right; benefiting 

the fund with high-alpha ideas is crucial, as is avoiding major mistakes. In 

point of fact, avoiding the negative is often a key part of the buy-side 

analyst's job, and many analysts pursue their job from the mindset of 

figuring out what can go wrong with an idea. 

On a day-to-day basis, the jobs do not look all that different. Buy-side 

analysts will be reading news […], tracking down information, building 

models, and otherwise going about the business of trying to deepen their 

knowledge of their area of responsibility ‒ all with an eye toward making the 

best stock recommendations. 

Though the largest institutions will have their analysts allocated similarly to 

sell-side analysts, buy-side analysts in general have broader coverage 

responsibilities. It is not uncommon for funds to have analysts covering the 

"technology" or "industrials" sector, whereas most sell-side firms would 

have several analysts covering particular industries within those sectors (like 

software, semiconductors, etc.). 

Whereas many sell-side analysts try to spend much of their time finding the 

best sources of information about their sector, many buy-side analysts spend 

that time trying to sort out the most useful sell-side analysts. That is not to 

say that many buy-side analysts do not do their own proprietary research (the 

good ones always do), rather it just means that there is significant value to a 

buy-side analyst in developing a list of the real go-to analysts in their space. 

Buy-side analysts are also often indirectly responsible for a sell-side 

analyst's compensation. Buy-side analysts often have some say in how trades 
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are directed by their firm, and that is quite often a key component of sell-side 

analyst compensation. (Simpson, 2014) 

 

3.3.2 Factors Affecting Investment Decision Process 

Earlier in this thesis, it was mentioned that ex-post statistical studies assume that 

if corporate governance matters for firms’ performance and this relationship is taken 

into account by the market, then the stock price should adjust to relevant changes in 

governance. This approach implies that investors have a rational way of dealing with 

their investment decisions, but what happens if that assumption is not always true? 

 

Traditional financial theory says that the decisions made by investors are usually 

rational, and stock price formation process, according to the efficient market hypothesis, 

would be the result of true, objective and universal economic model. This allegation has 

been contested by a new set of literature suggesting that it might be more realistic to 

consider other elements that influence the decision-making process of investors, such as 

the way in which they inter-relate, the link between investor behavior, information and 

market returns, and their anticipation assessment of how other market players will react 

to new information. (Bourghelle, Jemel, and Louche, 2009) 

 

Bourghelle et al. also point to the clash between behavioral theory and neo-

classical framework, when discussing the ability of investors to process and interpret 

information. They comment on researches which have documented fundamental and 

technical anomalies that might come from information asymmetries, imperfect 

substitution of assets, and presence of noise traders or rational bubbles. They cite 

Shleifer (2000) to show how behaviorists argue there are irrational investors, who are 

unable to determine the correct prices, possibly triggering temporary market 

inefficiencies. 

 

Behavioral Finance is not a new subject as researchers began to study this matter 

several years ago. Investors have been considering psychology as having an important 

role in determining the market behavior for many years, nevertheless formal studies 

have only been conducted in recent years in this field of behavioral finance. Differences 

in expected returns and returns received, forced investors to look into their decision 
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process to understand the reasons behind the fails. Findings suggested investors make 

irrational decisions during their investments and psychological impact was found during 

these mistakes (Jahanzeb, Muneer, and Rehman, 2012). 

 

Jahanzeb et al. cite other authors to exemplify different definitions for 

Behavioral Finance: 

 

Lintner (1998) explains about the definition of Behavioral Finance as ‘the 

study of how humans interpret and act on information to make informed 

investment decisions’ whereas Olsen (1998) affirms that behavioral finance 

doesn’t explain the rational behavior or points out a decision faulty,  rather  

attempts  to  comprehend  and  forecast  financial  markets  systematically.  

The important point to be noted here is that no significant theory of 

Behavioral Finance exists. (Jahanzeb, Muneer, & Rehman, 2012) 

 

Jahanzeb et al. also describe a cognitive illusion process, which plays a “vital 

role” in distracting human decision and generating inconsistent investors. In addition, 

they conclude that although behavioral finance does not state that all investors would 

suffer from these illusions, it leads to the necessity of taking initiatives to avoid such 

illusions which influence the process of decision-making, particularly while making 

investments. The cognitive illusions can be categorized into two types:  

 

 Heuristic Decision Process, which is composed by representativeness, 

overconfidence, anchoring, gamblers fallacy and availability bias; 

 Prospect Theory, constituted by framing, loss aversion, regret aversion, mental 

accounting and self-control. 

 

Empirical evidence coming from Japan reinforces the need to analyze investors’ 

decision-making process in a broader sense. The work from Suto and Toshino (2005) 

surveyed 488 fund managers and presents evidence of behavioral biases by these 

professionals, such as: (i) short-term investment bias among institutional investors; (ii) 

institutional investors showing evidence of herding; (iii) self-marketing, assessing their 

performance relative to each other and (iv) different types of investors presenting 

excessive risk aversion. They conclude “there is still a large gap between awareness 
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and action” to point out institutional investors even becoming more concious of their 

role in corporate governance, still distort corporate evaluation and neglect their long-

term fiduciary responsibilities. 

 

In another work, Qureshi, Rehman and Hunjra (2012) investigate the influence 

of heuristics, risk aversion, use of financial tools and firm-level corporate governance in 

investment decision process. They surveyed 327 equity fund managers that invest in the 

Pakistani stock exchange. Their results suggest that all four variables have positive and 

significant impact on investment decision making, meaning that Pakistani fund 

managers’ often use heuristics during their investment decision, they show risk aversion 

atitudes during the process, managers apply financial tools (fundamental or technical) 

and they also take into account firm-level corporate governance. 

 

Although presenting similar behavioral bias, the two above mentioned studies 

depict different impacts towards corporate governance. If in the case of Pakistan it did 

not affect the ability of fund managers to use corporate governance in their process, on 

the other hand, Japanese professionals seemed to be negatively impacted, altering their 

ability to act upon corporate governance. Consequently, these diverse outcomes suggest  

it is not possible to always assume a rational approach to the use of governance as an 

input in the investment decision process. 
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4 EMPIRICAL RESEARCH 

4.1 RESEARCH TYPE 

Considering the classification criteria proposed by Vergara (2010), this study 

can be considered as:  

 

a) The purpose: it is an exploratory research, considering no hypotheses were 

formulated prior to the study.  

b) The means:  it is bibliographic research as books, articles, magazines, 

newspapers, internet sites and other publicly available materials were studied. 

While it is also an empirical research as the study was conducted through 

questionnaires. 

 

As for its nature, this research can be considered both qualitative and 

quantitative as in the first phase a qualitative approach was employed with the use of 

semi-structured interviews, and in the second phase a quantitative approach was used 

with the help of an electronic survey platform. 

 

4.2 DELIMITATION OF THE UNIVERSE 

As pointed out earlier, in order to guarantee a narrow and focused approach to 

the theme researched, this study was delimitated to carry out analyses only considering 

investments in Brazilian stock market. To achieve this goal, only professionals with 

former or actual experience in analyzing those assets were considered. Although other 

emerging markets may face similar issues and concerns, centering in Brazil is a way to 

eliminate other considerations necessary in a cross-country approach, and more 

practically it also increased the odds of having a higher number of qualified 

respondents, since the author of this thesis work within the Brazilian equity market. 

 

It’s worth mentioning that only professionals who directly take part in the equity 

investment process were considered, meaning research analysts from the buy-side and 

sell-side, portfolio managers (PMs), heads of research and chief investment officers 
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(CIOs). Other actors of the market such as debt analysts, bankers (M&A, structuring, 

etc.), corporate access and equity sales professionals were out of scope of this study.  

 

The size of this universe is unknown, as it is composed by former and actual 

professionals that could come from all over the world. Then it is fair to say the 

population is infinite, as it would not be possible to count all the professionals from 

buy-side or sell-side who had or have experience in analyzing investments in Brazilian 

stocks. Consequently, a sample was taken from this universe based on this author’s
23

 

business contact list, totaling 813 professionals, and complemented by random elements 

in a tentative to reduce any potential bias. More details of this process are explained in 

the quantitative survey section. 

 

4.3 PHASE ONE – QUALITATIVE RESEARCH 

4.3.1 Sample 

In the qualitative research a sub-sample was taken randomly, for the interviews 

to be conducted. A total of 8 professionals were interviewed from the buy-side and sell-

side, coming from different countries and working in investment banks, asset 

management firms and pension funds. Find below some descriptive information of 

interviewees. 

 
Table 5 – Qualitative Survey Descriptive Information 

Professional Type Brazilian Foreigner Total 

Sell-side 25% 12.5% 37.5% 

Buy-side 37.5% 25% 62.5% 

Total 62.5% 37.5% 100% 

 

All sell-side analysts work in top ranked
24

 investment banks from Brazil and 

abroad. Buy-side professionals work in firms with size ranging from hundreds of 

millions of dollars up to hundreds of billions of dollars and using different strategies 

                                                      
23

 Vicente de Moraes Ferreira is an investor relations senior manager for a Brazilian publicly listed 
company. In his activities he meets with capital market professionals, and during 4 years he has 
interacted with hundreds of buy-side and sell-side professionals. 
24

 Based on Global Investment Banking Review (Full Year 2013) from Thomson Reuters and Investment 
Bank of the year Latin America from Global Banking and Finance Awards (2013) 
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and approaches to investment (event-driven, long-only, long/short, total return). As for 

the experience, those professionals have on average 9 years of experience in capital 

markets, varying from 3 to 18 years. 

 

4.3.2 Interviews 

The interviewing process was conducted in a semi-structured manner with a 

script to guide the conversation, but not as a Q&A session. To interviewees was given 

the freedom to talk as much as they wanted for each topic, but guaranteeing they would 

touch all aspects required to ensure the quality and depth of the information given.  

 

Interviews lasted on average 48 minutes and were conducted by phone and in 

person, in Portuguese and in English. They occurred during the period from April 6, 

2014 until June 20, 2014. The last version of the interview script is shown in Appendix 

1 – Interview Scripts. It is important to highlight the script suffered small adjustments 

through the course of the interview cycle. The script’s purpose was to serve as a guide 

and depending on the interviewee the order of the topics could be randomly changed 

and other adaptations could be done. 

