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ABSTRACT

This paper provides further evidence to identify the ultimate controlling structure
and the degree of expropriation of minority shareholders of listed companies in Taiwan.
Compared with previous research, we focus on analyzing the control (voting) and cash flow
rights owned by the controlling shareholder. We further distinguish two opposite effects
of the controlling shareholders: the positive incentive effect and negative entrenchment
effect. The findings of this paper indicate that Claessens et al. (2000) underestimate
the control rights and cash flow rights of controlling shareholders and the proportion of
family controlled companies in Taiwan due to insufficient disclosure of ultimate ownership
structure. We adopt a simultaneous equation model to examine the relationship between
the degree of expropriation of minority shareholder and corporate value. Based on our
empirical results, we suggest that the deviation of control from cash-flow rights and the
degree of collateralization of the stock held by controlling shareholders are two important
variables in measuring the expropriation of minority shareholders. The two measurements
also have a negative relationship on corporate value, supporting the negative entrenchment
effect. In addition, the more cash flow rights owned by the controlling shareholder lead
to higher corporate value, supporting the positive incentive effect. Finally, we suggest
the regulations covering disclosure of ownership structure should adopt the concept of the
ultimate control. That is, companies should provide the complete information for investors
to trace and identify who owns the most votes in the companies and how many votes
the controlling shareholder owns to distinguish the positive incentive effect and negative

entrenchment effect of controlling shareholders.
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1. INTRODUCTION

Previous studies (La Porta et al., 1999; Ctasss et al., 2000) have revealed interest-
ing information on the patterns of ultimate corporate ownership around the world. It
is expected that more research in this area on an individual country basis should be
done in order to provide further insight in this area. The concentration of ownership in
the hands of controlling families as well e overlapping of ownership and manage-
ment of listed companies in Taiwan present further data to explore ownership behavior,
which has been examined in many other studies and other couhtries.

The benefits of controlling shareholdemust be grounded in whether they have
enough financial incentives to reduce theilliwgness to expropriate outside investors.
Cash flow ownership of the controlling @feholder is an important source of such
incentives. La Porta et al. (2002) verified the positive incentive effect of a controlling
shareholder’s cash flow ownership. The greater the controlling shareholder’s cash flow
investment, the greater the losses he (she) could suffer if the firm’s value should be
damaged. Besides, more cash flow rightsed by the controlling shareholder lead to
higher corporate value.

Concentrated ownership might do harmctwrporate value. Shleifer and Vishny
(1997) argued that ‘as ownership gets beyond a certain point, the large owners gain
nearly full control and prefer to use firms generate private benefits of control that
are not shared by minority shareholdelsa Porta et al. (1999) suggested that when
large shareholders effectively control porations, they might try to exploit their po-
sitions and seek personal benefits at thpemse of minority shaholders. In some
instances, the controlling shareholders miaypdy steal corpora assets outright. In
other instances, the controlling shareholders may sell corporate assets to other firms
they control at below market prices. In addition, the expropriation may take the form
of diverting business opportunities to otgms so that controlling shareholders can
derive better private benefit, installingqualified family members in managerial po-
sitions, or overpaying executives (La Porta et al., 2000).

! Zingales (1994), Kunz and Angel (1996), Rydqvist (1996), Taylor and Whittred (1998), and Smith
and Amoako-Adu (1999) documented evidence of catreged ownership by families in the European,
Canadian, and Australian markets. La Porta et al. (1999), and Claessens et al. (2000) also indicated that
families accumulate the ultimate control of firms\wenty-seven wealthy economies and nine East Asian
countries.
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La Porta et al. (1998) and Claessenslet (2000) reported a puzzling finding
about Taiwan. La Porta et al. (1998) found the average control rights held by the largest
shareholders in the U.S. and U.K. to be 20 percent and 19 percent respectively. The
U. S. and U. K. are the countries with widedpread ownership structure. However,
as for Taiwan, such a country with concengihbwnership structure, only 18 percent
is found. Claessens et al. (2000) also reported similar figures in Taiwan, with aver-
age control rights held by the largest shareholders is of 18.96 percent; however, it is
30.33% in our findings. Furthermore, Claesset al. (2000) did not correctly estimate
the divergence of voting from cash flow rights in Taiwan. They reported the average
cash flow rights owned by the ultimate oamn Taiwanese listed companies at about
16 percent and the average cash flow rights over voting rights at 0.83. However, our
calculations for the above two figures were 21.7% and 0.71, respectively. We argue
that the above apparently misestimated fegufor the average voting rights held by
the controlling shareholders in Taiwan resulted from inadequate Taiwanese disclosure
rules which allow companies to conceal tieal identities of owners and provide mis-
leading data about a firm’s ownership struetuBecause of the misestimate, Claessens
et al. (2002) do not find a significant relationslietween ownership structure and cor-
porate value in Taiwan. They found neither a positive incentive effect nor a negative
entrenchment effect in Taiwanese listed companies.

Securities regulations in Taiwan requitet listed companies disclose the iden-
tities of shareholders owning more than 10% of companies’ stocks, and these share-
holders have to declare the purpose and financial sources of their investments with the
securities regulators. Subsequent traneastof these shares are also under regulatory
restriction and disclosure requirement. Téfere, controlling shareholders and their
family members have the incentive to spread their shareholdings among family mem-
bers in order not to exceed 10%. They may also create privately-owned investment
companies (or other nominal companieshtid shares. As existing disclosure rules
have not required listed companies to diseldhe identity of owners of these invest-
ment companies, the ultimate ownership stuwe of listed companies may not be fully
disclosed. Sometimes, thertmlling shareholders may even use nominee accounts
under their control to hold shares. Cradsareholding provides another mechanism
for controlling shareholders to strethgin their control of listed companies.

In addition, shareholders are alloweduse their shares as collateral to obtain
loans from financial institutions in Taiwan, which will expand their control rights us-
ing the leverage effect. When the stock prices drop dramatically, the value of the
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collateral will also decrease, so financial institutions will ask them to make up for the
decrease. The controlling shareholders will then have motives to misappropriate firms’
assets to uphold the share prices in ordenvmicaresulting personal losses from hav-

ing to make up the collateral. In 1998 and 1999, almost thirty public traded companies
experienced financial distress and even fil@dbankruptcy because their controlling
shareholders could not uphold the stock esiof these companies successfully even
though they misappropriated all the capitakieéir controlling companies. Therefore,

we argue that the higher the collateralizedr&ls held by the controlling shareholders,
the more severe the agency problem and the lower the corporate value. We devel-
oped the stock collateral degree of the controlling shareholders to gauge this kind of
minority exploitation hypdtesis in this research.

Although Claessens et al. (2002) treatassh flow rights and the deviations of
control from cash flow rights as exogenouseixploring the relation between owner-
ship structure and corporate value, wegtthe ownership structure is an exogenous or
endogenous variable to the firm’s value s#@imains controversial (Morck et al., 1988;
McConnell and Servaes, 1990; Demestz and Lehn, 1985; Kole, 1996; Cho, 1998; Chen
and Steiner, 2000).We utilized simultaneous equatioregression (three-stages least
squares method, 3SLS) instead of OLS inesrth more accuratglmeasure the rela-
tionship between ownership structure (cd®w rights and the deviations of control
from cash flow rights) and corporate value.

This research intends to provide further evidence to understand the ownership
structure and the incentive effect of controlling shareholders in Taiwan in order to
highlight the importance of sufficient infortion disclosure regulations in regard to
the ownership structure research and canpgovernance mechanism. This is carried
out by using (1) examination of detailedtddor a better understanding of corporate
ownership structure; (2) analysis of thehbencement mechanism of corporate control
by controlling shareholders and determirsaot control effectiveness; and (3) estima-
tion of the relation of cash flow rights and the deviation between control right and
cash flow right followed Claessens et al. (2D@R2its corporate value. (4) exploration

2 Morck et al. (1988) and McConnel and Servaes (1990) treat ownership structure as exogenous in ex-
ploring the relationship between ownership stroetand corporate value. However, Demsetz and Lehn
(1985) argue that ownership structure is endogenously determined in equilibrium. Kole (1996) provided
evidence of a reversal of causality in the ownershapporate value relation, suggesting that corporate
value could be a determinant of ownership structureaiathan being determindxy ownership structure.

Cho (1998) indicated that investment affected corgovatue, which, in turn, affected ownership struc-
ture, not vice versa. Chen and Steiner (2000) argued managerial ownership, analyst coverage, and firm
valuation. were jointly determined within the system.
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the relationship between the stock collatetegree of controlling shareholders and its
corporate value.

