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ABSTRACT

This paper is a primer on corporate performance, corporate governance, and their
interrelationships and measurement systems, with particular focus on Small and Medium-
Sized Enterprises (SMEs). This is the first report of a larger on going research project.

In the domain of performance measurement the paper describes the trend from
financial to non-financial measures, as well as a taxonomy of measures and the impact of
the TQM movement on measurement practices. In the domain of governance, governance
as a general concept is presented, followed by the more specific concept of corporate
governance. Four theories of corporate governance are explained, along with literature
findings on the relationship between corporate governance and corporate performance, with

reference to both works on large firms and works on SMEs.
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I. INTRODUCTION

Corporate governance concerns are old. Traces of the concept have been found in
Shakespeare’s The Merchant of Venice and in Adam Smith’s The Wealth of Nations
(Tricker (2005)). In recent decades, particularly since the 90’s, the study of corporate
governance has seen an unprecedented impulse: it is, indeed, a subject in the news.
Scandals such as Enron’s just gave further strength to an existing wave.

This paper is a primer on corporate governance, corporate performance and their
relationships. Two of its characteristics can be pointed out: its emphasis on the literature
related to the measurement of corporate governance and corporate performance; and its
application of concepts to Small and Medium-Sized Enterprises (SMEs). Methods to
measure performance and governance are critical if we are to understand how the two
concepts are related.

The paper aims at systematizing existing knowledge on corporate governance,
including contingency success factors and performance measures. The research review
looks primarily at the "big questions" in the field, although questions that deserve attention
are presented, even if they are not "big". Until recently, most studies on corporate
governance were related to large enterprises, particularly publicly-owned firms. In the past
few years, however, the interest in corporate governance has spread to smaller
organizations (Gabrielsson (ca. 2004), Gabrielsson (2003), Gabrielsson et al. (2004), Steger
(2004)).

In spite of the large number of works published during the past decades, there are
important areas of corporate governance still unexplored, such as the application of
corporate governance in emergent economies. Governance issues in Latin American and
Argentine firms have been studied (OECD (2003), Apreda (2001), and Agosin et al.
(2003)), but there is much room for further contributions to this topic, for example, how
financial and accounting performance and corporate measures can be expanded to include
other important operational indicators. The technology to expand measurement already

exists and there is ample opportunity to apply it to corporate governance in SMEs.

? For a detailed account of the Enron scandal from the perspective of corporate and global governance, see
Apreda (2003 b).



The rest of this paper is organized as follows. Section II is a preliminary, non
systematic review on performance measurement. The trend from financial to non-financial
measures is analyzed and a taxonomy of performance measures is presented, as well as the
impact of the Total Quality Management (TQM) movement as a driver towards non-
financial measures. Design and implementation of performance management systems is an
important topic considered in this section. Finally, literature contributions to performance
measurement at SMEs are briefly reviewed.

Section I1I is a short review of the literature on corporate governance. Governance as
a general concept is presented, previous to the more specific concept of corporate
governance. Four theories of corporate governance are explained: agency theory,
stewardship theory, resource based theory, and stakeholder theory. Two important concepts
close the section: corporate governance measurement and the application of corporate
governance concepts to SMEs.

Section IV looks at the relationship between corporate governance and corporate
performance. Reference is made to both works on large firms and works on SMEs. Section

V is a short conclusion.

II. PERFORMANCE MEASUREMENT, WITH PARTICULAR ATTENTION TO
SMALL FIRMS

I1.1 Performance evaluation: from financial to non-financial measures

The word performance will be used with a wider meaning than productivity. While
productivity relates an operations’ output to the inputs required to produce it,
performance—as we understand it—measures, in addition to productivity, many other
concepts, such as the degree to which the firm meets customer expectations, the quality of
working life, and product quality. If productivity relates to efficiency (how well resources
are being used), performance relates to effectiveness (how well customers demands are
being met). Performance measurement is “the process of quantifying action, where
measurement is the process of quantification and action leads to performance.” A
performance measurement system, in addition, is a set of metrics used to quantify action

(Neely et al. (1995)).