 

4.3.3 Results 

Once the interviews were finished, it was decided to use a deductive approach to 

analyze the data as the main purpose of this phase was to help identifying themes that 

would assist to answer the research question and to be used later on the construction of 

the quantitative questionnaire. From those analyses emerged 3 groups where data 

collected would fall in, and together with context validation, they formed the 4 

categories that compose the framework developed. Find below the framework designed 

based on Thomas (2003) described features of inductive categories: 
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Table 6 – Inductive Categories 

Label Description Data associated Links Type of 
model 

Context 
Validation 

Investment process 
steps validation  

“The investment committee is 
composed by people from other 
sectors” 

n/a n/a 

Understanding Meaning/definition 
of corporate 
governance 

“Transparency, track record, 
alignment between minorities 
shareholders and controlling 
entity” 

Linked as parent to 
Practice and as 
sibling to Pertinence 

Causal 
network 

Pertinence Relevance of 
governance to the 
investment process 

“All financial crisis have some 
component of lack of corporate 
governance” 

Linked as sibling to 
Understanding, and 
linked as parent to 
Practice 

Causal 
network 

Practice Actions taken that  
impact the decision 
process 

“I don’t like to change it (WACC25). I 
will want more upside” 

Linked as child to 
Understanding and 
Pertinence 

Causal 
network 

Source: Prepared by the author based on Thomas (2003) 

 

Figure 2 – Inductive Categories Causal Network 

 

Source: Prepared by the author 

 

Based on those categories, the main findings are organized and presented with 

use of quotes from interviewees. Considering the necessity for anonymity, quotes will 

not be directly identified, but in order to facilitate their reading the reference below will 

be used for the rest of this section: 

 

 Head of research and partner at a Brazilian multi-million dollars independent 

asset management will be referred as head of research; 

                                                      
25

 WACC stands for Weighted Average Cost of Capital and is defined by Investopedia as:  “A calculation 
of a firm's cost of capital in which each category of capital is proportionately weighted. All capital 
sources - common stock, preferred stock, bonds and any other long-term debt - are included in a WACC 
calculation.” Retrieved on 01/08/2014, from Investopedia Website: 
http://www.investopedia.com/terms/w/wacc.asp 
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 Chief Investment Officer at a foreign multi-million dollars independent asset 

management will be called as CIO; 

 Portfolio manager and partner at Brazilian billion dollars independent asset 

management will be referred as PM; 

 Financial analyst of a foreign multi-billion dollars pension fund will be 

mentioned as pension analyst; 

 Financial analyst from Brazilian multi-billion dollars investment bank asset 

management will be called as buy-side analyst; 

 Research analyst of a top ranked foreign investment bank (1) will be called as 

research analyst #1 

 Research analyst of a top ranked foreign investment bank (2) will be referred as 

research analyst #2 

 Research analyst of a top ranked Brazilian investment bank will mentioned as 

research analyst #3 

 

Context Validation: 

The set of data that falls into this category comes from questions aimed to 

guarantee the correct understanding of how the investment/recommendation process 

works in real life. Most of the assumptions used in the script, derived from empirical 

experience, were confirmed.  

 

For buy-side professionals the process starts with screening to pick stocks. The 

characteristics used in the screening may vary, but the idea is to separate what makes 

sense to take a deeper look and what doesn’t. Independently from the size of the funds 

all cited liquidity as a major point to look for. It is reasonable to assume that the 

measure of liquidity varies depending on the size of positions to be allocated, meaning 

volume needed to be a liquid stock for a million dollars fund is a fraction of the volume 

needed for a billion dollars fund. 

 

We do the screening based on multiples looking for cheap stocks, but we 

filter what doesn’t have liquidity. (Head of research) 
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[...] we are much bigger so we need to have bigger positions, and that means 

liquidity is more important.” (Pension analyst) 

 

For the sell-side analysts, the process starts also with liquidity, as they need to 

monetize their coverage by getting clients to trade on the stocks covered. Also it is 

common ground that some external input will influence their decision to cover a stock, 

most likely interest from clients (buy-siders). From the quotes below we can understand 

both points working together as determinants for coverage initiation. 

 

First point is liquidity, after importance within the sector, and investor 

interest on the stock […]. The institutional investor is my client, so their 

interest is very relevant. (Research analyst #1)  

We had the focus in bringing brokerage revenues to the firm, so we would 

look also to the number of analysts already covering the stock. (Research 

analyst #2)  

 

Still in the first phases of the investment/recommendation process it becomes 

clear that after running the first filters, all equity markets professionals will engage in 

some sort of “due diligence
26

” to better understand the sector, the company, its results, 

and qualitative information. Surprisingly, independent from the type of professional or 

size of the firms there is no specific structure to support the qualitative portion of the 

due diligence. It was possible to find analysts using check lists, questionnaires, Porter’s 

5 Forces analysis
27

, SWOT analysis
28

. It was described that each team/group within 

firms can use their own approach. 

                                                      
26

 Merriam-Webster definition for Due Diligence: “research and analysis of a company or organization 
done in preparation for a business transaction (as a corporate merger or purchase of securities)”. 
Retrieved on 01/08/2014, from Merriam-Webster Website: http://www.merriam-
webster.com/dictionary/due%20diligence 
27

 Investopedia definition for Porter’s 5 Forces: “Named after Michael E. Porter, this model identifies and 
analyzes 5 competitive forces that shape every industry, and helps determine an industry's weaknesses 
and strengths: (i) Competition in the industry; (ii) Potential of new entrants into industry; (iii) Power of 
suppliers; (iv) Power of customers; (v) Threat of substitute products” Retrieved on 01/08/2014, from 
Investopedia Website: http://www.investopedia.com/terms/p/porter.asp 
28

 Investopedia definition for SWOT: A tool that identifies the strengths, weaknesses, opportunities and 
threats of an organization. Specifically, SWOT is a basic, straightforward model that assesses what an 
organization can and cannot do as well as its potential opportunities and threats. The method of SWOT 
analysis is to take the information from an environmental analysis and separate it into internal 
(strengths and weaknesses) and external issues (opportunities and threats). Once this is completed, 
SWOT analysis determines what may assist the firm in accomplishing its objectives, and what obstacles 
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A due diligence process is carried out over all documentation. The 

qualitative information serves as input to the model (DCF – Discounted 

Cash Flow), but doesn’t have a defined structure […] the process is pretty 

open. (Research analyst #3) 

The qualitative analysis follows no standard, but I end up using a sort of 

SWOT. I analyze sector, company, company’s track record, mapping 

potential risks. (Buy-side analyst) 

 

The valuation portion of the process was described in a very similar way and it is 

basically composed by building a discounted cash flow model (most cases) or financial 

multiples (ratios) analyses. All interviewees remarked the importance of modeling and 

most of them mentioned a standardized output to be used by committees.  

Investment/recommendation committees appeared in all cases, although some seemed to 

have more structure than others. Investment thesis always passes through the scrutiny of 

this group.  

 

Most of those committees were described as being formed by analysts and 

portfolio managers from other sectors or funds as a way to have a fresh view on the 

stock being analyzed. It is possible to conclude this approach aims to help finding gaps 

and areas of risks. In all interviews but one, the decision process was described as done 

by consensus, voting was never an option. When consensus was not reached, two 

solutions were indicated: the leading sell-side analyst (owner of the research) would 

have the prerogative to decide, or the leader of a buy-side committee (main responsible 

for the fund) would take the decision. This is understandable considering the output of 

each type of professional: sell-siders are asked to have an opinion (not necessarily they 

need to be right), buy-siders are asked to correctly choose the best investments with 

better risk-reward equations for their funds. 

 

The committee is the presentation of a standardized DCF, it is composed by 

portfolio managers and co-managers and decisions are taken on the basis of 

                                                                                                                                                            
must be overcome or minimized to achieve desired results. Retrieved on 01/08/2014, from Investopedia 
Website: http://www.investopedia.com/terms/s/swot.asp 
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consensus […] consensus with responsibility and accountability. In order to 

reach consensus you need people with similar mental models. (PM) 

There is a formal process, with different levels of approval. In some cases, 

an approval from the committee is necessary. The committed is formed by 

people from all over the world, from different sectors and there are some 

dedicated to that. […] The committee aggregates a lot. Till today it only 

enriched our job. (Research analyst #1) 

 

Understanding: 

The Understanding category is the starting point to complete the full picture of 

corporate governance and its influence on the investment/recommendation decision 

process. From the interviews conducted it is clear there is a common comprehension 

around the issue and what they would like to see in a company. 

 

During the dialogues, multiple views of what is governance were given, ranging 

from classical  Berle & Means agency theory (management vs. investors), passing 

through La Porta et al. view (controller entity vs. minority) reaching a broader view 

including all stakeholders as in Collison et al. work. Nevertheless, there is clear 

convergence that controller entities represent important risks to governance in Brazilian 

companies and alignment of interests with those entities becomes fundamental for 

minorities’ shareholders.  

 

The objective is to establish mechanisms to align the interests of all 

stakeholders, but the main concern is with weakest link, which is the 

minority shareholder. (Research analyst #3) 

Controlling group is always something to have a look at. (Research analyst 

#1) 

(Good corporate governance is…) When decisions of capital allocation and 

concerning the business as a whole are aligned with the interest of 

shareholders […] I value alignment between shareholders and the people 

that are tanking decisions at the company, being the parent company or 

management. (Pension analyst) 
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Another essential discovery is the clear distinction between what is track 

record/history versus corporate governance mechanisms. All interviewees 

acknowledged the importance of regulations and instruments to guarantee governance, 

but they suggested that track record is more important. To a point that some argue they 

would prefer a company with good history in dealing with governance issues and no 

instruments, rather than having formal mechanisms in place and bad track record. It is 

possible to argue that both elements compose the corporate governance framework of a 

company, but from the manner interviewees described, they left an idea more related to 

reputation, character and credibility. To concur with this point most of the professionals 

pointed to listing segments like “Novo Mercado” as something that is nice to have, 

rather than a must have.  

 

[…] Formal mechanisms do not guarantee (good corporate governance), 

you have to look to the history, to the past. […] Management or controlling 

shareholders (track records) are more important than rules and governance 

practices. […] Listing segments are like a stamp, but is better to have them 

than not having. (Head of research) 

It is important to have the formal side (of governance), but many times track 

record is more important. (Buy-side analyst) 

The history is what counts. It is almost a character analysis. (Research 

analyst #3) 

Corporate governance isn’t only laws and bylaws, what matter is ethics and 

corporate culture. (CIO) 

 

Governance is reputation, there are a lot of companies which have ON and 

PN shares and the market thinks they have good governance. (PM) 

 

Management compensation arose as one major concern of most interviewees. In 

this sense, they mentioned how important is management being exposed to the stock, 

but at the same time guaranteeing they wouldn’t engage in strategies looking only to the 

stock appreciation. 
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Incentives and compensation can generate misalignments of interests. 

(Research analyst #3) 

Compensation is dangerous, stock options are not enough (to guarantee 

alignment). (PM) 

Ranking important elements for governance: […] number two would be 

management incentives (e.g. large stock components, long term vesting); 

number three is how management is measured, how they are compensated, 

they need to have their skin in the game. (CIO) 

 

Pertinence: 

In the course of the process, pertinence assessment occurred usually after 

exploring the interviewee understanding of corporate governance. This was done in 

order to facilitate the discussions on the level of relevance and to create links with prior 

statements. In this category important differences started to emerge and more details 

about the true meaning of corporate governance were reported. 