The major empirical results indicateathprevious research underestimate the
ownership structure concentration of Taiwan due to the inadequate equity disclosure.
The controlling shareholder can enhanbe voting rights through multiple chains
of ownership, such as cross shareholdjimmgamid, and even the shareholding of
the nominal investment companies and other institutions under their control, and the
above situations will not be reported publicly. We suggest that the disclosure of own-
ership structure should adopt the conceptitimate control proposed by La Porta
et al. (1999). That is, the disclosed owrtepsstructure information should include
the whole ownership structure chains and finares information in order to trace and
identify who owns the most votes in the companies and how many votes the controlling
shareholders own.

Further, we found that there exists a sfggantly negative impact of the deviation
of control from cash-flow rights upon firm value. The stock collateral degree of the
controlling shareholder also has a sigrafiitly negative influence on firm value. We
suggest that the deviation of control froash-flow rights and the stock collateral
degree of the controlling shareholderg &wo important variables in measuring the
expropriation of minority shareholders. Evenore importantly, the cash flow rights
owned by the controlling shareholder aresjively associated with corporate value.

2. ULTIMATE CONTROL AND OWNERSHIP STRUCTURE
IN TAIWAN

Concentration of ownership constitute®asis for corporate control. La Porta et al.
(1998) reported the existence of highly centrated ownership structure in the ten
largest non-financial corporations acrossty-nine developed as well as developing
countries. La Porta et al. (1999) further istigated the issue of ultimate corporate
control in twenty-seven wealthy econamsi Although the controlling shareholders
are occasionally the state, it is family members that frequently make up the majority
shareholders. Claessens et al. (2000) adopted a similar approach to develop the ulti-
mate control patterns in nine East Asiavuatries. Their empirial results indicated
that large families reign over more than half of the East Asian corporations.

The interweaving and indivisible relatiships between wealthy families and busi-
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ness firms has long been prevalent in Taiwan. Families usually constitute the basis of
a firm’s business development starting from its inception. Family controlled business
has the advantage of strong leadershig a cohesive management team formed by
the family members. Even after a compamgcomes publicly listed and traded, fam-

ily ownership or control still plays a domamt role in the corporate decision-making
process. Yeh et al. (2001) reported that48®6 of listed companies in the Taiwan
Stock Exchange are family controlled, mgia 20% cutoff criterion. They further
found that 57.6% of Taiwan-listed familyoatrolled companies have more than half

of the board seats held by controlling shareholders and their family members. In ad-
dition, Claessens et al. (200@vestigated the means of enhancing corporate control,
including deviation from one-share-one-vgtgramidal structure, cross-shareholding,
and participation in management by controlling shareholders, and measured the val-
ues of the above four mechanisms in nine East Asian economies. They reported the
magnitudes of all the variables in Taiwan are close to the average of their nine sample
countries.

In Taiwan, listed companies are requirediisclose the identities of shareholders
owning more than 10% of companies’ stocks, and these shareholders not only have
to declare the purpose and financial sources of their investments with the securities
regulators, but also must report the subsedquensactions. Therefore, controlling
shareholders and their family members have the incentive to spread their shareholdings
among family members in order not to exceed 10%. Yeh et al. (2001) found that
the controlling families of the Taiwanegiblicly listed and traded companies might
lever their control over companies throutfie following three sources. (1) the shares
directly owned by family members; (2) the cross shareholding of listed companies
in the same family controlled group and thlirect shareholding through pyramidal
structure; and (3) the shareholding of the nominal investment companies and other
institutions under their control.

Take the Formosa Plastics Group as an example. It is composed of four listed
companies: Formosa Plastics, Nan-Ya Plastics, Formosa Chemicals and Fiber, and
Formosa Taffeta. As of 1994 and 1995, the founder, Yung-ching Wang together with
his family members owned 12.97% of Nan-Féastics. Other lied companies con-
trolled by Mr. Wang, namely, Formosa Pligs and Formosa Chemicals and Fiber
also held 4.93% and 4.75% of Nan-Ya'sasés, too. Two nominal investment com-
panies, Chin’s International Investmend.Cand Wan-Shoon International Investment
Co. owned 3.63% and 4.56% of Nan-Ya respectively. Through Chang Gung Univer-
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sity and Chang Gung Hospital, Mr. Wang again controlled another 4.16% and 0.77%
of Nan-Ya. Thus the shares of Nan-Ya ultitely controlled by Wang’s family summed
up to 35.77%.

On the other hand, institutional invessonave rather limited ownership in Tai-
wan'’s listed companies. Financial instituts’ ownership of listed companies in the
1990s was around 4 to 5 percent. A regulatory limit has been imposed on the percent-
age of ownership that banks and insurance companies can hold in public companies.
As a result, financial institutions have not been able to become active participants in
corporate governance. Domestic investment trust or mutual funds have owned about 1
to 2 percent of shares since 1990. From 1991 to 1998, the government ownership de-
creased from 15.5% to 4.3%, resulting from the privatization of state-owned companies
during this period. As to foreign investors, their aggregate ownership has increased to
7.4% in 1998, including individual and institutional investors.

3. RESEARCH METHOD

3.1 Data and sample

The data in this research included the listed companies of the Taiwan Stock Exchange
that have issued prospectuses for 1997 8898. The data excluded those companies
that had not become listed prior to 1997 and those in the financial sector due to their
unigue operational and financial characteristics. The information of the ownership
structure and family ties were collectedin prospectus and the “Business Groups in
Taiwan”, published by China Credit Information Services LTD, a databank company
that has been in business for more than two decades. Financial data is compiled from
the Taiwan Economic Journal Inc., whichligetelectronic data bank corporation which
provides the financial informatn of Taiwan listed companies.

A sample of 251 listed companies is used in this study. The sampled companies
constituted about 64.6% of 390 non-financiahganies. Their market capitalization
value was NT$4,773 billions, about 77.3% ofabnon-financial companies’ value.

The average market capitalization valjper firm was about NT$20.4 billions. Using

the exchange rate at the year end of 1998, the average size of the sample companies in
this study was about US$633 nidlh, similar to the category of mid-sized companies
defined in La Porta et al. (1999). In the study done by Claessens et al. (2000), their
sampled data for Taiwan had 141 companies, about 36.9% of 382 total listed com-
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panies in the Taiwan Stock Exchange, and about 66% of total market capitalization
value.

La Porta et al. (1999) were pioneers in the investigation of the importance of
ultimate control. They meticulously trageghe chain of ownership either in direct
or indirect ways to determine the ultimaterner, i.e., the peos with the most vot-
ing rights. According to their definition, the direct ownership was the shares directly
owned by the ultimate owner, and the iretit ownership trace was via calculating the
shares held by other legal entities thatrevebviously owned or controlled by the ul-
timate owner. This study adopted an apmtoaimilar to that used in La Porta et al.
(1999) to trace the ultimate control.

We further divided the samples into widely held companies and companies with
ultimate owners based the methodologyggsed by La Porta et al. (1999). A widely
held corporation is defined as a corporation in which none of the owners had significant
control rights. When a company has one shatder that controfid shares (include
direct and indirect control rights) exceedithe cutoff point, that company is defined to
have an ultimate ownér.Ultimate owners are further identified into five categories: a
family or an individual, the State, a widely lddinancial institution including a bank or
insurance company, a widely held corpooatior miscellaneous, such as a cooperative,
or foreigner (such as international joiméntures where the foreign company is the
largest shareholdef).

3.2 Control rights and cash flow rights (ownership)

According to Claessens et al. (2000), the ownership is simply defined by cash flow
rights. In contrast, the control, defindy voting rights, can be highly leveraged
through pyramiding schemes or cross shatding, which creates a divergence in cash
flow and voting rights. This study follows the concept of ultimate control proposed

3 A shareholder has an x% indirect control over firm A if (1) he/she controls directly firm B which,
in turn, directly control x% of the votes in firm A; or (2) he/she controls directly firm C which, in turn
controls firm B (or a sequence of firms leading to fiBneach of which has control over the next one, i.e.
they form a control chain.) which, in turn, directly controls x% of the votes in firm A.

4 State control is a separate category because it is a form of concentrated ownership in which the
State uses firms to pursue political objectives, while the public pays for the losses (Shleifer and Vishny
1994). La Porta et al. (1999) also give widely held corporations and widely held financial institutions
separate ownership categories because it is unaleather the firms they control should be thought of
as widely held or having an ultimate owner. A firmntmlled by a widely held corporation or financial
institution can be thought of either as widely held, since the management of the controlling entity is not
itself accountable to an ultimate owner, or as coliéd by that management. For these reasons (and
because bank ownership is of independent interest), La Porta et al. (1999) separated these categories.
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by La Porta et al. (1999) and meticuloushaces the chain of ownership. We sum

the direct and indirect voting rights of theaieholders and then identify the ultimate

owners, the ones with the greatest contrghts (the largest shareholders). The direct
voting rights are counted based on sharessteged in the name of the ultimate owner

(including their family members). The indict voting rights are based on shares held
by entities that in turn are controlled by the ultimate owner.