Several reasons account for the popularity reached by performance measurement in
recent years. These include: the changing nature of work; increasing competition; specific
improvement initiatives; national and international quality awards; changing organizational
roles; changing external demands; and the power of information technology (Neely (1999)).

Performance measures have traditionally been financial. However, more and more
they are being considered insufficient by themselves®. One of the strongest concerns is that
financial reporting often do no support investment in new technologies and markets, and
this investment is required for enterprise advancement. Corporate balances measure
historical issues, but they do not indicate potential yield of future technological and
commercial opportunities. When financial measures were developed, corporate markets and
products were much simpler than today’s. Finally, financial measures tend to focus on the
short term: the short length of employment of top executives and the practice to manipulate
accounting figures do strengthen short term expectations.

In order to be useful, a performance measurement system has to be in line with
corporate policies and must be applied consistently to realize strategy. It has also to be
multidimensional, in order to capture the many aspects of an enterprise, its products and
services. Approaches such as the balanced scorecard (Kaplan and Norton (1992)) and the
multiple dimensions of quality (Garvin (1988)) were introduced to deal with the complexity

of measuring efficiency and effectiveness.

I1.2 Perspectives on performance measures
I1.2.1 A taxonomy of performance measures

Given the great number of performance measures used through the years, some
order in classification was called for. White (1996) proposes a taxonomy of strategy-related
performance measures, reproduced in Table 1. The taxonomy deals with five
classifications: competitive capability, data source, data type, reference, and process

orientation.

* This paragraph is based on Eccles (2004).



Classification Measure’s focus

Competitive capability

e Cost Some aspect of cost

*  Quality Some aspect of quality

¢  Flexibility Some aspect of flexibility

e Delivery reliability | Delivery reliability

e Speed Speed
Data source o o

e Internal Data from sources within organization

e External Data from sources outside organization
Data type

Based on perception or opinion

e Subjective . . .
. Based on observable facts not involving opinion

e Objective
Reference

e Benchmark

e Self-referenced

Compares an organization with others

Does not involve any comparison with another
organization

Orientation Input to some process

* Process input Outcome of some process
e Process outcome

Table 1. Classification of performance measures. Source: White (1996).

Table 1 can be used as a concept checklist to follow performance evolution through
the history of an organization. A firm might detect that its evaluation of human resources
performance is based on subjective data and that biased perceptions and opinions
negatively affect company climate; the taxonomy then can remind the management that
there are objective ways to conduct human resources evaluation. Likewise, a company
could have been oriented to judge only the outcome of a production process but, faced with
the need to improve product quality, the taxonomy suggests that controlling process inputs

is equally possible and generally valuable.

I1.2.2 TQM as a driver to non-financial measures
Total Quality Management (TQM) is a rich source of methods for performance
measurement systems, which aim to evaluate the outcomes of overall corporate strategy.

Thus, there must be harmony between strategy and the measurement system. TQM



measures exhibit three important characteristics which help to put in parallel day-to-day
actions and long-term goals: (1) They measure productivity and quality from a customer’s
viewpoint; (2) they are operations oriented, rather than accounting control oriented; and (3)
they are disaggregated and function specific (Wruck and Jensen (1998)). The rest of this
section shows how TQM tools, such as the national quality awards, standards such as ISO
9000, and benchmarking, set the trend for the introduction of a variety of measures of
corporate performance.’

National Quality Awards. Performance measurement seeks to evaluate a large
variety of items, a practice that strengthens the new trend towards non-financial measures.
TQM was one of the main drivers to introduce non-financial measures in corporate
evaluation. For example, Argentina’s National Quality Award Basis, which are a model for
evaluating organizational and management excellence in all kinds of organizations®, gives
an important number of points to the analysis of non-financial results.