 

Most of the interviews agreed on relativizing the relevance of corporate 

governance as they all understood governance as something intangible and subjective. 

Once more, some of them brought the idea of track record and that relevance was linked 

to it. A clear division within buy-siders appeared: in one side the PM and the head of 

research clearly understood issues around governance as potential opportunities they 

might want to exploit, by either buying cheap or shorting stocks. On the other side, buy-

siders from other funds marked the importance of governance, two of them even 

described structures and initiatives in their firms to support analysts and portfolio 

managers with discussions around CSR and governance. 

 

Corporate governance is a cool topic. It is important, but totally qualitative. 

More important than governance are the management actions. (Research 

analyst #3) 

The importance of corporate governance is analyzed case by case, there is no 

single rule. […] It’s an intangible theme, qualitative. […] It’s a theme that 

helps to build the investment thesis of a company. (Research analyst #1) 
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(Corporate governance…) It is like an alert, it ends being like a feeling. […] 

In my case, I don’t have specific criteria. I think even trash has a price. […] 

For the long only fund is different. (PM) 

The discussion around governance is a risk we might want to take, or not. It 

depends on what we think about price and up-side of that investment. […] 

Here (at this institution) we are a little skeptical about corporate governance 

discourse. (Head of research) 

(Corporate governance…) It has great importance. I believe companies that 

implement governance mechanisms would deliver better returns motivated 

by lower risks, better credibility and sustainability. […] We are in the middle 

of a process to implement a deeper analysis’ system with the help of a 

consultancy firm. We are going after PRI
29

 certification. All the funds will 

use the result of this work. (Buy-side analyst) 

There is this group that focus in CSR issues in the portfolio, they can 

influence the (investment) decision. (Pension analyst) 

 

When talking about the importance of governance in different situations and 

sectors some diverse views were shown. 3 practitioners did not have a clear idea if 

corporate governance would affect or be affected in a different ways due to industry 

specific situations. A research analyst brought the understanding that governance 

weights differently for different sectors, but it isn’t something possible to ignore. While 

3 other professionals were clear in saying that, despite specifics characteristics for each 

market and industry governance would always have a relevant role.  

 

Interestingly, in this last group one buy-sider pointed that in very competitive 

sectors, management could pursue growth at any cost, focusing only in sales and market 

share, creating pricing wars and forgetting about profitability and returns. The result of 

such strategy would be value destruction to the shareholders. This understanding 

                                                      
29

 PRI stands for Principles for Responsible Investment, and is described as “an international network of 
investors working together to put the six Principles for Responsible Investment into practice. Its goal is to 
understand the implications of sustainability for investors and support signatories to incorporate these 
issues into their investment decision making and ownership practices. […]They offer a menu of possible 
actions for incorporating ESG issues into investment practices across asset classes. […] The Principles are 
designed to be compatible with the investment styles of large, diversified, institutional investors that 
operate within a traditional fiduciary framework.” Retrieved on 20/08/2014, from PRI Initiative Website: 
http://www.unpri.org/about-pri/about-pri/ 
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although very logic is clearly on the opposite direction of Ammann et al. (2013) 

findings, creating a scenario where “managerial slack” is not the only thing to be 

worried about. 

 

Governance has weight in all sectors, may have different weights, but you 

cannot leave aside. (Research analyst #1) 

Governance is always important independently from the sector you look. 

(Research analyst #3) 

Management can always abuse you, inflating numbers or expectations. […] 

Abuse is when we are guided to have more aggressive assumptions. (PM) 

 No situation creates a scenario where you can leave governance aside. 

(CIO) 

Practice: 

Lastly, the Practice group comes to improve the understanding from a hands-on 

perspective on the influence of Brazilian corporate governance standards and practices 

to the investment/recommendation process of equity markets professionals. In this 

category, some contradictory information emerged. Sell-side analysts agreed on the 

impossibility to quantitatively model governance, but at the same time all confirmed 

they would give discounts to companies’ DCF (using different mechanics: adjusting 

cost of equity
30

, changing the beta
31

, or at the end of the process directly to Enterprise 

Value
32

) because of governance issues. Increasing the conflicting messages, they 

wouldn’t give premiums for good governance practices or good track record, limiting 

adjustments only to penalize firms. A question arises from this scenario on the reasons 

behind the hesitancy to processually include corporate governance in sell-side’s 

                                                      
30

 Cost of equity “is defined in financial theory, as the return that stockholders require for a company. In 
other words, a firm's cost of equity represents the compensation that the market demands in exchange 
for owning the asset and bearing the risk of ownership”. Retrieved on 20/08/2014, from Investopedia 
Website: http://www.investopedia.com/terms/c/costofequity.asp 
31

 Beta is “a measure of the volatility, or systematic risk, of a security or a portfolio in comparison to the 
market as a whole. Beta is used in the capital asset pricing model (CAPM), a model that calculates the 
expected return of an asset based on its beta and expected market returns.” Retrieved on 20/08/2014, 
from Investopedia Website: http://www.investopedia.com/terms/b/beta.asp 
32

 Enterprise Value is “a measure of a company's value, often used as an alternative to straightforward 
market capitalization. Enterprise value is calculated as market cap plus debt, minority interest and 
preferred shares, minus total cash and cash equivalents.” Retrieved on 20/08/2014, from Investopedia 
Website: http://www.investopedia.com/terms/e/enterprisevalue.asp 
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valuation practice. This reluctant way of looking on the issue was already seen in 

Jaworski (2007) work as mentioned earlier in this thesis.  

 

It is not possible to create a corporate governance valuation. […] Altering the 

(DCF) model may be just too arbitrary. In practice, you tend to see this 

happening, some adjustments to the EV. […] Your model is as good as your 

inputs, and there are already many subjective things, adding (governance) 

would create more subjectiveness. (Research analyst #3) 

We give discounts in our DCF models when a firm is controlled by a parent 

company, because maybe the decision might not be aligned. […] I’ve never 

given premium because of governance, only (make sense) in a scenario of 

M&A and if (the company) has mechanisms to deal with tag along. I’ve never 

seen analysts giving premiums for (good) governance.” (Research analyst #1) 

In the beginning, I penalized using beta, but then I changed to adjust directly 

the cost of equity […] It’s hard to prove a company is the best in corporate 

governance, so we wouldn’t do anything to help their valuation […] 

(Corporate governance, higher returns, lower risks?) Yes, but over a very 

long period of time, because... what happens is, you reduce the risk of a blow 

up that may come every 5 to 10 years, it is not something that is going to 

happen in the next year (Research analyst #2) 

 

Analyzing the opinions of buy-siders for the Practice category, a clear division 

was again created, but in this category three groups were formed: (i) the Skeptics, in this 

group fall the opinions opposed to the use of governance in valuation process, which is 

the case for the head of research; (ii) the Unsure is formed by the PM and by the CIO 

and for them the use of governance analyses as an input to the valuation models is a 

possibility, but they usually don’t use them, they prefer to look at it from a risk-reward 

perspective; and (iii) the Believers, for this last group corporate governance is an 

important input to their models and they feel comfortable to use it, this group is 

composed by the pension analyst and the buy-side analyst. This picture leads to an 

interrogation around the real ability and williness to bring corporate governance from 

theory to practice, and determinants to take a more open approach to it. 
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Skeptics:  

The risk of governance stays only as a qualitative discussion. […] It 

(corporate governance) needs to stay out of the financial evaluation. Adding 

this to the valuation is complicated. It is not doable, it doesn’t make sense. 

(Head of research) 

Unsure:  

I could change the WACC, but I don’t like to change it. I will want more 

upside. It makes sense to analyze the “g”
33

, but it is too uncertain. […] When 

you go to qualitative, it becomes too much personal interpretation, and more 

complicated […] (PM) 

For the valuation, I look at how much corporate governance can hurt me. 

(CIO) 

Believer:  

You could probably do both (give premium or discount), [...] I’ve never done 

that (give premium), but not because I wouldn’t, just because I’ve never 

come across that situation […] But definitely, for some companies where 

there is very bad governance, you would use a higher discount rate because 

of that. (Pension analyst) 

We usually give discounts for governance issues, using higher discount 

rates. It is possible to give premium reducing the discount rate too. Typically 

I don’t adjust the “g”. (Buy-side analyst) 

 

Summary of the findings: 

During the process of analyzing each category it was possible to map some 

important areas to further explore during the quantitative survey. There were clearly 

some areas of convergence, for example: all professionals analyze corporate governance 

issues, all seemed concerned with alignment of interests with controlling entities; also, 

all mentioned track record as something parallel to governance but distinct; and finally, 

to a certain degree, they all saw governance as an intangible subject (despite being very 

worried about compensation, a tangible aspect of governance). In the last two 

                                                      
33

 “g” comes from the Gordon Growth Model and means long term cash flow growth rate, or growth in 
perpetuity. It is used in the calculation of the terminal value of firm.  Retrieved on 20/08/2014, from 
Investopedia Website: http://www.investopedia.com/university/dcf/dcf4.asp 
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categories, clearly there was convergence within the groups, suggesting that there might 

be a pattern underneath that needs further investigation. 

 

Likewise, there were some important divergence zones, noticeably the 

discrepancy in perception about the relevance, which delineated a scenario where “bad” 

governance is understood by some as opportunities and for others a clear risk. In 

addition, the practical approach to add the theme into their models and processes created 

three groups:  

 Skeptics – Professionals who don’t use governance as an input to their models 

and leave it just as a discussion in some point of the process;  

 Unsure – Professionals who might use it or not, but if they do, it would be for 

penalizing the company. In this case discussions around governance could 

permeate different steps of the process;  

 Believers – Professionals that use governance in their models and by doing so 

they can benefit or penalize firms because of it.  For them governance theme is 

discussed in multiple stages of the decision process and they can rely on external 

help to improve their view on the subject. 

 

It is fair to suspect that some of those differences are related to the type of 

professional or where they come from. So a broader sample, as the one used in the next 

phase of the research, could help in the comprehension of those differences. At this 

point, is it reasonable to expect that the understanding and importance level of corporate 

governance can determine how a practitioner will take governance into consideration 

when deciding on a stock investment. 

 

4.4 PHASE TWO – QUANTITATIVE RESEARCH 

4.4.1 Sample and potential bias 

From the compilation of all questionnaires, a total of 162 respondents were 

counted. But the sample size of the second phase was composed by 117 practitioners, 

who are or were equity market professionals, invest or invested in Brazilian stocks and 
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who submitted valid questionnaires. 4 respondents were eliminated as they were not 

part of the target group (sell-siders or buy-siders) and 41 questionnaires were eliminated 

as they were not completely filled. 

 

It is arguable that the use of a contact database could potentially introduce a 

sector bias, as the author works in the Telecommunication industry, although the list is 

composed by professionals who are specialized not only by industry, but also and 

mainly by region (Emerging Markets, Latin America, Brazil and Global). Even though, 

the potential bias could have higher impact on sell-side professionals as approximately 

40% of sell-siders in the database covers Technology, Media and Telecom sectors.  