A study of the separation of ownership and control requires data on both the
cash flow and voting rights. We calculate this using the complete chain of ownership.
In most cases, the ultimate owner of Taiwanese listed companies has several control
rights chains through which to control the votes in a company. We follow the notion
of Claessens et al. (2000), “suppose thatraifaowns 11% of the stock of publicly
traded Firm A, which in turn has 21% of the stock of Firm B. The same family owns
25% of Firm C, which in turn has 7% of the stock of Firm B. Looking at the con-
trol rights, we would say that the family controls 18% of Firm B, or the sum of the
weakest links in the chains of voting rights contrast, we would say that the family
owns about 4% of the cash flow rights of Firm B, or the sum of the products of the
ownership stakes along the two chains.” We make a distinction between cash flow
and voting rights using information from each firm in the pyramidal structure and the
cross-shareholdings among these firms.

It is common for the controlling shareliers of Taiwan listed companies to en-
hance their control over a company through nominal investment companies and other
entities. We determine whether these caltitrg shareholders control these nominal
investment companies and other ensiteccording to the “Business Groups in Tai-
wan”, a database of listed companiesiwseand company prospectuses. These nomi-
nal investment companies and other easitare founded by controlling shareholders or
companies under the same group. However, if the nominal investment companies and
other entities are private companies or arigations, it is unable to collect the com-
plete ownership structure of them. Théore, we suppose two extreme situations in
the following analysis. (1) The controllindnareholders directly control these nominal
investment companies and other entitiés.other words, the capital of the nominal
investment companies and other entities ptately came from the controlling share-
holders (casif9). (2) The controlling shareholders indirectly control the nominal in-
vestment companies and other entities. Thi&ans that the controlling shareholders
do control those companies through a pyraah&tructure or cross shareholdings with-
out paying any capital (ca8h We take the Family of Yung-Ching Wang controlling
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the Formosa group as an example to exptai calculation of control and cash flow
rights in Appendix.

3.3 Means of enhancing control

3.3.1 Pyramidal structure (PYR)

Pyramidal structure is defined as the controlling shareholder exercises control through
at least one publicly-traded companya(lPorta et al., 1999). For the existence of
pyramidal structure, we set P¥R., otherwise, PYRO0.

3.3.2 Cross-shareholding (CRS)

Cross-shareholding is defined as “...ietfirm both has a controlling shareholder and
owns shares in its controlling sharehalde in firm that belongs to her chain of con-
trol,...”. For the existence of cross-shareholding, ERSotherwise, CRSO.

3.3.3 Participative management (MGT)
MGT=L1 if the ultimate owner serves as the chairperson of the board or the general
manager of the controlling companies, otherwise, M&M

3.3.4 Stock collateral ratio (SCR)

Stock collateral ratio refers to the ratio of stock collateralized by board directors, top
management, and shareholders with moeanth0% of shares to their total sharehold-
ings. The average year-end balance of 1997 and 1998 is used for analysis.

3.4 Performance and corporate characteristic variables

3.4.1 Industry-adjusted Proxy Q

Market performance is used as dependeritlde. Tobin’s Q is a frequently used mea-
sure for a company’s market performance (Morck et al., 1988; McConell and Servaes,
1990; and Cho, 1998). However, as Tobin’s Q requires information of replacement
cost of corporate assets, which is not avalgafrom the Taiwan Stock Exchange, this
study uses proxy Q as a substitute. In ordecdatrol for industry effect, the average

of the industry to which the firm belongs is then subtracted from the proxy Q of each
company’

5 The Taiwan Stock Exchange mandates that congsamiovide a prospectus when they plan to offer
seasoned equity, recapitalize the paid-in capital from retained earnings, or issue corporate bonds.
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Proxy Q= (Market Value of Equity+ Book Value of Debts)/Book Value of Assets

Industry-adjusted Proxy & Proxy Q— Industrial Average

3.4.2 Corporate characteristic variables

In order to have a better understanding oa éffect of the ownership characteristics

of controlling shareholders on corporatalwe, this study applies the following con-

trol variables: (1) Corporate market value (LMV): We adopted the log market value
of outstanding common stocks. This varili related to the intangible assets of a
company, reflecting a company’s performance. Thus, this variable is used to control
operating performance and corporateesi(2) Corporate age (LAGE): Corporate age
reflects the reputation of a company to some extent. Therefore, the log value of a
company’s age at end of 1998 is used as a control measure. (3) R&D and advertising
expenditure (RDAD): Prior research @@onnel and Muscarella, 1985; Chan et al.,
1990) suggested that investment, such &ORaind advertising, will increase corpo-

rate value. Therefore, the percentage of R&D and advertising expenditure to net sales
is used as a control variable. (4) Debtioa(DEBT): This is the ratio of total debt
divided by total assets based on their respective book values. Morck et al. (1988) in-
dicated this variable has information cent on the effect of tax shields. This study
uses this ratio to control the effect of financial leverage on corporate performance. (5)
Shareholding by the second largest shareholders (SEC)=SE{the second largest
shareholder owns more than $gtherwise, SEG= 0. (6) Earnings before interest

and tax (EBIT): This is the average of the ratio between earnings before interest and
tax, and total asset over the past five years.

The average of the year-end data for 1997 and 1998 is used for analysis except the
age of company. The mean and median of proxy Q were 1.746 and 1.498 respectively.
The mean and median ages of sampled companies were 25 and 26, respectively. The
mean and median debt ratios were 41.52% and 41.5%, respectively. The mean and
median R&D and advertising expenses were 2.05% and 1.16%, respectively.

6 When the second largest family or an independent institution owns more than 3% of the shares and
holds at least one seat on the board, we considerdimpany to be monitored by a second largest group.
The so-called independent institution includes (1)eggomental agencies, (2) @hunrelated companies,
mutual funds or financial institutions and (3) foreign investors. The reason we use 3% as the benchmark
in this study is due to the Taiwan Company Code. The Taiwan Company code allows a shareholder with
more than 3% of shareholding to have certain rights, such as (1) requiring the board to hold an extra-
shareholder meeting, (2) requiring the Court to @ssin examiner to check the financial statements and
property listings, (3) appealing to the coust flischarging the board member duties, etc..
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4. DATA ANALYSIS

4.1 Basic statistical characteristics

Table 1 presents some basiatsdtics of the control riglstand cash flow rights of the
largest shareholders for listed compesin Taiwan Stock Exchange. Table 1 shows
that the average of control rights of the largest shareholders is 30.33%, with a median
of 30.84%. This is significantly higher thahe18.86% and 20%, respectively, found in
Claessens et al. (2000). It is also intenegtio note that in Claessens et al. (2000), the
median and the third quartile of control hitg were 21.28% and 21.96%, respectively.
About one quarter of their sampled compmn(about 23 out of 92 firms) had a control
right within this a narrow band (0.68%), which is rather unusual.

Further, if the capital of nominal investment companies and other related enti-
ties completely came from the largest shareholders, the mean cash flow rights of the
largest shareholders (Ca8%) would be 25.92%, with a median of 25.47%. In this
case, the difference between control rights and cash flow rights is 4.41%, and the cash
flow rights are about 85.3% of control rights. In addition, if the largest shareholders
control those nominal investment companand other related entities through pyra-
midal structure or cross shareholdings without paying any capital, the mean cash flow
rights owned by the largest shareholders (Cpslould be 17.49%, with a median of
12.59%. In that case, the difference bedwecontrol rights and cash flow rights is
about 12.84%, and the cash flow righte about 57.3% of control rights.

Table 2 presents the information in regard to the control mechanisms by control-
ling shareholders. It can be seen thamoag 251 sampled companies, 40.1% of them
adopt cross-shareholding, while 23.9% ofrqmanies use a pyramidal structure. And
90.1% of companies have their largest shatders serve either as board chairperson
or general manager, while 47.8% have their largest shareholders serve as both board
chairperson and general manager. In contrast to the figures reported by Claessens et
al. (2000), in only 8.6% of their sample c@anies, the largest shareholders use a
cross-shareholding mechanism to enhahedr tcontrol. It is common in Taiwan that
the controlling shareholders may use cogierresources to set up subsidiaries and let
the subsidiaries acquire their parent compa’ or other subsidiaries’ shares. Cross-
shareholding is thus developed in a soph&td manner. Public disclosure rules have
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Table1 Separation of Cash Flow and Control (Voting) Rights in Taiwanese
Listed Corporations— Comparison with Claessens et al. (2000)
Table 1 presents some basic statistics on the control rights and cash flow rights of the largest

shareholders for listed companies in Taiwae listed companies, from the results of this
paper and Claessens et al. (2000).