Table 2 compares the maximum allowable points for the components of the award
model, for two versions of the award basis, corresponding to 1999 and 2004.” There are
three main modules: leadership, management system, and results. The two versions differ
slightly as performance measurement systems evolve. The maximum number of points to
be assigned is 1000.

The maximum assigned to leadership was reduced from 150 in 1999 to 110 in 2004.
Other minor changes can be detected when comparing points for these two years, including
the following: the maximum number of points for economic-financial results was reduced
from 90 to 80 while the corresponding figure for operational results was increased from 50
to 70. These modifications suggest, in our opinion, a trend change that gives more
importance to operations measures at the expense of financial measures.

Notice that customer satisfaction is among the indicators considered by the Award,

as it is a fundamental measure of a firm’s performance. It is not enough that a company gets

3 The rest of this section is based on Yacuzzi (2005), Fundacién Premio Nacional a la Calidad (1999), and
Fundacion Premio Nacional a la Calidad (2004).

® The Argentine award is very similar in general terms to other foreign awards, such as the Malcolm Balrige
National Quality Award, USA.

" Sources: Fundacién Premio Nacional a la Calidad (1999) and Fundacién Premio Nacional a la Calidad
(2004).



good evaluation related to quality indicators if customer satisfaction and loyalty, market
share evolution, and similar measures are not considered.

ISO 9000 standards. The trend change is visible through new standards, such as
ISO 9000:2000, which incorporate the following aspects for evaluating corporate quality
systems.

e Customer-focused organization

e Leadership

® Personnel participation

® Process-based approach

¢ Systems-based management

e Decision making based on facts

e Continuous improvement of processes

® Mutually beneficial relationship with suppliers.

A fundamental idea behind these systems is that “things that matter must be
measured”. If a company strategy highlights the importance of customer care, measures of
how well the customer is being treated are key to the company. TQM people is fond of
saying: “what is not measured cannot be improved, and even if it is improved, there is no
way to know it”. Argentina’s National Quality Award Basis indicate that, as part of each
factor evaluation, the cycle of continuous improvement must be examined, inquiring in how
processes are evaluated and improved.

In short, the quality movement has so far been the main driver of an expansion in
the scope of performance measurement. Its compound metrics define measurement criteria
in detail, and suggest that multiple measures, both financial and non-financial, are required.
It is necessary to examine corporate strategy and inquire into what measures (financial and
non-financial) must be controlled in order to achieve good financial results, sustainable in
time. Families of measures have been proposed that include, for example, product quality,

cash flow, process innovation, return on investment, and production process efficiency.



Table of maximum number of points
1999 2004
Component . .
version version
Leadership 150 110
Strategic direction 70 50
Compromise 50 30
Social responsibility 30 30
Management system 400 440
Strategic planning 100 80
Planning process/strategy development 60 50
Strategies and plans/operational plans 40 30
Focus on customers and markets 100 100
Knowledge of customers and markets 35 30
Management of customer relations 25 25
Management of marketing channels N/A 10
Management of complaints and claims 15 10
Determination of customer satisfaction and
loyalty 25 25
Process management 100 100
Focus on process management 30 20
Design processes/design processes of products
and services 25 20
Back-up, production and service processes 20 50
Supplier-related processes 10 10
Chain-distribution-related processes 15 N/A
Human resources management/People management
Planning and execution/People and work 100 100
organization
Education, training and development 40 40
Personnel satisfaction/people satisfaction 30 30
30 30
Results 450 450
Customer management results 120 100
Market share results 50 50
Economic-financial results 90 80
Operational results 50 70
Supplier-related results 20 20
Distribution-channel results 20 N/A
Human resources/people management related
results 60 80
Social responsibility-related results 40 50

Table 2. National Quality Award, Argentina. Table with maximum number of
points that can be assigned, classified in three components, for two years: 1999 and 2004.

Note: components to the left of the 7 correspond to 1999; components to the right, to

2004; ‘N/A’: Not applicable.