 

The initial assumption was to reduce bias by using the two other distribution 

strategies explained bellow and by and incorporating a “snowball effect”, where invitees 

could forward the survey to colleagues and friends. None produced the expected results, 

thereby leaving room for some level of bias in the sample. 

 

4.4.2 Data Collection 

The data collection process was conducted employing the Survey method using 

a questionnaire with closed questions. The Survey research methodology is a very 

common approach used to interpret phenomena related to human sciences, and despite 

some disadvantages, its characteristics of easy applicability, data reliability and simpler 

data analysis were considered in the choice of this method (Malhotra, 2006). The main 

objective of the questionnaire was to obtain the perceptions of buy-siders and sell-siders 

professionals in order to explorer further the findings of the qualitative research in a 

broader sample, investigating the influence of corporate governance in the investment 

decision process of those professionals. 

 

A questionnaire was created electronically on a web-based platform (Qualtrics – 

www.qualtrics.com), which remained active for 60 days (from 26/07/2014 until 

24/09/2014), and could be answered both in Portuguese and English. Three different 

distribution strategies were used to collect empirical data: contact list database, 

professional associations, and social networks. For the first one, an e-mail was sent 
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inviting practitioners to access the link of the survey; for the second strategy, high 

ranked representatives of an association personally engaged professionals to participate 

in the survey; and lastly the social networks were used to share the survey link in 

discussion groups of investment professionals and also open invitation through status 

sharing. 

 

The most important source of target professionals was the author`s personal 

contact list, consisting of 813 buy-siders and sell-siders from 25 different countries, 

however, a still important contribution was given by the branches of Brasília and Rio de 

Janeiro of the Association of Capital Markets' Analysts and Investment Professionals 

(APIMEC
34

) which helped disseminating the survey distributing to 75 of its members. 

An important setback was the response level of the two social networks used, this 

approach contributed only with 6 valid respondents to the sample (3 from Facebook and 

3 from LinkedIn). 

 

During the process, came to this author attention the fact some firms have 

specific compliance policies towards answering electronic surveys, which prevented 

some professionals to answer the questionnaire and in other cases imposing the 

necessity to have specific approvals from compliance departments. Those barriers, for 

sure, impacted the ability to have a larger survey sample. 

 

4.4.3 Pre-Tests 

Prior to the final version of the questionnaire, pre-tests were conducted in July 

of 2014 with the aim of improving the survey and creating an easy to answer 

questionnaire. During the pre-tests period, it was evaluated the possible resistance to 

respond, time required to complete the survey, comprehensibility of the questions and 

creation of biased answers. The tests were conducted with the help of the professionals 

                                                      
34

 APIMEC – Associação dos Analistas e Profissionais de Investimento do Mercado de Capitais – is a 
member of the board of ACIIA - Association for International Investment Analyst and also a member of - 
International Council of Investment Association (ICIA). 
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who participated in the qualitative phase and also with investor relations professionals
35

, 

summing a total of 15 pre-testers. 

 

An important change was required in this phase reducing the ability to control 

the sector bias explained earlier. Pre-testers questioned the fact that the first set of 

questions was too specific almost pointing to one individual, and jeopardizing the 

anonymity required by the market, so it was necessary to eliminate the “sectors 

covered” question. 

 

4.4.4 Measurement Instrument 

The questionnaire was built with 6 sections as shown in Appendix 2. The first 

section was composed by questions to delineate the profile of the respondents: line of 

business, years of experience, origin of the firm, nationality, size of the firm and fund 

strategy (shown only to buy-siders). And the other five sections were designed based on 

the findings of the qualitative portion of the research and theoretical references.  

 

A combination of 5-points Likert
36

 scale and Ranking questions were chosen to 

explore responses to the research question and its derived themes. In the Likert portion 

of the questionnaire, 32 statements were presented in random order in 3 sections to be 

classified in the five-point Likert scale, in accordance with the respondent's level of 

agreement. The other two sections were composed by 17 statements presented in two 

ranking questions (randomized within each question) for respondents to determine their 

order of importance. 

 

The statements used in both types of questions represented different dimensions 

of the categories created during the first phase of the survey (Understanding, Pertinence 

and Practice). Being an exploratory survey, those statements were built taking into 

                                                      
35 

Investor relations professionals interact with both buy-siders and sell-siders, having a considerable 
understanding of how those professionals` mindsets works. 
36 Mangia (2013) cites (Dittrich et al., 2007) to describe the Likert scale as an important tool for research 
in psychology and social studies, as a widespread instrument to collect data on attitudes. Such a tool is 
commonly used to investigate the respondents’ attitudes in relation to a series of written statements. 
Given a scale, often with five or seven points, respondents should submit their degree of agreement. 
Points are sorted between extremes, ranging from strongly disagree (lower limit) to strongly agree 
(upper limit). 
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account the findings of the qualitative research and elements of theory studied earlier. 

Find below the questionnaire sections and the group factors with the statements used to 

measure them for the Likert-type questions: 

 

Table 7 – Questionnaire Sections 

Section Type of Questions Number of statements Focus 

1 Multiple choice and text entry 6 Profile 

2 5-points Likert  10 All 3 categories 

3 Ranking 8 Understanding category 

4 5-points Likert  12 All 3 categories 

5 Ranking 9 Pertinence category 

6 5-points Likert  10 All 3 categories 

 

 Corporate Governance Definition (DEF): composed by elements based on the 

inductive category “Understanding” and by theory revised in the CORPORATE 

GOVERNANCE AND ITS DEFINITION section, to help identify how 

practitioners define governance. 

 

Table 8 – Corporate Governance Definition Factor 

Code Likert statements 

DEF001 
Brazilian laws and regulations contribute to a good environment of corporate 
governance. 

DEF002 
Companies with issues of governance might represent an investment 
opportunity. 

DEF003 
When assessing governance issues of a company, its track record on the topic is 
more relevant than formal mechanisms of governance it has adopted. 

DEF004 
Companies with good corporate governance practices reduce their risks in 
managing the business. 

DEF005 
The assessment of issues related to governance practices increase the subjectivity 
of the investment decision process. 

DEF006 
Brazilian regulatory bodies and their decisions contribute to a good environment 
of corporate governance. 

DEF007 
For a company, to join the Bovespa's listing segment "Novo Mercado" means 
having a high level of corporate governance. 

DEF008 
The existence of a controlling shareholder (or someone who exercises control) is 
the main risk for maintaining the alignment of interests of shareholders. 

DEF009 
The existence of formal governance mechanisms in companies do not eliminate 
the chances of minority shareholders to be abused. 

DEF010 
Having a single class of shares is the guarantee of an alignment of interests 
between the shareholders of a company. 

DEF011 
Good corporate governance practices help companies focus on the sustainability 
of their business. 

DEF012 Corporate governance is intangible and qualitative. 
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 Relevance of Corporate Governance (REL): composed by elements based on 

the inductive category “Pertinence” and by theory revised in THE REAL 

INFLUENCE OF CORPORATE GOVERNANCE section, to help determine 

how professionals evaluate the importance of governance. 

 
Table 9 – Relevance of Corporate Governance Factor 

Code Likert statements 

REL001 
Corporate governance issues play a key role in my decision-making process to 
invest or recommend a stock. 

REL002 Corporate governance analysis demand a specific team dedicated to that matter. 

REL003 
Corporate governance issues should be a key aspect of discussion in the 
investment or recommendation committee. 

REL004 
In some scenarios, the influence of governance practices of a company can be 
left aside of my investment evaluation process. 

REL005 
The level of corporate governance, will directly impact my confidence in the 
company's guidance. 

REL006 
I only invest or recommend companies with a minimum level of corporate 
governance. 

REL007 When I analyze a company, I see good governance practices as a "must have". 

 

 Corporate Governance in Practice (PRA): composed by elements based on 

the inductive category “Practice” and by theory revised in THE REAL 

INFLUENCE OF CORPORATE GOVERNANCE and INVESTMENT 

DECISION-MAKING PROCESS sections, to help identify how practitioners 

use governance in their daily activities of evaluating and deciding in which 

stocks to invest. 

 

Table 10 – Corporate Governance in Practice Factor 

Code Likert statements 

PRA001 
During my analysis of a company, I quantitatively model the governance practices 
to measure the level achieved by the company in this regard. 

PRA002 
I change the steps of my investment decision process, when I find governance 
issues in a company being analyzed. 

PRA003 
I evaluate the level of corporate governance using structured analysis tools (e.g. 
questionnaires, checklists, internal and external reports, consultancy, etc.) 

PRA004 
Companies which have a high level of governance deserve a premium in the 
valuation process of their shares. 

PRA005 

Corporate governance practices of a company make me change its equity value 
at the end of the process, without changing the valuation model's inputs or 
assumptions. 

PRA006 
Corporate governance practices should be discussed at different stages of the 
investment or recommendation process. 
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PRA007 
I do not take into account governance practices of a company in valuation 
analysis. 

PRA008 
Corporate governance issues are enough for me to eliminate a company from my 
screening process. 

PRA009 
Companies which have a low level of governance deserve a discount in the 
valuation process of their shares. 

PRA010 
Corporate governance practices of a company make me change its discount rate 
in my valuation model. 

PRA011 
Corporate governance practices of a company make me change its long term 
growth rate in my valuation model. 

PRA012 
I feel capable to analyze all the aspects concerning corporate governance of a 
company. 

PRA013 
In day-to-day, I end up not looking closely to the governance practices adopted 
by the companies I cover or invest in. 

 

4.4.5 Statistical Data Treatment 

The data treatment started with descriptive statistics to examine the profile of the 

respondents. Likert scale data received a more in-depth analysis as described in the next 

steps. Additionally the two Ranking questions were also analyzed through descriptive 

analysis. 

 
Data from the Likert questions were analyzed via Structural Equation Modeling 

(SEM), a multivariate statistical technique used to estimate the parameters of a 

structural model. The main goal of SEM is to explain the pattern of a series of 

simultaneous interdependency between latent variables, measured by means of 

observable variables or indicators (Reisinger and Turner, 1999). The SEM has become 

popular among researchers because it combines factor analysis with simultaneous 

multiple regressions in the estimation of cause and effect as well as checking for the 

existing of influence among the variables of the model (Delamare, 2002).  

 

Several techniques are part of SEM, such as Partial Least Squares (PLS), which 

focuses on the prediction of the dependent variables by maximizing the explained 

variance of the dependent variables (R²) (Barroso et al., 2010). This technique relies on 

the estimation of ordinary least squares (OLS) and principal component analysis (PCA), 

and has become popular due to the advantages it offers compared to covariance-based 

techniques, such as the requirements of the variable distribution of the sample, the types 

of variables and the sample size itself (Falk and Miller, 1992). 
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In this sense, the present study utilized the WarpPLS 3.0 software, a tool that 

allows the estimation of structural equation models based on variance (PLS – Variance 

Based View). 