Variables Mean Sta. Dev. Q1 Median Q3
This Study (251 companies)

Control (%) 30.331 16.262 15.885 30.84 41.2
CasH% (%) 25.918 16.645 11.105 25.47 38.042
Cash (%) 17.487 15.43 4.594 12.59 27.56
Cash%/Control 0.853 0.241 0.762 1.00 1.00
Casl/Control 0.573 0.361 0.235 0.597 1.00
Claessens et al. (2000) (92 companies)

Control (%) 18.96 8.57 10.00 20.00 20.00
Cash (%) 15.98 8.76 10.00 14.42 19.27
Cash/Control 0.832 0.198 0.700 0.975 1.00

not been well established to provide sufficient information to identify the ultimate own-
ers in this structure. We therefore argue that the statistics provided by Claessens et al.
(2000) in regard to the percentage of sammgmpanies using the cross-shareholding
mechanism are underestimated.

From Table 2, 23.9% of our sample coampes have a pyramidal structure,
whereas, versus 49% of the sample companies in Claessens et al. (2000). The dif-
ference between these two studies might result from the sample composition. The
conglomerate companies tend to use a pyrahstiucture to control their subsidiaries
more than other companies do. We thihlat the Claessens et al. (2000) sample has
more conglomerate organizations than olbecause the market capitalization value
of their 141 sample companies accounted@6% of total Taiwan listed companies’,
while the value of our 251 sample companies was only 77% of the total.

In addition, Table 2 also indicates thatvan listed companies are more likely to
adopt the cross-shareholding approach tmeet their control over subsidiaries than
do the other nine countries in East Asia. Fertinore, the percentage of controlling
shareholder also being either board chairperson or general manager is larger than for
the other nine East Asian countries.

276



Ultimate Control and Expropriation of Minority Shareholders (Yin-Hua Yeh, Chen-en Ko, and Yu-Hui Su)

Table 2 The methods of Enhancing Control — Comparison with Claessens et al. (2000)

We compare the average of the methods to enhance control rights by the results of this study
and Claessens et al. (2000). “Chair or CEQO” equals one if the controlling shareholders
serve as chairman or CEO; otherwise zero. “Chair and CEO” equals one if the controlling
shareholders serve both as chairmad &EO at the same time; otherwise zero.

Cross-

shareholding Pyramid Chairor CEO  Chair and CEO

This study—Taiwan 0.401 0.239 0.912 0.478
Claessens et al.—Taiwan 0.086 0.490 0.798 —
Claessens et al.—East Asia 0.101 0.387 0.571 —

4.2 Ultimate ownership

La Porta et al. (1999) and Claessens et al. (2000) adopt 10%, 20% and 30% cutoff
criteria to determine the ownership structure. Table 3 also takes this approach and
provides comparative data for further analysis.

From Panel A of Table 3, based on the 1@%toff criterion, it can be seen that
family ownership constitutes the majoriof ultimate corporat control; about 82.5%
of our sample companies are classified as family controlled companies. In the study
by Claessens et al. (2000), the family colieed companies at the 10% cutoff criterion
constitute 65.6% of total companies. a€ksens et al. (2000) reported that 10.4% of
the sample are controlled by financial iihgtions, which appears to be inconsistent
with banking regulations in Taiwan and mayerestimate the influence of financial
institutions in corporate ownership. Tlb@nking regulations in Taiwan prohibit any
financial institution from investing in more than 5% of the shares of any non-financial
related business.

Besides, only 2.78% of companies are colied by widely-held corporations in
our study, versus 18.1% of companies in Claessens et al. (2000). It is likely that nomi-
nal investment companies controlled by the largest family shareholders are considered
non-related to the ultimate owners due tadifficient disclosure in Claessens’ data,
thus concealing the ultimate ownership. et there are six companies whose largest
controlling shareholders arforeign corporations in our sample, while Claessens et al.
(2000) excluded these companies.
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Panel A of Table 3 only considers the existence of a single large shareholder at
the 10% cutoff criterion. By using the 20%toif criterion, Panel B adopts the “joint
venture” ownership structure as suggestedarPorta et al. (1999). In this structure, a
company can have more than one ultimate exvin addition to the largest shareholder,
the second largest shareholder should haweerthan 10% of shares and have at least
one director on his behalf on the board.

There are two controlling shareholders in a few Taiwanese listed companies. For
example, the major two shareholders own 19.87% and 19.33% of shares in Zig Sheng
Company, and 22.04% and 18.15% in Inventec Corporation. We found that there are
15 listed companies (6% of our total sample companies) in which the second largest
shareholding exceeds 10%, with one board seat.

From Table 3, it can be seen that even if the criterion for ultimate ownership
is raised from a 10% to a 20% cutoff, family still constitutes the majority of cor-
porate ownership. At the 20% cutoff criten, 58.2% of total companies are family-
controlled, higher than the 48.2% showarthe study by Claessens et al. (2000). As for
control by a widely-held corporation or finaatinstitution, the data in this study show
they constitute 2.8% and 0%, respectively, while the data in Claessens et al. (2000)
show 17.4% and 5.2%, respectively. It is likely that Claessens et al. (2000) may un-
derestimate the percentage of family-controlled shares, since many family-controlled
nominal investment companies are classifisdinancial institutions or are unrelated
to ultimate family owners due to insufficient ddta.

At the 30% cutoff criterion, Panel C inchtes that 40.2% of companies are family
controlled, 5.6% of companies are jointntares, 2.4% of companies are controlled by
a widely-held corporation, and 2% of compesiare state controlled. Therefore, it is
clear that family-controlled companies are the dominant form of ultimate ownership at
various cutoff criteria in Taiwan.

Table 4 compares family ownership iiffdrent countries and takes 10% and 20%
as cutoff criteria. The figures reported bia€ssens et al. (2000) are based on the aver-
age value of their nine East Asian countries’ sample. The market values of our samples
are close to the medium-size companies in the twenty seven wealthy economies with
poor protection of shareholdersrseyed by La Porta et al. (1999).

7 Itis worth noting that some figures reported by Ckass et al. (2000) are quite unreasonable (see in
Table 6). For example, the proportion of family controlled at the 10% cutoff criterion is smaller than at
the 20% cutoff criterion in Indonesia, Hong Kong, Mgdéa, the Philippines, Thailand, and Singapore.
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Table3 Control of Listed Companiesin Taiwan — Comparison with Claessens
et al. (2000)

We compare the ultimate control type of Taiwanese listed companies by the results of this
study and Claessens et al. (2000). Panel A reports the results by using a 10% cutoff point to
determine whether a company has an ultimate controller. Planel B uses a 20% cutoff point,
while Panel C uses a 30% cutoff point. In Panels B and C, we add a control type “Joint
Ventures” suggested by La Porta et al. (1999).

A. 10% cutoff

No. of Widely Widely held

sample held Family State FinanciaCorporation Foreign
This study 251 23 207 8 0 7 6
Proportion 100% 9% 82.5% 3.2% 0 2.78% 2.5%
Claessensetal. 141 2.8% 65.6% 3% 10.4% 18.1% 0
B. 20% cutoff

No. of Widely : ; ._Widely held : Joint

sample held Family State Fmanc'a}(/:\{)rporation Foreign ventures
This study 251 75 146 5 0 7 3 15
Proportion 100% 29.9% 58.2% 2% 0 2.8% 1.1% 6%
Claessensetal. 141 26.2% 48.2% 2.8% 5.3% 17.4% 0 0
C. 30% cufoff

No. of Widely ; ; ._Widely held ; Joint

sample held Family State Fmanc'a}(/:\grporation Foreign ventures
This study 251 123 101 5 0 6 2 14
Proportion 100% 49% 40.2% 2% 0 2.4% 0.8% 5.6%
Claessensetal. 141 73% 18.4% 2.8% 1.4% 4.3% 0 0

At the 10% cutoff criterion, this studydicates that there are 82.5% family con-
trolled companies among Taiwan listed qmemnies. This is higher than the other two
studies in Table 4. Moreover, at the 20% cutoff criterion, the proportion of family
controlled is 58.25% in Taiwan. It is clego but higher than both the 52.59% in the
study of nine East Asian countries by Claessens et al. (2000) and the 50.47% in the
study of medium-size companies with pooasgtholder protection by La Porta et al.
(1999). From the respects of ultimate cohpattern and the mechanisms of enhancing
corporate control for controlling sharehotdethe Taiwan listed companies provide a
typical exemplar from La Porta et.g[1999) and Claessens et al. (2000).
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Table4 The Comparison of Family Ownership of Different Countries — 10%
and 20% cutoffs
Table 4 compares family ownership of different countries and takes 10% and 20% as cutoff

criteria. We compare the results of this study, Claessens et al. (2000) and La Porta et al.
(1999).