Benchmarking. An important component of the quality movement is
benchmarking, that is, ‘the comparison of processes and results that represent best practices
and best performance for similar activities, be it in the same business sector to which the
organization belongs to or in any other”.® Comparison of processes and results is made
through both financial and non-financial measures, the latter being the most important for
continuous improvement. Benchmarking impact is in large part psychological, since
directors and employees become conscious of process possibilities and therefore change
attitudes. In addition, benchmarking allows organizations to set objectives on the basis of
concrete data, rather than on intuition; it facilitates implementation of process
improvements, and it increases consciousness about the benefits of new technologies.9

Benchmarking assumes the following: (1) The firm knows its operational strengths
and weaknesses; (2) the firm knows its competitors and industry leaders; and (3) the firm is
decided to incorporate the best methods to gain superiority, by imitating and surpassing the
strength of the industry leaders.'? These assumptions make mandatory the design and use of

a solid performance measurement system.

I1.3 Performance measurement systems: design and implementation

There are systematic ways to design a performance measurement system. Neely el
al. (1997) provide one of such ways. Previously, Thor (1993 a) had offered 10 rules to build
a measurement system and proposed a method to assemble a family of measures (Thor
(1993 b, 1993 c)). The method starts by considering what elements are important to
measure, on the basis of the mission of each group in the organization, its clients (internal
and external), its products and services; then a ranking is established in order to determine
which the most important measures are. This determination can be performed by a
committee, by the head of a department, or with the participation of all members of an
organization, using adequate methodologies. The result will be an aggregated family of

measures, integrating individual and group measures.

¥ Malcolm Baldrige Quality Award Basis, quoted in Fundacién Premio Nacional a la Calidad (2004), p. 71,
our translation.

? Rao et al. (1996), p. 562.

1% Adapted from Camp, Robert C. (1993).



Implementation of a complex measurement system is not immediate. In many
organizations there are forces that oppose change and one of them is the shareholder’s
viewpoint. Eccles (2004) maintains that the main impediment for change is that investors
are only concerned about financial data, something that we can verify in our professional
practice.

Every company must do its homework in the arena of performance measurement.
The design of non-financial performance measures, as well as its follow-up, is by itself
hard work. Even harder is the interpretation of measures and its use in tandem with
financial measures to fix strategies and manage key human resources activities, such as
personnel promotion and incentive granting.

New technologies and database systems make the complementation of financial and
non-financial measures possible. Elsewhere (Yacuzzi (2005)) we have proposed the
following steps for system implementation. (1) Development of an information
architecture; (2) development of an incentive system; and (3) implementation of a system to

insure the functioning of information and incentive systems.

I1.4 Performance measurement at SMEs

Benchmarking concepts have multiple applications in performance measurement.
Dalrymple (2002), working from the Quality Management tradition, applies the
International Business Profile Benchmarking to performance measurement of SMEs. The
benchmark index is based on the following data: financial revenue and costs, financial
capital, customer satisfaction, innovation, suppliers, people management, people
satisfaction, business excellence (leadership, policy and strategy, people management, etc.).
The author refers to the literature on performance measurement in large firms (Neely et al.
(1995), Neely et al. (1997), White (1996), and Medori et al. (2000)) and, quoting Hudson et
al. (2001), alerts about the barriers to strategic performance management systems in SMEs.
The output of the comparisons provides tables with a variety of measures: profitability,
financial management, productivity, investment, growth, customer service, innovation,
supplier management, people management, and people satisfaction measures. On the basis
of this output, operations can be reviewed and resources aligned in the intended strategic

direction.
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With minor adaptations, methods developed for large firms can be used in SMEs as

well. Thor’s methods have been applied to SMEs in Argentina.