 

First, the measurement of the constructs proposed in the previous section was 

carried out. Analyzed factors were extracted using principal components and rotated by 

rotation PROMAX - oblique rotation, as it takes into account the correlation between 

the extracted constructs (Kock, 2012). Based on the results of factor extraction, 

convergent and discriminant validity of the measurement instrument, as well as its 

reliability was evaluated. The criteria used in this analysis are described in the coming 

sections. 

 

The second stage of data analysis was to assess the existence of multicollinearity 

in the estimated models, in order to ensure greater reliability in the analysis of the 

parameters estimated by PLS and consequently the tests of relationships. 

 

Finally, the relationships were tested by means of analysis of the estimated betas 

and the respective p-values, which were obtained by bootstrapping resampling method. 

For these estimates the WarpPLS software uses the algorithm of PLS Regression (Kock 

2012). 

 

4.4.6 Methodology Limitation 

It is important to highlight some limitations related to the chosen method:  

 The sample is non-probabilistic, so it is not to extrapolate to the population of 

interest; 

 As explained earlier the existence of sector bias is a potential limitation; 

 The reported perceptions were based on respondents past and present 

experience, having to rely on information derived from the memory of those 

respondents;  

 Most of the variables were measured based on the perception of respondents and 

sincerity.  
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4.4.7 Results 

4.4.7.1 Descriptive Analysis 

As pointed out earlier, the initial sample totaled 162 professionals, however only 

117 questionnaires were valid considering the target and level of completion. Out of this 

total, 75 are buy-siders and 42 are sell-siders. They have an average of 10.5 years of 

experience, with a slight difference between buy-siders and sell-siders (10.5 vs. 10.3). 

 

Graph 1 – Line of Business Mix &  Years of Experience Histogram 

 

Source: Prepared by the author 

 

Respondents work for companies from all over the world, with an even split 

between Brazilian and foreign firms (48% vs. 52%). This picture is different for Buy-

siders (60% - Brazil vs. 40% - world) and Sell-siders (26% - Brazil vs. 74% - world). 

As for nationality, a different pattern was shown, professionals are mainly from Brazil 

in both lines of business (65% Brazilians vs. 35% foreigners). 

 

Graph 2 – Firm Origin  &  Respondents Nationality 

 

Source: Prepared by the author 
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Concerning the size of the firms, the numbers show a concentration for Buy-side 

respondents (42 respondents or 56%) between half billion and 1 billion dollars in assets 

under management (AUM) range, while sell-side respondents are concentrated in the 

two ends of the scale, below 50 analysts (14 respondents or 33%) and above 200 

analysts range (21 analysts or 50%). 

 

Graph 3 – Buy-Side Firm Size & Sell-Side Firm Size 

 

Source: Prepared by the author 

 

Detailing the buy-sider profile further, this sub-sample is composed mainly by 

professionals that work in Long Only funds, 49 respondents representing 65% of buy-

siders. This is important information, as this concentration can produce bias in buy-

siders answers, giving that Long Only funds tend to have a longer investment horizon, 

and they also cannot short stocks. 

 

Graph 4 – Fund Investment Strategy  

 

Source: Prepared by the author 
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4.4.7.2 Constructs Evaluation 

This sub-section aims to assess the quality of the measurement of latent 

variables or constructs that will be used to test relationships presented in this work. 

Convergent validity and discriminant validity were assessed, as well as the reliability of 

the measurement of each of the constructs. During this process, the Corporate 

Governance Definition (DEF) and the Corporate Governance in Practice (PRA) 

constructs divided their selves into two, forming the constructs below. Relevance of 

Corporate Governance (REL) construct remained intact. 

 

 DEF_1: Corporate Governance Definition – Institutionalized Governance; 

 DEF_2: Corporate Governance Definition – Informal Governance; 

 PRA_1: Corporate Governance in Practice – Valuation Process; 

 PRA_2: Corporate Governance in Practice – Structured Governance 

Assessment. 

 

Convergent Validity 

The table Combined Loadings and Cross Loadings shows the correlation 

between the indicators and the factors extracted by factor analysis. This correlation is 

known as the factor loadings (combined loadings). The loadings values are used to 

verify whether the indicators that theoretically are part of the same construct behave the 

same way empirically. Ideally, indicators should have high correlations with the factor 

which theoretically were allocated and low correlations with other factors extracted. 

Usually this table is used to evaluate the convergent validity of the measurement 

instrument (Kock 2012). 

 

Hair et al. (2005) argue that for an acceptable convergent validity, the p-values 

associated with the loadings must be smaller than the significance level of 5% and the 

loadings must be greater than or equal to 0.5. Based on this criterion, the indicators 

DEF002, DEF008, DEF009, DEF010, REL002, REL004, PRA006, PRA007, PRA008, 

PRA011 and PRA013 were excluded from the analysis. The indicator REL005 was 

maintained despite its loading value slight below 0.5. 
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A new measurement model was estimated after the exclusion of the aforesaid 

indicators, leaving 21 elements and an acceptable convergent validity of the constructs. 

 

Table 11 – Combined Loadings and Cross Loadings Final 

Indicators DEF_1 PRA_1 REL DEF_2 PRA_2 SE P value 

DEF001 0.698 -0.142 -0.109 -0.034 -0.051 0.097 <0.001 

DEF004 0.671 0.068 0.285 0.112 -0.100 0.172 <0.001 

DEF006 0.689 -0.188 -0.247 -0.015 0.007 0.116 <0.001 

DEF007 0.646 0.165 -0.170 -0.174 0.154 0.132 <0.001 

DEF011 0.585 0.131 0.281 0.122 -0.004 0.160 <0.001 

PRA004 0.119 0.730 0.075 -0.100 -0.054 0.130 <0.001 

PRA005 0.003 0.715 -0.231 0.068 0.219 0.065 <0.001 

PRA009 -0.042 0.758 0.165 -0.119 -0.272 0.109 <0.001 

PRA010 0.087 0.651 -0.214 -0.067 -0.025 0.093 <0.001 

PRA002 -0.210 0.545 0.229 0.292 0.193 0.147 <0.001 

REL001 -0.265 0.174 0.714 -0.089 0.162 0.163 <0.001 

REL003 -0.053 0.122 0.696 0.144 -0.103 0.175 <0.001 

REL005 0.047 0.263 0.457 0.099 -0.054 0.195 0.01 

REL006 0.105 -0.247 0.738 -0.121 0.038 0.086 <0.001 

REL007 0.169 -0.197 0.754 0.009 -0.063 0.103 <0.001 

DEF003 -0.005 0.019 0.075 0.719 -0.057 0.109 <0.001 

DEF005 -0.120 -0.022 -0.031 0.710 0.051 0.136 <0.001 

DEF012 0.112 0.003 -0.040 0.792 0.006 0.082 <0.001 

PRA001 -0.110 0.105 0.028 -0.052 0.752 0.082 <0.001 

PRA003 0.120 -0.096 -0.129 -0.103 0.805 0.060 <0.001 

PRA012 -0.021 -0.002 0.127 0.187 0.650 0.110 <0.001 

Source: Prepared by the author 

 

Discriminant Validity 

The matrix of correlations between the latent variables was used to assess the 

discriminant validity of the measurement instrument. A measuring instrument has good 

discriminant validity if all the questions in the questionnaire were understood and 

answered correctly according to its real meaning, i.e. respondents associated the 

questions to their respective latent variables (Kock 2012). 

 

The usual standard to evaluate the discriminant validity is to compare the square 

root of the average variance extracted (AVE), with the correlations between the latent 
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variables. The square root of AVE should be greater than any correlations involving 

latent variable analyzed (Fornell and Larcker, 1981), which is the case for the matrix 

below. 

 

Table 12 – Latent Variable Correlations Matrix 

Constructs DEF_1 PRA_1 REL DEF_2 PRA_2 

DEF_1 0.659     

PRA_1 0.179 0.684    

REL 0.481 0.505 0.681   

DEF_2 0.043 0.256 0.184 0.741  

PRA_2 0.356 0.179 0.417 -0.07 0.739 

Source: Prepared by the author 

Note: Square roots of average variances extracted (AVE's) are shown on diagonal. 

 

Reliability 

Reliability of the constructs was assessed by analyzing the composite reliability. 

According to Kock (2012), an instrument has acceptable reliability for measuring the 

indicators associated if each latent variable are understood in the same way by different 

respondents. Values above 0.7 for a construct’s composite reliability provide evidence 

of internal consistency of the latent variables measured. According to table below all 

constructs presented internal consistency. 

 

Table 13 – Latent Variable Correlations Coefficients 

Coefficients DEF_1 PRA_1 REL DEF_2 PRA_2 

Composite reliability coefficients 0.793 0.813 0.808 0.785 0.781 

Average variances extracted 0.434 0.468 0.463 0.549 0.546 

Source: Prepared by the author 

 

The results presented in this sub-section provide subsidies for the relationships 

that will be tested in the structural model to be valid, since the measuring instrument 

showed convergent validity, discriminant validity, and all constructs showed acceptable 

reliability. 
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4.4.7.3 Analysis of the Structural Model Results 

Structural equation models were constructed to test the relationships envisaged 

after the qualitative analyses. The test was done by evaluating the coefficients (Beta) of 

the models, as well as p-values of the model. These coefficients identify the magnitude 

and direction of the relationships between the various constructs of the model, helping 

to answer the research question. Determination coefficients (R²) were also considered 

for the dependents variables’ (PRA_1 and PRA_2) models, which represent the 

proportion of variance of these constructs that is explained by the independent variables. 

The explanation power of the independent variables in the model increases, as R² gets 

closer to 1 (Hair et al., 1998).  

 

The dependent variables used in the model were chosen considering the number 

of respondents. Other control variables as Firm Size and Fund Strategy, considering 

they are related to only one line of business, were not analyzed. Find below the details 

of the 3 dependent variables. 

 

Table 14 – Dependent Variables 

Variable Variable Name Coding 

Sell-sider SellSid Respondent is a sell-sider = 1 and 0 if respondent is  a buy-sider 

Brazilian Firm Bra_fir Respondent’s firm origin is Brazil = 1 and 0 if it is a foreign firm 

Brazilian Respondent Bra_res Respondent’s nationality is Brazilian = 1 and 0 if respondent is a foreigner 

 

Before evaluating the statistical significance of the estimated coefficients it is 

necessary to verify that the models have no evidence of multicollinearity (high 

correlation between the independent variables). The existence of multicollinearity can 

significantly alter the estimated coefficients and the results of hypothesis tests (Hair et 

al., 2005).  So Hair et al. state that variables having VIF (Variance Inflation Factor) 

above 10 are unacceptable in a model. 

 

Table 15 – Full collinearity VIFs 

DEF_1 PRA_1 REL DEF_2 PRA_2 SellSid Bra_fir Bra_res 

1.385 1.48 1.884 1.109 1.319 1.291 2.642 2.292 

Source: Prepared by the author 
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Results indicate nonexistence of multicollinearity, since none of the VIF values 

were greater than 10. So model evaluation was carried out. 