; Sample
Countries period 10% 20%
This study Taiwan 1997-98 82.5% 58.2%

Claessens et al. (2000) Nine East Asian countries 1996 53.32%  52.59%

Twenty-seven wealth
La Porta et al. (1999) gountries Y 1995

medium-sized firms

52.52%  45.15%

Poor shareholders protection 1995

— fifteen countries 53.8% 50.47%

4.3 Enhancement mechanism by controlling shareholders

Controlling shareholders can use four magisms to enhance their control of a com-
pany, including pyramidal structure, crodsaseholding, serving as board chairperson
and general manager, and stock collateral. The use of stock collateral allows the con-
trolling shareholders to obtain financial dieand use this credit to acquire additional
shares, enhancing their control.

To investigate the extent of control by controlling shareholders, it is necessary
to know how many shares are needed to exercise control. Yeh et al. (2001) reported
that the average critical control percergag 15.3% (the third quartile is 19.01%)
based on their sample of 208 Taiwan-listed companies in the years of 1994 and 1995.
They utilized the voting mbability model proposetly Cubbin and Leech (1983) to
calculate the critical control percentagehus, if the ultimate owner owns more than
20%, it is sufficient to exercise control, which is also consistent with the criterion used
in Claessens et al. (1999) in defining different categories of corporate control. Table 5
also uses a 20% cutoff criterion for classifying control structures.

From Table 3B, under the 20% cutoff criien, 29.9% of sample companies (75
companies) will be classified as widely dedlompanies, and 58.2% of sample compa-
nies (146 companies) are classified as family controlled companies. Beside the widely
held and family controlled companies, otle®mpanies including companies with an
ultimate controller are widely held companjg®vernment, financial institutions, for-
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Table5 Enhancement Mechanism by Controlling Shareholders

We divide our sample into family-controlled, other control, and widely-control (WHC) com-
panies. Then we compare the averages of ownership structure and the mechanism of enhanc-
ing control rights among the three groups.

Ultimate control Family control Other control WHC
Sample No. 146 30 75
Control (%) 38.34% 39.29% 11.15%
CasH? (%) 31.687% 38.479% 9.66%
Casl (%) 19.39% 35.856% 6.25%
Cash%/Control 0.808 0.971 0.894
CasH/Control 0.5 0.898 0.584
Cross-shareholding 0.479 0.23 0.32
Pyramid structure 0.288 0.23 0.147
Participative management 0.534 0.43 0.387
Stock collateral ratio (%) 32.82% 5.694% 27.86%

eign companies, and joint venture, etc., which are classified as ‘other ultimate control
structure’. There are relatively few companies classified as having other ultimate con-
trol structures in our sample.

In Table 5, we compare the deviation of control from cash flow rights of the fam-
ily controlled companies and corporatiowsth other ultimate type of control struc-
ture. Table 5 indicates that for family controlled companies, the control rights and
cash flow rights diverge more than for other types of ultimate control structures. The
average control rights owned by the contrdjishareholders of the family controlled
companies and those with other types ohtol structure are 38.34% and 39.29%,
respectively. In contrast, the average cohtights owned by the largest sharehold-
ers are only 11.15% for the widely-held parations. In regard to cash flow rights,
the Cash® and Cash of family controlled companies are 31.687% and 19.39% (cash
over control right ratios are 0.808 and 0.500, respectively), and the'®asid Cash
of other types of control structure are 38.479% and 35.856% (cash over control right
ratios are 0.971 and 0.898, respectively).

Family controlled companies also cortsistly apply various control mechanisms
to enhance their control more than ‘othgpés of control structure’. There are 47.9%,
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and 28.8% of family controlled companies adopting the cross-shareholding and pyra-
mid approaches, respectively. Furthermyd5.9% of the listed companies have their
controlling shareholders serving as eitlard chairman or general manager. Also,
the collateralized percentage of familgrdrolled companies is 32.82%. These per-
centages are higher thamose of other companies.

In order to understand the factors affegtitihe control rights, this study classi-
fies the sampled companies by their céisiv rights into four groups and conducts
regression analysis on ceot mechanisms and control rights. The results are shown
in Table 6, which indicates, in all classifigdoups, that the coefficients for pyramidal
structure and cross-shareholding are pasiat a significant level. This suggests that
a pyramidal structure and cross-shareimj can indeed enhance corporate control
by the controlling shareholders, given that they invest certain cash flows. For family
controlled companies, the results are the same.

In summary, the controlling shareholders of listed companies in Taiwan generally
apply the pyramidal structure and cro$exseholding mechanisms to enhance their
control of companies they invest in. Theseananisms also lead to substantial devia-
tion of control and cash flow rights. In additi, controlling shareholders also rely on
serving as board chairperson or/and general manager to increase their control.

5. EXPROPRIATION OF MINORITY SHAREHOLDERS
AND CORPORATE VALUE

In order to investigate whether the effect of ownership structure on corporate value
is exogenously or endogenously determintdds study uses simultaneous equation
regression (3SLS, three-stage least squianethod) to find out relation between the
degree of deviation of control from cash flow rights and corporate value. The 3SLS
model is developed as follows:

%I = f (Proxy Q, PYR, CRS, MGT, SEC, LAGE, LMV, EBIT) (1)
Proxy Q= f (Cash/Control, SEC, RDAD, DEBT, LMV) (2)

where PYR is for pyramidal structure, CRS cross-shareholding, MGT is serving
board chairperson and general managercbntrolling shareholders, SEC is second
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Table6 The Factors Affecting the Control Rights— Total Sample

In order to understand the factors affecting the control rights, this study classifies the sam-
pled companies by their cash flow rights into four groups and conducts regression analysis
on control mechanisms and control rights. Rakesports the effect of pyramidal structure

and other variables on control rights, and &l reports the effect of cross shareholding
and other variables on control rights in the four groups divided by cash flow rights.

A. Pyramidal structure and other variables
Dependent variable: Control
Classifies the sample by cash flow rights into four groups

Factors MinvQq Q1~Med Med~Q3 Qz~Max
25.819 —0.86 28.588 33.934
Intercept (2.076)*  (~0.068) (3.191)*  (2.484)
Pyramidal structure ]('ggfg)*** (162396575*** (2%8168)1-* (31;5)6*19
Second largest 0.377 —2.715 —0.482 —2.699
shareholders (0.181) —(1.348) (0.299) (0.944)
. —0.052 0.0467 —0.013 0.0246
Stock collateral ratio (~1.372) (1.52) €0.49) (0.526)
0.462 2.013 1.043 4.787
Log corporate age (0.219) (0.835) (0.564) (1.753)*
—1.833 1.433 0.213 —0.0218
Log marketvalue — (_77gj2y (1.48) (0.278) 0.019)
AdjustedR2 42.10% 49.19% 9.86% 13.93%
F value 9.87 12.425 2.269 3.007
P value 0.0001 0.0001 0.0608 0.0178

B. Cross-shareholding and other variables
Dependent variable: Control
Classifies the sample by cash flow rights into four groups

Factors MinvQq Q1~Med Med~Q3 Qz~Max

24.24 —1.974 33.029 34.999
Intercept (1.951)*  (-0.127) (3773 (2.423)*
Cross-shareholding 1(8;31)*** (38324%%*** (35383)9*** (259348%%
Participative —-1.25 —1.647 -15 2.793
management +0.556) (0.678) (0.991) (0.957)
Second largest 0.315 —2.125 —0.613 —1.946
shareholders (0.155) —0.758) (0.399) (0.62)

_ —0.016 0.041 —0.036 0.034

Stock collateral ratio  (_0.411) (1.088) £1.441) (0.673)

—2.692 1.452 —0.042 4.15
Log corporate age (7 57g) (0.491) £0.023) (1.456)

—-0.816 1.73 0.162 -0.18
Log market value (—0.794) (1.181) (0.219) 0.146)
Adjusted R? 44.59% 25.31% 16.55% 6.88%
F value 9.182 4.332 2.918 1.764
P value 0.0001 0.0013 0.0158 0.1233

*: significant at 10% level; **: significant at 5% level; ***: significant at 1% level.
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largest shareholders. These variables are dummy variables. LAGE is for the log of
company’s age, LMV for the log of company’s market value, EBIT for the earnings
before interest and tax, RDAD for R&D and advertising expenditure, and DEBT for
debt ratio. This model assumes the ratio a$lc flow rights to control right (hereafter,
cash-control rights ratio) and &ty Q are endogenously determined.