III. CORPORATE GOVERNANCE AND ITS MEASUREMENT, WITH
PARTICULAR ATTENTION TO SMALL FIRMS
ITI.1 Governance as a general concept

Governance is a general concept. Corporate governance, our core interest in this
paper, is thus a subset of the general concept; other subsets are public governance and
global governance (Apreda (2003)). In general, it is understood by governance a ‘field of
learning and practice whose main tasks are:

e The search of principles, rules and good practices that allow organizations to be
efficiently run within the current institutions, at a certain date;

e The design of mechanisms of representation, legitimate modes of wielding power,
enforcement of rules and procedures, accountability, control, incentives and
standards of performance to be applied to organizations;

e The efficacious pursuit of goals and missions that stem from the foundational
charter and statutes of the organization.” (Apreda (2003 a), emphasis added.)

The terms in italics are particularly relevant for business organizations, both large
companies and SMEs. No matter the nature of ownership or the kind of board of directors
chosen by a firm, rules, incentives, standards, accountability, control, goals, mission,
efficiency are key concepts that the study of governance brings to light. The trend towards a
broader definition of governance is shared by authors such as Collin et al. (2004); they
claim that corporate governance has to broaden its focus on the listed corporation, and

reach other organizational forms, such as the associations, that they study.

I1L.2 Corporate governance

We focus now on the business corporation. A large number of definitions of
corporate governance have been advanced through the years. The traditional definition is
related to the protection of shareholder’s interests (Tirole (2001)) and has roots in the issue
of separation between management and control (Berle and Means (1932)). Much more

recently, Monks and Minow (1995) (quoted by Apreda (2003 a)) maintain that corporate
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governance studies the ‘telationship among various participants in determining the
direction and performance of corporations.” For Kawakami et al. (1994), corporate
governance is a generic term that describes the ways in which rights and responsibilities are
shared among the various corporate participants, especially the management and the
shareholders. It is a concept of higher order than management, as it is related to setting the
firm' s objectives and checking that managers are behaving accordingly. These authors
inquire into the meaning of governance and the reasons for its existence. They describe the
main characteristics of corporations: (1) stockholders have limited responsibility; and (2)
stockholders are not necessarily managers; and then explain that these traits, while
producing great benefits, leave an open question, i.e., the impossibility of avoiding
conflicting interests between owners and managers, among different owners, and the weak
consciousness of ‘what is going on in the firm” on the part of the owners. Thus, some of
the issues a governance system has to tackle are: Who and how appoints management?
What responsibilities are taken upon by the people who appoint the management? Who and
how checks the management? How to promote the group of candidates to management
posts? How to dismiss management? (Kawakami et al. (1994).)

Executive compensation is an important subject for governance experts. HBR
(2003), Abowd et al. (1999), Kaplan (1994), Bebchuk et al. (2003), Kane (2001), Fuller et
al. (2002), Trébucq (2004) provide a good overview of a complex topic.

Apreda (2003 a) gives a working definition of governance that encompasses a
number of perspectives. He defines corporate governance as the governance within
corporations and nearly alike organizations (including state-owned firms) that brings to

focus a number of subjects, displayed in Table 3.

II1.3 Theories On Corporate Governance

Governance issues are receiving much attention around the world. Dore (2002),
from an international perspective, and Apreda (2001), from the perspective of Argentina,
are two examples of studies about a topic that grows in importance. Shleifer et al. (1997)
offer a survey on corporate governance (today outdated but much quoted). Prowse (1995)
presents different control mechanisms used by different firms in different countries. Clarke

(2004) goes into detail in the analysis of theories of corporate governance.
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Subjects of Corporate Governance
Ownership structure
Company’s founding Charter by -laws, statutes, and codes of good practice
Board of Directors and Trustees. Allocation and control decision rights
Managers’ fiduci ary duties towards owners and their management decision
rights
Investors’ property rights and protective covenants
¢ Conflicts of interests between managers, creditors, owners and other
stakeholders
Managers’ performance and incentives
e Rent-seeking and soft-budget constraints
Production and disclosure of information to markets, regulators and
stakeholders
e Accountability to regulators, stakeholders and investors
e Private, public and global gatekeepers (reputational intermediaries)
¢ National and international institutional constraints (the Judiciary,
traditions, regulations, and law enforcement).