 

Table 16 – Structural Models’ Results 

 Model 1 – PRA_1 (Valuation Process) Model 2 – PRA_2 (Structured Governance Assessment) 

Variables Coefficients (Beta) P-Value Std Error Coefficients (Beta) P-Value Std Error 

Independent Variables 
DEF_1 -0.060 0.249 0.088 0.207 0.019** 0.099 

REL 0.472 <0.001*** 0.125 0.331 <0.001*** 0.097 

DEF_2 0.163 0.034** 0.089 -0.138 0.077* 0.096 

Control Variables 

SellSid -0.009 0.455 0.079 -0.144 0.088* 0.106 

Bra_fir -0.277 0.035** 0.151 -0.070 0.276 0.117 

Bra_res 0.223 0.033** 0.120 0.025 0.414 0.116 

Determination coefficients 

R2 0.324 0.242 

Source: Prepared by the author 

Note: * p<0.1 – significant at 10%; ** p<0.05 – significant at 5%; *** p<0.01 – significant at 1% 

 

The table above describes the relationships between Definition, Relevance and 

Practice showing that dependent variable Valuation Process (PRA_1) is explained at 

32.4% (R
2
 = 0.324) by independent and control variables with statistical significance in 

model 1, and Structured Governance Assessment (PRA_2) is explained at 24.2% (R
2
 = 

0.242) by independent and control variables with statistical significance in model 2. 

 

Corporate Governance in Practice – Valuation Process (PRA_1) 

Valuation Process (PRA_1) is not significantly impacted by Sell-sider (SellSid), 

indicating that being a sell-sider or a buy-sider does not alter the way corporate 

governance impacts the valuation process (Beta = -0.009, P = 0.455). Also, 

Institutionalized Governance (DEF_1) doesn’t have statistical significance (Beta = -

0.060, P = 0.249) to influence valuation process, denoting that formal mechanisms have 

little impact to the valuation process. 

 

In contrast, Valuation Process is influenced by Informal Governance (DEF_2) 

with statistical significance at 5% level (Beta = 0.163, P = 0.034), and Governance 

Relevance (REL) with significance at 1% (Beta = 0.472, P < 0.001). This suggests that 

tanking into consideration corporate governance issues during the valuation process 
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increases as relevance and informal understanding of governance increase. Indicating 

that informal aspects of governance might be more relevant than formal mechanisms. 

 

Brazilian Firm (Bra_fir) and Brazilian Respondent (Bra_res) present statistical 

significant influence on Valuation Process at 5%. Brazilian firm has an inverse 

relationship with Valuation Process (Beta = -0.277, P = 0.035), meaning respondents 

from Brazilian firms take governance issues less into account during their valuation 

process compared to respondents from foreign firms. Brazilian Respondent (Beta = 

0.223, P = 0.033) has a positive relationship with Valuation Process, indicating 

practitioners with Brazilian nationality take governance issues more into consideration 

during their analyses, than foreign professionals. 

 

Corporate Governance in Practice – Structured Governance Assessment (PRA_2) 

Structured Governance Assessment (PRA_2) is not significantly influenced by 

Brazilian Firm (Bra_fir; Beta = -0.070, P = 0.276) and Brazilian Respondent (Bra_res; 

Beta = 0.025, P = 0.414), indicating that being Brazilian or not and working for a 

Brazilian or foreign firm has little impact on the way corporate governance is measured 

by professionals. 

 

Structured Governance Assessment is weakly and inversely influenced by 

Informal Governance (DEF_2; Beta = -0.138, P = 0.077), and Sell-sider (SellSid; Beta 

= -0.144, P = 0.088) with statistical significance at 10%. These results indicate the more 

informal is the professional definition of governance, the least he uses structured 

methods of assessment. Also being a sell-sider indicates a lower use of structured 

assessment, compared to buy-siders. 

 

Institutionalized Governance (DEF_1) and Governance Relevance (REL) 

present statistical significant influence on Structured Governance Assessment at 5% and 

1% respectively. Institutionalized Governance has a positive effect on PRA_2 (Beta = 

0.207, P = 0.019), meaning a more formal definition of governance implicate in higher 

use of structured assessment. Likewise Relevance has a positive effect on PRA_2 (Beta 

= 0.331, P < 0.001), suggesting that practitioners who believe in a higher importance of 

governance would use more structured methods to measure it.  
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Find below the representation of the final structural model. 

 

Figure 3 – Final Structural Model  

Source: Prepared by the author 

Note: The figure only shows constructs and control variables that were significant to explain PRA_1 or PRA_2 
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4.4.7.4 Descriptive Analysis for Ranking Questions 

The ranking questions were only analyzed through descriptive statistics, which 

are enough to satisfy the objective of the rankings as a way to arrange elements in order 

of importance.  

 

Ranking (A) asked respondents to rank factors they used to evaluate the 

governance level of a company. In first place based on the mean
37

 value, came track 

record of the controlling shareholder, which is more under a perception paradigm. The 

other 2 elements that compose the TOP 3 are also not linked to any formal mechanisms 

of governance, suggesting that trust and reputation might be more important than formal 

governance. 

 
Table 17 – Ranking of the Factors Used to Evaluate Corporate Governance Level of a Company 

Ranking A – Statements Mean Order Std Error Std Deviation Minimum Maximum Count 

Track record (on governance issues) of the 
controlling shareholder/someone who 
exercise controlling power  

2.445 1 0.172 1.805 1 8 110 

Track record (on governance issues) of the 
company's management  

3.056 2 0.163 1.681 1 8 107 

Existence of a controlling shareholder or 
someone who exercise controlling power  

3.840 3 0.194 1.996 1 8 106 

Information disclosure level  4.028 4 0.184 1.922 1 8 109 

How management is measured and 
rewarded  

4.254 5 0.159 1.703 1 8 114 

Rules for related parties transactions  4.731 6 0.166 1.727 1 8 108 

Number of independent board of 
directors members  

4.963 7 0.184 1.919 1 8 109 

Other 5.657 8 0.456 2.700 1 8 35 

Source: Prepared by the author 

 

Ranking (B) asked respondents to rank factors they used in their decision 

making process to invest or recommend a stock. “Formal mechanisms of corporate 

governance” came in last place, suggesting they have very limited relevance to the 

process as whole, and confirming the interpretation of Rank A. “Track record on 

governance issues” came in 5
th

, although still very far from TOP 3 factors which are 

directly related to the company business. The factor “Other”, despite having different 

                                                      
37

 Mean is calculated as an average of the ranks received by each statement. 
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responses, presented elements linked to attractive valuation (cheap stock price) and 

some return measurement. 

 

Table 18 – Ranking of the Factors Used in the Decision Process to Invest or Recommend a Stock 

Ranking B – Statements Mean Order Std Error Std Deviation Minimum Maximum Count 

Sector long term business opportunities 
and trends  

2.545 1 0.179 1.893 1 8 112 

Business growth profile  3.103 2 0.193 2.074 1 9 116 

Business resilience to external factors  3.928 3 0.191 2.012 1 9 111 

Regulatory and political environment  4.204 4 0.168 1.789 1 9 113 

Track record on governance issues  4.823 5 0.165 1.759 1 9 113 

Other 5.098 6 0.477 3.056 1 9 41 

Short-term up-side opportunity  5.563 7 0.230 2.333 1 9 103 

Dividends level (payout or yield)  5.710 8 0.238 2.375 1 9 100 

Formal mechanisms of corporate 
governance  

6.144 9 0.171 1.683 1 9 97 

Source: Prepared by the author 
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5 CONCLUSION 

5.1 FINAL REMARKS 

This thesis started aiming to answer the question “To what extent Brazilian 

corporate governance standards and practices influence the investment decision-making 

process of equity markets' professionals from the sell-side and buy-side?”. It became 

clear right from the start, that in the process of answering the question, it was necessary 

to investigate what corporate governance meant to those professionals, what relevance it 

had to their work and finally if all this would be translated into actions. 

 

From theory, corporate governance is pictured as a broad and diverse theme that 

developed itself through different routes to form distinct systems. This scenario together 

with two types of conflicts described (investor vs. management and minorities vs. 

controlling shareholders) produces different definitions for governance. From the 

investigations on paths taken by different countries, Brazil is clearly pictured in the 

middle of an evolutionary process. 

 

Literature on the influence and importance of corporate governance usually 

treats the theme on ex-post basis to show empirical evidence that governance matters to 

performance and value of the firms. Nevertheless this is done assuming investors can 

identify impacts from governance issues in firm performance and later translate this into 

investment decisions through a rational approach. However, from behavioral finance 

theory, it is shown that not always investors take rational decisions, and influence from 

governance practices and standards may vary depending on competitiveness level of 

industries.  

 

All things considered, the mechanisms that lead to the empirical evidence need 

to be understood, and in this direction the investors’ opinion studies try to put some 

light over them. Still, their results do not manage to leave the field of intensions and 

enter the field of actions, leaving open questions. 

 

Those questions started to be answered during the qualitative phase of this work, 

when corporate governance was described as intangible and qualitative, and that the 
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inclusion of it in the investment process would depend on how governance is defined 

and the level of importance equity professionals would give to it.  

 

Corporate governance multiple definitions presented in the literature review 

were verified in practice when interviewing professionals. However, practitioners made 

a clear division between formal and informal elements of governance. This distinction is 

usually not treated in other corporate governance works, as they treat all aspects under 

the same notion, or even do not take into account the informal elements. Still during the 

interviews, pertinence and understanding were described as closely linked, and 

contradicting what the theory says, practitioners did not receive well the idea that 

governance issues influence could be smaller in more competitive environments. 

 

The way corporate governance elements are used in practical terms in the 

investment process, split the interviewees in different groups (skeptics, unsure and 

believers), which led to the appearance of a negative bias (governance is only used to 

penalize companies) in the unsure group, and showed sell-siders more reluctant to 

incorporate governance into their models. These findings confirmed what was already 

seen in a prior investors’ opinion study. As for the variables used to alter the valuation 

models, interviewees pointed to the possibility of changing perpetual growth, discount 

rates, company beta and directly changing the enterprise value. 

 

From the construct analyses of the quantitative research, became clear 

respondents would define governance in two separate concepts: informal aspects 

(DEF_2) and institutionalized governance (DEF_1). Reinforcing what was already 

found during the qualitative interviews and raising the need for literature to treat more 

deeply the informal aspects of governance when analyzing its influence in firm value. 