The cash flow rights of controlling shareholders can be determined in two ap-
proaches, Casf’ and Cash Therefore, in equations (1) and (2), the cash-control
rights ratio has two results. In addition to the complete sample, the analysis is also
conducted by classifying sampled companigs three groups of family control struc-
ture, other ultimate control structure andiely held companies. The results are shown
in Tables 7, 8, 9 and 10.

Table 7 reports the results of 3SLS of all sample companies. The models of
cash flow and Proxy Q, reported in the first two columns of Table 7, indicate that
the largest shareholders have lower cash flow rights if they use the method of cross-
shareholding. The coefficients of CRS ar&.84 and—5.64, both reaching the 5%
significance level. This suggests that thess-shareholding approach can enhance the
control of the largest shareholders. In thedabusing the cash-control rights ratio and
Proxy Q, for the largest shareholders withgiyridal structure and cross-shareholding,
their cash-control rights ratio is smaller. Both the coefficients of CRS and PYR are
smaller than zero and both reach the 5% significance level. This suggests these largest
shareholders can lower their cash flow riglgiven a certain level of control right, or
they can enjoy higher control right gimecertain cash flow ghts. In the Industry-
adjusted Proxy Q regression equation, wheshdéw rights or the cash-control rights
ratio become larger, the interests of colliing shareholders and minority tend to con-
verge. Then the expropriation of small shareholders by the largest shareholders will
be smaller, and the corporate value will be higher. The coefficients of cash flow rights
and the cash-control rights ratio are larger than zero, and both reach 5% significant
level. On the other hand, if the largest shareholders use pyramidal structure or cross-
shareholding to increase their control, they can lower their cash flow rights, leading
to a more severe agency problem. Thislwsult in more expropriation of minority
shareholders and lower corporate value. These empirical results are consistent with
the findings in Claessens et al. (1999). Ondings also suggest that cash flow rights
and the cash-control rights ratio will affect corporate value. We therefore argue that
the deviation of control from that cash flow rights of the controlling shareholders is a
proper measure of the wealth expriggion of minority shareholders.
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Table7 The Expropriation of Minority Shareholders and Corporate value —
The Resultsof 3SL S (Total Sample)

To investigate whether the effect of ownership structure on corporate value is exogenously
or endogenously determined, this study uses kanaous equation regression (3SLS, three-
stage least squares method) to determine the relation between the degree of deviation of
control from cash flow rights and corporate value. The dependent variables are'®ASH
CASH®, CASH%%CON, and CASIH/CON. We first analyze the entire sample. The 3SLS

model is developed as follows:
(CaslfControl) = f(Proxy Q PYR, CRS MGT, SEC LAGE, LMV, EBIT)
Proxy Q= f(Cash/Control SEC RDAD, DEBT, LMV )

CASH!0 CASH® CASHYYCON  CASH/CON
34.1342 42.7637 0.8240 1.4109
Intercept (1.4270) (2.579)* (3.879)%** (4.166)**
: —6.0154 —3.9694 —0.2849 —0.1453
Pyramldal structure (_1_407) (_1_342) (—7.881)*** (—2.746)***
: —7.8407 —5.6399 —0.2314 —0.0842
Cross—shareholdlng (_2_207)** (_2_294)** (—7.926)*** (_2_250)**
Participative 3.5070 2.3309 0.0041 —0.0288
management (1.085) (1.042) (0.160) —((888)
Second largest —8.6200 —6.9275 0.0018 —0.0607
shareholders +2.582)** (—2.990)*** (0.058) (+1.183)
0.9451 1.2262 0.0142 0.0059
Log corporate age (0.273) (0.513) (0.523) (0.0322)
—0.6488 —2.7175 0.0158 —0.0828
Log marketvalue — (_373) (-1.648) (0.719) £2.245)%
1.9880 1.6157 —0.0044 0.0324
EBIT (1.455) (1.705)* ¢0.363) (1.639)
Industry-adjusted —23.3464 —12.4698 —0.0171 —0.0634
Proxy 5 (1.040) 4.567)***  (—0.084) (-0.1870)
Industry-adjusted Proxy Q
—2.7434 —2.8889 —1.7399 —2.5626
Intercept (—4.432)%*  (—4567)%*  (-3.448)**  (—4.221)*
0.0308
CASH00 (4.242)%
0.0348
0.5193
CASH!YCON (2.225)**
1.1855
CASHY/CON (3.768)***
Second largest 0.2312 0.2180 0.0365 0.0407
shareholders (2.058)** (1.972)* (0.402) (0.407)
R&D and Adv. 0.0292 0.0093 0.0045 0.0056
expenditure (1.637) (0.527) (0.340) (0.522)
. —0.0108 —0.0087 —0.0120 —0.0073
Debt ratio (—3.160)***  (—2.485)** (4.001)*** (—2.095)**
0.2417 0.2732 0.1910 0.2327
LOg market value (4.694)*** (5_073)*** (4_404)*** (4.665)***
R? 0.2079 0.2345 0.3966 0.3170

*: significant at 10% level; **: significant at 5% level; ***: significant at 1% level.
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Table8 The Expropriation of Minority Shareholders and Corporate Value —
The Results of 3SL S (Family-Controlled Companies)

To investigate whether the effect of ownership structure on corporate value is exogenously
or endogenously determined, this study uses kaneous equation regression (3SLS, three-
stage least squares method) to find out the relation between the degree of deviation of control
from cash flow rights and corporate value. The dependent variables are 6ASASH,
CASH!9%CON, and CASK/CON. We divided our sample into family-controlled compa-
nies and other control type companies. Table 8 shows the results of family-controlled com-
panies. The 3SLS model is developed as follows:

(Cash/Control) = f(Proxy Q PYR, CRS MGT, SEC LAGE, LMV, EBIT)

Proxy Q= f(Cash/Control SEC RDAD, DEBT, LMV)

CASH!0 CASH? CASHYYCON  CASH/CON
13.3652 —52.8896 0.5796 —0.5220
Intercept (0.154) (-0.306) (0.505) £0.156)
, —14.4114 —11.421 —0.3589 —-0.2715
Pyramidal structure  (Z175g2) (-0.652) 3.017)*  (-0.792)

. —14.2116 —20.1928 —0.2357 —0.3117
Cross-shareholding  (Zg'883) (-0.623) 1.103) (-0.499)
Participative 1.1836 6.4082 0.0415 0.1467
management (0.069) (0.189) (0.183) (0.223)
Second largest —8.6829 —12.1577 —0.0344 —0.1398
shareholders £0.641) (-0.448) (-0.190) (-0.267)

3.6170 14.3224 0.0223 0.2157
Log corporate age (0.286) (0.582) (0.137) (0.453)
2.1247 4.1363 0.0390 0.0548
Log market value (0.286) (0.276) (0.391) (0.189)
0.9763 1.7928 —0.0006 0.0119
EBIT (0.354) (0.326) £0.015) (0.112)
Industry-adjusted —26.2416 —78.5209 —0.2604 —1.2241
Proxy (3 (-0.278) (-0.419) 0.207) (-0.336)
Industry-adjusted Proxy Q
~1.6 —2.1209 —1.3561 —2.034
Intercept (-2. 835)*** (=3 114y (—2.479)** (—2. 779)***
0.0150
CASH!00 (2.842)%+
0.0190
CASH (2.718)%*
0.4989
CASH!%%CON (2.229)**
0.7569
CASHY/CON (2.253)**
Second largest 0.0179 0.0375 —0.0571 —0.0184
shareholders (0.175) (0.357) —0.592) (0.184)
R&D and Adbv. —0.0156 —0.0330 —0.0093 —0.0273
expenditure £0.744) (1.534) (0.466) 1.283)
. —0.0038 —0.0017 —0.0049 —0.0025
Debt ratio (—1.383) (-0.703) (-2.033)** (—0.997)
0.1398 0.2001 0.1277 0.1942
Log market value (2_715)*** (3_234)*** (2 540)** (2.980)***
R? 0.1418 0.1396 0.2554 0.1464

*: significant at 10% level; **: significant at 5% level; ***: significant at 1% level.
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Table9 The Expropriation of Minority Shareholders and Corporate Value —
The Resultsof 3SLS (Other Control Structures)