Table 3. Main subjects of corporate governance. Source: Apreda (2003 a).

Demirag (1998 a) provides a general overview based on an international survey on
corporate governance practices and management perceptions of short-term pressures from
financial markets. Europe, North America, Australia, and Japan are included in the study.
Demirag (1998 b) reviews the factors that are likely to cause short-term pressures and
discusses bank-based and stock exchange-based financial systems and related governance
systems, including the accountability of corporate management. Corporate governance
systems are partially based on history (see, for example, Kawakami et al. (1994)) and
culture. Kuada et al. (1998) offer culture as a framework to explain differences in
governance systems around the world. Cultural development creates, according to these
authors, a unique configuration of economic and management systems in which business
practices evolve. Aoki (2003) analyzes why there is variety in corporate governance
institutions on the basis of game theory and information theory. Several authors have
approached the study of the Japanese system of corporate governance: Milhaupt et al.
(2002), Latham (1999), Prowse (1992), Morck et al. (1999), Ahmadjian (2000), Doi (1998).

Such a rich scenario of viewpoints needs of some theories to systematize

understanding. Different theories have been used to understand corporate governance.
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Sometimes, different recommendations and prescriptions emerge from them; at other times,
they are complementary and coincide. In this section four theories of corporate governance

are considered.

I11.3.1 Agency theory

Agency theory studies situations in which a person works on behalf of other. An
agency relationship arises between two or more parties when one of them, the agent, acts in
representation of the other, the principal (Ross (1973)). For example, managers are agents
of shareholders. When an agent gives priority to his own interests rather than those of his
principal, agency relationships could become unclear; this is a frequent situation when the
extent of both parties’ rights and duties is not clearly established. In order to protect the
principal’s intere sts, agency theory proposes a series of measures, among which the
separation of incumbency of roles of board chair and CEO is key (Donaldson et al. (1991)).
Moe (1984) puts principal-agent models in the broader context of the economics of
organization. Agency theory has important implications for the resolution of conflicts of
interest among shareholders, managers and creditors (Jensen and Smith (1985)), as well as
to generate predictions on dividend behavior (Dewenter et al. (1998)), and explain firm
departures from the pecking order theories in emerging markets (Xuan et al. (1995)),

among many other applications.

II1.3.2 Stewardship theory

While agency theory is based upon un underlying model that assumes an
individualistic actor that rationally maximizes his own personal gain, stewardship theory is
built upon other views of man. Non-financial motivators do exist: people are motivated by
the need to achieve, to be recognized by bosses and pairs, to exercise authority and
responsibility, and to gain satisfaction through the performance of duties (Donaldson et al.
(1991)).

Under stewardship theory, management does not behave opportunistically, but
rather wants to do a good job; there is no need for extrinsic incentives. The organization
just has to create structures to facilitate clarification of role expectations and provide the

necessary authority and empowerment to managers. Donaldson et al. (1991) and Vargas
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Sénchez (2001, 2004) present applications of stewardship theory. Smallman (2004) makes
a defense of stewardship theory using concepts from various fields: engineering control

theory, cybernetics and political science.

I11.3.3 Resource Based Theory (RBT)

Resource Based Theory (RBT) is a dominant approach to business strategy, based
on the concept of economic rent. For RBT the firm is a collection of capabilities. Unlike
traditional strategy models, which focus on the company' s external competitive
environment and tend to ignore its internal workings and resources, RBT emphasizes the

need for a fit between the external environment of a company and its internal capabilities.

RBT is grounded in the idea that a firm' s internal environment, including its resources
and capabilities, is more critical to the determination of strategic decision making than is
the external environment, and a firm' s unique resources and capabilities provide the basis
for a strategy that thoroughly exploits its core competencies relative to opportunities in the
market. (Prahalad et al. (1990), Hamel et al. (1994)). RBT thus explains why SMEs are at a
strategic disadvantage in governance issues and elsewhere for their lack of resources. In
particular, SMEs suffer from the insufficiency of managerial know-how, which can be
complemented by ‘outside” directors that provide advice to t he CEO and the managers

when and where necessary (Gabrielsson and Huse (2004)).