 

The constructs also showed the necessity to evaluate the practical use of 

governance from two perspectives: structured governance assessment (PRA_2) and as 

an input to the valuation process (PRA_1). The fact these two perspectives represented 

distinct dependent variables suggests they cannot be explained together, which 

elucidates how was possible to observe (in the qualitative phase) professionals giving 

discounts in their DCFs based on governance issues, despite not using structured 

governance assessment. 
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The structural model analysis showed that an important portion of the 

explanation (R
2
 = 32.4%) for using governance in the valuation process (PRA_1) is 

related to the informal definition (DEF_2) and relevance (REL) of the subject. It signals 

that being intangible and qualitative does not diminish its relevance and consequently it 

is not a barrier for governance to be used as an input to stock valuation process.  

 

Surprisingly, the formal aspects represented by the institutionalized governance 

(DEF_1) did not show significance to influence the use of corporate governance in the 

valuation process (PRA_1). This result enters in conflict with the idea that formal 

mechanisms are enough to influence an equity market professional to change the way he 

values a stock. Apparently reputation and track record perceptions have more influence 

in this process, confirming views described during the qualitative phase. 

 

 Following the model results, Brazilian professionals (Bra_res) and practitioners 

working in non-Brazilian firms (Bra_fir) were more susceptible to use corporate 

governance elements in the valuation process. Denoting that a combination of the two 

characteristics could represent the most likely scenario in which governance practices 

would be a driver to change the valuation model of a Brazilian company. Additionally, 

the survey results did not present the negative bias shown during the interviews, 

indicating that both premiums and discounts could be applied to valuation models. 

 

Concerning structured governance assessment (PRA_2), the model analysis 

presents an explanation power of 24.2% coming from institutionalized governance 

(DEF_1) and governance relevance (REL). The use of structural ways to measure 

governance is significantly and positively influenced by a more formal definition of the 

subject, while a more informal view leads to the contrary. Looking at origin of the firm 

and nationality, they don’t show significant influence over the use of governance 

assessment. Buy-siders tend to use more structural measures of governance then sell-

siders, which confirm the perception created during the interviews. 

 

The extent to which governance will influence an investment decision process in 

the Brazilian reality will depend on a number of circumstances which compose the 

context. The only certainty is the need to present a “corporate governance behavior”, 

rather than simply establishing rules and regulations at firm and country level. 
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5.2 STUDY LIMITATION 

As described during the descriptive analysis of the quantitative research, the 

sample studied showed high concentration levels for size variable in both publics, sell-

siders concentrated in the two ends of the scale (33% at “<50” and 50% at “>200”) and 

buy-siders concentrated (56%) at “<1bln” range of assets under management, also high 

concentration was found for fund strategy (65% of respondents work or have worked in 

Long Only funds) 

 

Another limitation of this work is the size of the sample, a larger number of 

respondents could have enriched the results and maybe extrapolation to the totality of 

the population could be done. 

 

Additionally, a more diverse sample with more respondents coming from 

different countries could have produced more interesting analyses on a country-by-

country basis, instead of Brazil vs. rest of the world for both origin variables (origin of 

the firm and respondent nationality). 

 

5.3 PRACTICAL AND THEORETICAL CONTRIBUTIONS  

In light of the scarcity of works that deal with the role of corporate governance 

issues in the context of stock investment process in emerging markets, it is expected that 

this work helps to build knowledge over the theme by bringing empirical evidence with 

a practical approach.  

 

Findings in this thesis help to go beyond the rhetorical answer that governance 

matters to investors, showing how and in what conditions there is room for this to 

happen. As well as, investigating inconsistencies seen in the investor behavior towards 

the theme. 

 

It is expected that this study can help companies to better understand how the 

investor community read the actions and messages being sent by management and 

controlling shareholders concerning governance. In addition, regulators can use these 

findings to better focus their actions on what the financial community considers more 
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relevant. And last but not least, practitioners themselves can have a deeper look on 

where they stand in this process, to determine if the approach used so far is the best 

considering their objectives and context. 

 

5.4 FUTURE RESEARCH 

Given the implications of the findings and limitations described, it is 

recommended to develop future studies in order to investigate further and accumulate 

new knowledge about corporate governance and its implications to the investment 

process of financial markets professionals. 

 

Initially, a new study is proposed based on the same data collected in this thesis 

to explore more elements that were not possible to examine. One example is to develop 

a control variable that could combine the size characteristic of the firms where buy-

siders and sell-siders work, and include this new independent variable in the structural 

model. Also a similar approach used for the Likert scale questions, using factor analysis 

and regressions, could be applied to the rankings questions enriching the investigation 

over this set of data collected. And finally, still with the same dataset a cluster analysis 

approach could be employed to verify the existence of respondents profiles similar to 

the ones found in the qualitative phase.  

 

It would be very enriching to use the same approach to other countries, meaning 

applying the same questionnaire and methodology on other emerging markets and 

developed markets to look for similarities and differences from one country to another. 

Additionally another approach could be the focus in a different type of professional, e.g. 

debt analysts, or private equity professionals, etc. 
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7 APPENDIX 

7.1 Appendix 1 – Interview Scripts 

BUY-SIDE INTERVIEW 

 Name 

 Age 

 Type of firm 

 Position 

 Years of experience in capital markets and in the firm you are today 

 Size of the firm (equity assets under management) or fund and origin 

 Average stock turnover (time in the portfolio) 

 How does your investment decision-making process work? 

o Who picks the stocks? How to choose? Specifics characteristics? What is 

prioritized? 

o How does the valuation process work? DCF modeling or multiples? 

o What is the importance of sell-side reports in your process? Do you use 

it? What makes a good sell-side analyst? 

o Does your firm have an investment committee? How does it work? 

When does the committee enter the process? Who participates in the 

committee? How do you decide on the themes presented? Voting? 

o How the allocation process is done? Who monitors risks and allocation?  

o What kind of freedom do you have to change your position in a stock 

without going back to the committee?  

o Is the process different depending on the fund, or is it common to all 

funds of your firm? 

 What is the corporate governance for you? And what is the importance for your 

investment process?  

o Considering what you understand by governance, what do you value the 

most?  (voting rights, equal dividend policies, composition of the board, 

independent board members, information disclosure, relationship with 

controlling entity, single class of share)  

o How do you identify a company with good corporate governance? 

o If you were to rank the most important things to look for when analyzing 

a company to invest, where would corporate governance stand? 

o What is more important between governance mechanisms: (by-laws, 

laws and rules, committees, listings segments) versus track record (of the 

management)? 

o Do you include governance analysis in your investment decision 

process? If you do, how is it done? Which are the steps where you 

include it? 
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o Is it something personal? How does it work for other analysts, or in other 

funds? Does your firm have a formal process to analyze corporate 

governance? If it does how does it work? 

o Is there any incentive to prioritize investment in good (your definition of 

good) governance companies?  

o Does your firm have funds focused in that type of investment (CG or 

CSR funds)? What do you think of them? 

o How does governance impact a company? Risk? Sustainability? 

o Do you alter the inputs or outputs of a DCF model due to governance? If 

you do, do you give premiums or discounts, or maybe both? 

o Do you believe companies that implement governance mechanisms have 

higher returns? If so, to what do you attribute that?  

o Do you believe there are situations or conditions where governance is not 

important at all? Why? And the opposite, are there situations where 

governance is the most important thing? 

Do you know Bovespa’s listing segments for corporate governance? 

What do you think about them? What does Novo Mercado represent? 

 

SELL-SIDE INTERVIEW 

 Name 

 Age 

 Type of firm 

 Position 

 Years of experience in capital markets and in the firm you are today 

 Size of the firm (number of research analysts) and origin 

 How many stocks/companies do you cover? 

 How does your investment (recommendation) decision-making process work? 

o Who picks the stocks? How to choose? Specifics characteristics? What is 

prioritized? 

o How does the valuation process work? DCF modeling or multiples? 

o Does your firm have a recommendation committee? How does it work? 

When does the committee enter the process? Who participates in the 

committee? How do you decide on the themes presented? Voting? 

o What kind of freedom/autonomy do you have? Do you suffer influence 

from other areas of your firm, such as IB, sales, etc.? 

o Is the process different depending on the fund, or is it common to all 

funds of your firm? 

o Do you have limits to attribute recommendations of buy, hold or sell? 

How do you manage it? 

o Is the process different depending on the sector or analyst, or is it 

common to everybody in your firm? 
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 What is the corporate governance for you? And what is the importance for your 

investment recommendation process?  

o Considering what you understand by governance, what do you value the 

most?  (voting rights, equal dividend policies, composition of the board, 

independent board members, information disclosure, relationship with 

controlling entity, single class of share)  

o How do you identify a company with good corporate governance? 

o If you were to rank the most important things to look for when analyzing 

a company to recommend, where would corporate governance stand? 

o What is more important between: governance mechanisms: (bylaws, 

laws and rules, committees, listings segments) versus track record (of the 

management)? 

o Do you include governance analysis in your recommendation process? If 

you do, how is it done? Which are the steps where you include it? 

o Is it something personal? How does it work for other analysts, or in other 

sectors? Does your firm have a formal process to analyze corporate 

governance? If it does how does it work? 

o Is there any incentive to prioritize analyzes in good (your definition of 

good) governance companies?  

o Does your bank have funds focused in that type of investment (CG or 

CSR funds)? What do you think of them? 

o How does governance impact a company? Risk? Sustainability? 

o Do you alter the inputs or outputs of a DCF model due to governance? If 

you do, do you give premiums or discounts, or maybe both? 

o Do you believe companies that implement governance mechanisms have 

higher returns? If so, to what do you attribute that?  

o Do you believe there are situations or conditions where governance is not 

important at all? Why? And the opposite, are there situations where 

governance is the most important thing? 

o  Do you know Bovespa’s listing segments for corporate governance? 