To investigate whether the effect of ownership structure on corporate value is exogenously
or endogenously determined, this study uses kaneous equation regression (3SLS, three-
stage least squares method) to find out the relation between the degree of deviation of control
from cash flow rights and corporate value. The dependent variables are 6ASASH,
CASH!9%CON, and CASK/CON. We divided our sample into family-controlled compa-
nies and other control type companies. Table 8 shows the results of other control type com-
panies. The 3SLS model is developed as follows:

(Cash/Control) = f(Proxy Q PYR, CRS MGT, SEC LAGE, LMV, EBIT)

Proxy Q= f(Casl/Control SEC, RDAD, DEBT, LMV)

CASH!® CASH’ CASH%CON CASH/CON
17.8444 8.6797 0.9768 0.7621
Intercept (0.663) (0.267) (3.849)% (1.511)
: —10.2081 —13.7757 —0.0911 —0.2090
Pyramidal structure  (1'577) (1.818)*  (~1.556) 1.714)

, —10.1562 —11.6798 —0.1312 —0.1921
Cross-shareholding (7539 (-1.425) (-2.017)* (—1.453)
Participative —0.4315 0.2882 —0.0649 —0.0469
managemen . . . —V.

g t ~0.085) (0.046) £1.274) (-0.446)
Second largest —5.6473 —0.1829 0.0252 0.1775
shareholders -(0.840) (0.023) (0.402) (2.417)

—2.7471 —1.8538 —0.0334 —0.0280
Log corporate age  (_(.471) (-0.256) (-0.581) (-0.235)
4.1594 4.3167 0.0178 0.0248
Log market value (1.545) (1.328) (0.709) (0.497)
—0.1076 0.4201 0.0056 0.0221
EBIT (—0.108) (0.346) (0.594) (1.159)
Industr adjusted —8.3744 —13.6158 —0.1004 —0.2669
Proxy 5 (0.794) 1.076) (-1.032) (-1.387)
Industry-adjusted Proxy Q
—2.6972 2.5816 —5.5763 —3.4725
Intercept (-1.931)»  (-1.876)* (—2.538)** (—2.062)
0.0149
CASH!® (0.610)
0.0138
CASH’ (0.651)
4.1004
CASH0YCON (1.796)*
2.0081
CASHY/CON (1.328)
Second largest 0.2717 0.2320 —0.0223 —0.0813
shareholders (0.710) (0.628) —0.063) (0.189)
R&D and Adlv. —0.0154 —0.0251 —0.0077 —0.0274
expenditure £0.218) 0.319) (-0.111) (-0.305)
. —0.0367 —0.0383 —0.0419 —0.0440
Debt ratio (—2.407)**  (-2. 317)** (—3.034)*** (—2.521)*
0.3881 0.394 0.3636 0.3869
LOg market value (2858)*** (2 835)*** (2764) (2562)**
R? 0.5387 0.4937 0.5415 0.4775

*: significant at 10% level; **: significant at 5% level; ***: significant at 1% level.
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Table 10 The Expropriation of Minority Shareholders and Corporate Value —
Adjusted Cash Flow Rightsby Stock Collateral Ratio (Total Sample)

To investigate whether the effect of ownership structure on corporate value is exoge-
nously or endogenously determined, this stugges simultaneous equation regression
(3SLS, three-stage least squares methodjn out the relation between the degree of
deviation of control from cash flow rights and corporate value. The dependent vari-
ables are CASH?x (1-SCR), CASH x (1-SCR), CASHx (1—SCR)/CON, CASHKx
(1-SCR)/CON, and SCR. The 3SLS model is developed as follows:

(Cash/Control) = f(Proxy Q PYR, CRS MGT, SEC LAGE, LMV, EBIT)
Proxy Q= f(Cash/Control SEC, RDAD, DEBT, LMV)
CASHI®x CASHOx  CASHIx  CASH’x <cR
(1-SCR) _ (1-SCR) (1-SCR)/CON(1—SCR)/CON
Intercent 40.7178  44.3631 0.9624 1.3033 6.8941
ntercep (2:990)*** (3.5A1)** (2.399)* (2.699)"*  (0.116)
. ~1.0677 —1.0048 —0.0700 0.0014 8.4160
Pyramidal structure  (_5'565)  (-0.641) (-1.356) (0.023) (0.915)
. ~2.8743 -2.1919  —0.0547 0.0062 1.9311
Cross-shareholding  (_7'719)* (-1.551) (-1.308) (0.151) (0.441)
Participative 1.1034 0.4899 —0.0252 —0.0048 2.3663
management (0.773) (0.427) —0.893) (0.144) (0.506)
Second largest ~4.5602  —4.1309 0.0435 0.0337  —3.3696
shareholders {2.251)** (—2.168)*  (0.691) (0.437) (0.367)
0.2193 0.1393 —0.0033 —0.0082 1.6002
Log corporate age (0.153) (0125) (0.138) (-0.334) (0:381)
-2.2419 -3.2073  —0.0357 —0.0938 1.6401
Log market value (1. 537) (-2.339)* (~0.787) (-1.709)* (0.245)
1.102 0.8691 0.0292 0.0064  —2.6900
EBIT (1.346) (1.132) (1.237) (0.215) —0.769)
Industry-adjusted —0.6690 2.4220 0.0568 0.4302 —12.6950
Proxy O (-0.049) (0.188) (0.137) (0.843)  ~0.209)
Industry- adjusted Proxy Q
Intercent —25713 -2.7960 —1.932 —2.503 0,0047
ntercep (—4. 043)*** (—4.187)%* (-3 534)*** (-3 773)*** (0.0006)
CASH!% (1-SCR) (2834)***
CASH® (1-SCR) R
CASH!0 (1—SCR)/CON éjﬁ%%m
CASH® (1-SCR)/CON (597 5o
Stock collateral ratio (:%94218;3**
Second largest 0.1746 0.1741 —0.0943 —0.0722 —0.1380
shareholders (1.294) (1.472) —(.854) (-0.594) (-0.949)
R&D and Adv. ~0.0002  —0.0002 0.0051  —0.0048 —0.0100
expenditure £0.014)  (-0.015) (0.598) £0.495) (-0.592)
. ~0.0057 —0.0048  —0.0056 —0.0007 —0.0015
Debt ratio (-1.394)  (1.143) (-1.442) (-0.148) (-0.236)
0.2090 0.2478 0.1475 0.1892 0.0771
Log market value (3.845)+  (4.363)"* (2.983)**  (3.362)"*  (1.078)
R? 0.2808 0.2890 0.4029 0.3788 0.3483

*: significant at 10% level; **: significant at 5% level; ***: significant at 1% level.
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In addition, Table 7 also indicates theigience of second largest shareholders
providing a monitoring function. Although éhlargest shareholders’ cash flow rights
of companies with second largest shareleo$ is smaller than those without second
largest shareholders (the impact of SEC to cash flow rights is significantly smaller
than zero), the corporate value of the former group is higher due to the effect of mon-
itoring provided by the second largest sttaolders (the impact of SEC to Proxy Q is
significantly larger than zero). For compes with higher EBIT in the past five years,
the largest shareholders will tend to have higher cash flow rights. Debt ratio appears to
have significant negative impact on corporate value, while company size has significant
positive impact on corporate value.

We further divided the sample with ultimate owners into two groups, which are
family control structure, and other contrdrscture, and their empirical results are
shown in Tables 8 and 9. Although cash flow rights and the cash-control rights ratio
are positively related to corporate value ihthlree groups, the family control structure
exhibits the most significant relationshifhat is, for family controlled companies,
when the cash flow rights or the cash-cohtights ratio become smaller, the expro-
priation of minority shareholders will be difier and corporate value will be lower. As
family controlled companies usually have their family members serve as directors or
in top management positions, the potahlamage of their expropriation on minor-
ity shareholders and corporate valudlie higher. Further, the use of CAS# or
CASH has similar results in our study.

As shareholders are able to use their shares as collateral to obtain loans from
financial institutions in Taiwan, the largeshareholders may use this approach to ac-
quire additional shares to enhance their control rights. However, when share prices
drop, financial institutions will ask thborrowers to pay back the loan or put more
shares up for collateral. If the shareholders are not able to comply with the demand
by the financial institutions, their collatdized shares may be sold at a loss. To avoid
personal loss, the largest shareholdery mésuse their companies’ resources to up-
hold the share prices or even siphon off corporate assets. Therefore, it is likely that the
higher the amount of shares collateralized, the more severe the agency problem and the
lower the corporate value. Table 10 provides further evidence for this argument (the
impact of SCR to firm value is significantlyraller than zero). Furthermore, when the
effect of collateralized shares on cash flow right is removed by multiplying ¢bl-
lateral ratio), the adjusted cash flow rightslghe cash-control rights ratio both exhibit
positive impact on corporate value at a highignificance level than the results of Ta-
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ble 7. Therefore we argue that the stock collateralized ratio of controlling shareholders
is another proper measure of expropoati We also classify the sample companies
into family controlled structure, other ultiame control structure, and widely-held cor-
porations to test the effects of both the adjusted cash flow rights and the cash-control
rights ratio upon firm value. The results are similar to Table 10.

6. CONCLUSIONS

Security regulations and information disalos requirements will definitely influence
the ownership structure of publicly tradedrmapanies. The study of ownership struc-
ture and firm value might be misleading without considering the unique regulations
of different countries. This research providesthier evidence to identify the ultimate
controlling structure and the degree of expriation of minority shareholders of listed
companies in Taiwan. We found that Claessens et al. (2000) apparently underesti-
mate the average control rights of the kesgshareholders as well as the percentage of
family controlled companies in Taiwan due to the insufficient disclosure of equity in-
formation. In Taiwan, only those sharehalglevith more than 10% of shareholding are
required to disclosure equity related infoation, such as the identities, purpose and
financial sources of their investment, as lhad subsequent equity transactions, etc..
These disclosure regulations will motivatee larger shareholders to diversify their
shareholding in order to avoid the disclosuand conceal the real identities of owners,
which result in misleading informaticabout the ownership structure in Taiwan.

Expropriation of minority shareholdetsas been a concern in corporate gover-
nance. Different ownership structures provide different environments for preventing
expropriation of minority shareholders. his study uses the data from listed com-
panies in Taiwan to obtain further evidence on expropriation behavior. The findings
imply higher cash flow rights are assoc@teith higher market value, while devia-
tion of control from cash flow rights reducesrporate value, especially for companies
under family control. In addition, the high¢he collateralization of stock shares of
the controlling shareholders, the more severe the agency problem and the lower the
corporate value. We suggest that the deeiaof control from cash-flow rights and
the degree of stock collateralization of tbentrolling shareholders are two important
variables in measuring the exprogita of minority shareholders.

From our empirical results under the ingdate equity informan disclosure en-
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vironment, we suggest that the regulations covering disclosure of ownership structure
should adopt the concept of the ultimate control proposed by La Porta et al. (1999)
in order to impede the expropriation of mitgrbehavior. That is, the disclosed own-
ership structure information should incle the whole ownership structure chain and
the shares information in order to trace and identify who owns the most votes in the
company and how many votes the controlling shareholder owns.
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APPENDIX: Example of Ownership Structure

Taking the Formosa Plastics Group as aareple to illustrate ta control rights and
cash-flow rights variables, it was foundegMr. Yung-Ching Wang. Itis composed of

four listed companies: Formosa Plastite core and the first incorporated company;
Nan-Ya Plastics, the largest one in terms of size; Formosa Chemicals and Fiber; and
Formosa Taffeta. Figure Al depicts the Wang Family’s ownership structure in the
Formosa Plastics Group.

Wang's family

A

Nominal investment
companies and other entities

=,

18.61% ...+

< 40.41%

15.65%....-
a2 07% - 4.89%
Formosa [* 7] Nan-Ya [ Formosa Chemicals| | Formosa
PR "y, _> IR TP .> . 0
Plastics [ g195| Plastics [5 7z and Fiber 37.204 Taffeta
| 3.55% §
4.72%

Note: The nominal investment companies and other entities, including Chin’s In-
ternational Investment Co., Wan-shobmernational Investment Co., Chang
Gung University and Chang Gung Hospital.

Figure A1 The Ownership Structure of the Formosa Plastics Group
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1. Control rights

For Na-Ya Plastics, Mr. Yung-Ching Wangéhis brother, Mr. Yung-Zai Wang own
6.44% and 6.07% shares in their own names, i.e. by direct control. Formosa Plastics
and Formosa Chemicals and Fiber also own 4.61% and 4.89% of Nan-Ya's shares,
which are thus indirectly controlled e Wangs. Two nominal investment compa-
nies, Chin’s International InvestmenobC and Wan-Shoon International Investment
Co. own 3.52% and 4.42% of Nan-Ya respectively. Through other entities such as
Chang Gung Hospital and Chang Gung Unsit;, the Wang family again controls an-
other 2.35% and 4.03% of Nan-Ya. Thus theaes of Nan-Ya ultimately controlled by
Wang’s family sum up to 36.33%. By similaalculation, the control rights in Wang’s
Family in Formosa Plastics and Formodaeticals and Fiber are 32.85% and 64.72%.
The detailed calculations of the contrajhts of the Wang Family (CON) follow:

CONnanrva Plastics
= (direct shareholding} shareholding through nominal investment company and

other entitiest [indirect shareholding: tirough Formosa Plastics) (through
Formosa Chemicals and Fiber)
=12.51%+ 14.32%+ 4.61%+ 4.89%= 36.33%

CONrormosa Plastics
= (direct shareholding} shareholding through nominal investment company and

other entitiest [indirect shareholding: firough Na-Ya Plastics) (through For-
mosa Chemicals and Fiber)]
= 8.41%-+ 15.65%+ 4.07%+ 4.72%= 32.85%

CONFormosa CherFib
= (direct shareholding} shareholding through nominal investment company and

other entities+ [indirect shareholding: tbrough Formosa Plastics) (through
Formosa Plastics)
= 18.61%+ 40.41%+ 3.55%-+ 2.15%= 64.72%

For Formosa Taffeta, Wang does not directly own the shares through a family
member or any nominal investment company, but indirectly owns 37.2% of shares
through Formosa Chemicals and Fiber. Thus the control rights of Wang’s family in
Formosa Taffeta are 37.2%. Under the 20%otficriterion, Formosa Plastics, Nan-Ya
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Plastics, Formosa Chemicals and Fiber, aathtosa Taffeta are all thus classified as
family-controlled companies.

2. Cash flow rights

(1) Suppose Wang's family invests 100% o€tbapital of these nominal investment
companies and other entities (direct control)

Under this assumption, the direct control of Wang’s family is 24.06% in Formosa
Plastics, 26.83% in Nan-Ya Plastics, G8% in Formosa Chemical and Fiber, and
37.20% in Formosa Taffeta.

For Formosa Plastics, the direct shasklings of Wang's family are 24.06%. Be-
cause the direct shareholdings of Wang’s family in Nan-Ya are 26.83%, and the indirect
shareholdings of Nan-Ya in Formosa Piestre 4.07%, the cash flow rights of Wang'’s
family in Formosa Plastics are 1.09% (8% multiplied by 4.07%). Similarly, the
direct shareholdings of Wang’s family iformosa Chemicals and Fiber are 59.02%,
and the indirect shareholdings of Formosae@icals and Fiber in Formosa Plastics
are 4.72%, the cash flow rights of Wangsriily in Formosa Plastics are 2.786%. The
cash flow rights in Wang’s family in these four companies (C¥tare as follows:

CASHYO . plastics= 24.06%+ 0.2683x 4.07%+ 0.5902x 4.72% = 27.94%

CASH | bastics= 26.83%+ 0.2406 x 4.61%+ 0.5902 x 4.89% = 30.825%

CASHY . chenfib = 59.02%+ 0.240 x 3.55%- 0.2683x 2.15% = 60.451%

CASH® s Taffeta= 0.5902x 37.2% + 0.2406x 0.0355x 37.2%
+0.2683x 0.0215x 37.2% = 27.488%

(2) Suppose Wang’s family invests 0% of the capital of these nominal investment com-
panies and other entities (indirect control)
Under this assumption, the direct sbloldings of Wang’s family in Formosa
Plastics, Nan-Ya Plastics, Formosa @tieals and Fiber are 8.41%, 12.51%, and
18.61%, respectively. According to theentioned ownership, the cash flow rights
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of Wang’s Family in these four companies (CHshre calculated as follows:

CASH, mosa plasice 8-41%-+ 0.1251x 4.07%-+ 0.1861x 4.72%= 9.798%

CASH o1rva plastics= 1251%+ 0.0841 x 4.61%+ 0.1861 x 4.89% = 13.808%

CASH2m0sa Chenfib = 18.61%+ 0.0841 x 3.55%+ 0.1251 x 2.15% = 19.178%

CASH, mosatafier= 0-1861x 37.2% + 0.0841x 0.0355x 37.2%
+0.1251x 0.0215% 37.2% = 7.134%
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