What do you think about them? What does Novo Mercado represent?  
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8 END NOTES 

                                                      
i
 US were not always disperse, according to authors cited by Herrigel (2006), in the mid-19

th
 century, 

ii
 The history of US shows that during the process of becoming a disperse market, multiple class of stock 

and pyramidal ownership were very common. Morck and Steier (2005) comment on the use of these 

strategies by J.P. Morgan, Rockefellers and other families and cite Becht and DeLong’s work, which 

shows the ongoing process already in 1937. Their work investigates holdings on 200 largest US listed 

firms and out of those, 24 were subsidiaries in pyramids and 34 firms were widely owned, but with a 

past of family ownership 

iii
 According to Herrigel (2006), American banking system was fragmented and very regional, with the 

bulk of its activities being composed by trade financing. In the 19
th

 century, the role of banks in 

industrial finance was small and usually involving only short-term operations. Herrigel cites DeLong 

(1991) to point out efforts to create universal banking arrangements (commercial and investment), 

permitting financial institutions to take equity stakes and interfere more directly in firms’ internal 

governance. 

iv
 The Progressive Era was a period of social activism and political reform in the US that flourished from 

the 1890s to the 1920s. One main goal of the movement was eliminating corruption in government by 

exposing and undercutting political machines and their bosses and establishing further means of direct 

democracy. Progressives also supported antitrust laws. Retrieved on 15/08/2014, from Wikipedia: 

http://en.wikipedia.org/wiki/Progressive_Era 

v
 The New Deal was a series of domestic programs enacted in the US between 1933-38. The programs 

were in response to the Great Depression, and focused on the "3 Rs": Relief for the unemployed and 

poor; Recovery of the economy to normal levels; and Reform of the financial system to prevent a repeat 

depression. Retrieved on 15/08/2014, from Wikipedia: http://en.wikipedia.org/wiki/New_Deal 

vi
 In the early 2000s, a number of accounting scandals shook the US corporate world. Some of the most 

known were Enron, Global Crossing, WorldCom and Arthur Andersen. These episodes along with a new 

boost of CSR discussions opened the opportunity for stakeholder approach to regain its momentum. 

vii
 Herrigel (2006) argues that during most of the 19

th
 century, the British were very uncertain about 

limited liability concept.  And when it was adopted, closely-held family were still a very common form of 

ownership, lasting much longer than in US. In the 1930s, whilst a successive sequence of mergers, 

dispersed ownership began to gain space paving the way to today’s structure. Morck and Steier (2005) 

use other references to draw a different path, in which disperse ownership would have started earlier in 

the 1900s. This argumentation is built around the incidence of diffuse ownership in two sets of 

companies from 1900 and 1960, and in both groups the level is very similar. Taking into consideration 

the low level of shareholder rights in the beginning of the 20
th

 century, they argue the reason for 

disperse ownership in UK relies beyond La Porta’s explanation of legal protection driving the adoption of 

widely-held configuration. In UK, the medium-sized companies still show a good portion of family-

owned businesses (60% for the 10% limit and 40% for the 20% limit). 

viii
 UK history was an evolution process, and Morck and Steier (2005) refer to another chapter of the 

same book to demonstrate that pyramids became more important in the middle of the 20
th

 century, 

during a period when hostile takeovers were less risky for raiders, and these structures were developed 

as a defense mechanism. This trend changed when pyramidal structure lost its defensive role as British 

institutional investors successfully pushed the London Stock Exchange to implement a takeover rule in 

which any bid for 30% or more of a listed company would trigger an offer for the whole firm. 
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ix
 The description given by Herrigel (2006) to UK’s banking system was marked by the distinction 

between investment and commercial roles and the consequential absence of universal banks. This did 

not guarantee that bank-industry relations were totally done in equal footing. As pointed by Herrigel, on 

the opposite, clients and their bankers had intimate and long-term relations. Unlike other continental 

peers, UK banks did not evolve this relational banking to become owners of their clients, even though 

sometimes stock was accepted as collateral for loans.  

x
 Once more, Herrigel (2006) findings facilitate the understanding of inconsistencies in British corporate 

history when looking into stakeholder versus shareholder views. He argues that “Labor governments 

supported unionization and worker rights relative to corporate actors for much of the twentieth 

century”. Furthermore, he refers to Cheffins (2001, 2002) to comment on numerous nationalizations 

that led companies to be run in stakeholders’ interests instead of a more market-driven approach, 

during the mid-20
th

 century. In the 80s, during Margaret Thatcher’s years as prime minister this 

stakeholderism declined, as the labor movement saw its political power reducing and as privatizations 

and mergers were followed by dispersal of stock ownership. 
xi
 French legal system is based on the civil-law tradition and holds some differences from other civil-law 

systems like the ones implemented by Germany and Scandinavian countries. Today’s civil law system is 

built on the framework of Roman law based on the Justinian Code, in the case of France it was overlaid 

by the Napoleonic code in the 19
th

 century. 

xii
 Herrigel (2006) points to the enormous influence of the state to shape corporate governance in 

France. During the period of World War I and II, “French state began to encourage the development of 

“national champions” in strategic industries — channeling capital to firms and acting as their major 

customers. […] banks and firms were nationalized, and public influence was exercised both directly and 

indirectly on the composition of boards and corporate investment strategies“. Morck and Steier (2005) 

give a different explanation, arguing that “severe financial trauma thus set France on a course of 

economic development that left wealthy families controlling her corporate sector under the watchful 

guidance of the state.” 

xiii
 Morck and Steier (2005) give us some insights as how pyramids came to be a major form of structure 

used by French enterprises: “French businesses expanded, using the retained earnings of one company 

to build others, and the founding families of these business groups remained in control generation after 

generation. French Civil Law facilitated this course by making it virtually impossible for the owner of a 

business to bequeath it to anyone but his children. French tycoons with families cannot leave their 

fortunes to charitable foundations. Landes (1949) argues that France fell behind Britain because a 

preponderance of family control made large French corporations more conservative and reliant on 

government connections.” 

xiv
 Herrigel (2006) describes the relationship between firms and banks within the context of the French 

finance system, during the 19
th

 and 20
th

 century: “In large part, these firms financed investment from 

earnings and engaged with banks only for short-term loans. Relational banking (in the sense of banks 

holding equity stakes in firms) was rare. Like the British, French banks maintained a specialized divide 

between commercial and investment functions. Similarly, the securities market was used, particularly in 

the 1920s, but it was not a significant factor in corporate finance (Fridenson 1997, Levy-Leboyer 1978, 

Fohlen 1978, Murphy 2004)“. 

xv
 German legal system is based on the civil-law tradition and was influenced by Germanic traditions. 

Today’s civil law system is based on the framework of Bürgerliches Gesetzbuch (or BGB), a civil code 

introduced in the beginning of the 20
th

 century. 
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xvi

 In Morck and Steier (2005) modern German ownership structure is depicted as consisting mainly of 

“family controlled pyramidal groups and nominally widely held firms that are actually controlled by the 

top few banks via proxies”.  Also they detail more specifics in the banks’ role: “The leading banks 

collectively also control dominant blocks of their own shares. Bank voting control is less evident in 

smaller firms, which tend to have family control blocks. Recent reforms require banks to inform 

shareholders of their right to vote their own shares annually and to erect Chinese Walls around staff who 

decide how to vote at shareholder meetings.” 

xvii
 Morck and Steier (2005) describe the rising of pyramiding as a phenomenon occurred after World 

War II, and revealed by the analysis of inter-corporate equity blocks that rose from 18% in 1950 to 41% 

in 1996. They argue that the usage of pyramids as a mechanism for retaining control is much more 

present in the last decades of the 20th century than before, and could be viewed as a consequence of 

the ban in multiple voting shares. 

xviii
 Herrigel (2006) cites (Gerschenkron 1962) about the beginning of industrialization process, and 

characterizes German finance as bank-driven and composed by universal banks. He details the role of 

banks as: “Banks extended loans and credits, provided bridging finance, facilitated the transfer of 

ownership (securities underwriting) and participated in corporate governance through both the exercise 

of shareholders’ proxy votes and direct equity holdings. “.  He also points that relationality was not as 

common as it is thought to have been, although when German banks had important stakes they would 

exercise control rights, which is the contrary of what their British counterparts did. 

xix
 Herrigel (2006) describes the influence of stakeholders in governance of German companies: 

“Stakeholders have traditionally played an important role in German corporate governance. When banks 

held positions of internal influence within German firms, they constituted a stakeholder interest that 

shaped the character of management calculation. […] Even broader attention to stakeholders was 

written into the obligations of enterprise management after 1945 by co-determination legislation 

requiring labor representation on the supervisory boards of all corporations employing a minimum 

number of people (Jackson 2001, Streeck 1984). The Enterprise managers’ obligation to conduct business 

in the interest of stakeholders not otherwise defined, was also written into the postwar West German 

constitution (Article 14, Paragraph 2 of the Basic Law -- see Jackson 2001:138)”. 

xx
 The Japanese legal system presents some interesting and unique characteristic among the chosen 

group of countries, because it was originally created receiving a great deal of influence from the German 

civil law system, and after the Second World War it started being influenced by the American common 

law system. As stated by Hahn (1983) “[…] today’s Japanese commercial legal system is a unique hybrid 

of civil law (Germany) and common law (United States) systems grafted onto a legal system based on 

the customs and values that have existed in Japan for hundreds of years”. 

xxi
 From Herrigel (2006) come some insights from three different patterns of corporate governance 

which explain the ownership arrangements putting Japan in between common law and civil law 

countries: “The dominant pattern involved broadly-held joint-stock companies, supported by highly liquid 

securities markets, headed by professional management directing their companies in the interest of 

shareholders (Hoshi & Kashyap 2001). Another pattern involved state ownership of enterprise where 

professional bureaucratic managers pursued public economic development goals (Samuels 1994). A third 

involved a limited partnership holding company structure where family owners controlled diversified 

networks of publicly-quoted enterprises, run by professional management known as zaibatsu (Morikawa 

1992). Interestingly, Japanese corporate law reflected this fragmentation of development paths in that it 

was both protective of and hostile to minority property interests (Morck and Nakamura 2003:11).” 

xxii
 Japan started its industrialization process with a mixture of capitalism based in state and family 

companies. The family-owned groups were organized in pyramidal listed firms, called zaibatsu. Postwar 
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American administration had dismantled the same type of groups in US and decided to do the same in 

Japan.  Morck and Steier (2005) describe this process: “Family and intercorporate equity blocks were 

confiscated and sold to the public. The families received nominal compensation in bonds, and the 

proceeds from the equity sales accrued to the government. By 1952, Japan’s great corporations were 

almost all freestanding and widely held, just as those of the United Kingdom and United States are at 

present.” 
xxiii

 Herrigel (2006) cites other authors to describe the Japanese financial sector in prewar period as very 

diversified with securities being more important than bank lending as a source for finance and with state 

having a significant (but not dominant) presence. Banks were specialized and despite some zaibatsu 

banks with very close relationships to zaibatsu holdings, relations were done on an arm’s length base 

and characterized by mostly short-term lending. 

xxiv
 According to Aoki  and Patrick (1994) cited by Herrigel (2006), Japanese postwar economy was 

marked by bank centrality, and by the creation of inter-connected keiretsu in which related firms owned 

small stakes in one another. Banks were fundamental players in the governance of these interconnected 

groups and for each group there was a “main bank”, which they ultimately relied for financing. This 

arrangement worked as a defense against takeovers. Aoki and Patrick also describe how main banks 

exercised their power over keiretsu: “Main bank could coordinate the strategic development of member 

firms and mobilize disparate stakes in the event of an outside challenge. They also used their central 

position as credit givers to monitor keiretsu firms and took responsibility for directing restructuring 

efforts within member enterprises in the event of a crisis.” 

xxv
 Stakeholderism gains momentum in postwar Japan, with the growth of employees as acknowledged 

stakeholders, and the “institutionalization” of the “permanent lifetime employment”. Despite formally 

being acceptable to lay off employees, court decisions had penalized large companies, creating a 

scenario where management was compelled to manage companies in the interest of employees, 

shareholders and bankers. (Herrigel, 2006) 

xxvi
 Liabilities/(Liabilities + Shareholders’ equity) 

xxvii
 Dividends paid/net earnings 

xxviii
 Dividend per share/price per share 