I11.3.4 Stakeholder theory

There are two traditional views to understand the objectives of a firm: The
Shareholder Concept and the Stakeholder Concept. The former, rooted in the theory of
accounting and finance, is associated with the maximization of shareholder wealth. The
management should create as much wealth as possible for the shareholders. The latter, on
the contrary, poses a broader range of objectives for a business—profit maximization being
one of them—but it also measures the quality of corporate life, manager satisfaction,
respect for society and the environment, and a variety of financial indicators.

Businesses are affected by their environment: customers, suppliers, government
agencies, families of employees, special interest groups; in turn, the business decisions and

actions are likely to affect one or more of these stakeholder groups. The managers of a firm
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should consider their responsibilities to groups other than the shareholders when making
decisions. Stakeholder theory suggests that companies can benefit significantly from
cooperating with a wide range of stakeholder groups, understanding their needs and making
decisions accordingly.

Commentators disagree on the strengths and weaknesses of stakeholder theory. For
instance, while Allen et al. (2002) consider that stakeholder capitalism can be superior to
shareholder capitalism when markets are not perfect and complete, Heath et al. (2004)

provide criticism.

I11.4 Governance of SMEs

Governance of SMEs has special characteristics and problems. SMEs can be
characterized by the following traits: Lack of material, financial and human resources,
which impinges upon their bargaining power with customers, suppliers and financial
institutions; limited managerial resources, including the time that management can devote
to non routine activities; less qualified personnel than in larger companies; lack of strategic
vision and long-range planning horizons; old ways to organize work; lack of training
policies; scant information on markets and technologies; lack of innovation capacity. In
spite of the importance of governance to the development of a market economy and the
promotion of growth, SMEs are likely in a disadvantageous situation to secure the
resources required and develop a corporate governance structure.

Conceptual frameworks built for the understanding and improvement in
governance of large, publicly-owned enterprises have to be adapted when applied to SME:s.
There are clear differences between larger and smaller firms, for instance in the amount of
resources at hand and in the relationship among owners and managers. A promising avenue
directly relevant to the application of governance concepts to smaller firms is that proposed
by Gabrielsson et al. (2003), who identify value-creating board tasks with the help of four
theories: agency theory, stewardship theory, resource dependency theory and stakeholder
theory. These theories provide complementary prescriptions on ways in which boards
create value; such ways can be the exploitation of business opportunities and the

mobilization of resources to pursue them.
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The study of boards, one of the central issues in corporate governance, occupy an
important place in the study of governance of SMEs as well. Gabrielsson and Huse (2004)
recommend that SMEs recruit ‘outside” directors for various reasons. On the basis of 53
studies of outside directors in SMEs, the authors show how agency theory, RBT and
resource dependence theory help to understand the various roles of outside directors in
different firms, including family firms and venture capital firms. Nonetheless, different
theories provide different perspectives on the concept of outside director, and these
differences must be considered when looking at the role of outside directors.

Contingency theory plays an important role in the study of management and
governance. Huse (2004) presents a framework of corporate governance with a contingency
approach. Among important contextual factors the author identifies the national and
cultural setting and the size of the firms. The frameworks also suggests the inclusion of
considerations about actual board behavior. His ideas were presented in an expert meeting
where one of the questions raised was ‘what can be learned from advanced market
economies that is applicable to SMEs in transition economies?” The author provides some
recommendations, including: the need to consider the actors involved en the design of a
governance system, as well as the context for which the system is designed; the need to
study board working style and characteristics of board members in the design of a
governance system; and the need to promote through public education an understanding of
good governance principles for SMEs.

One important contingency factor is the country in which a firm operates. Steger
(2004) discusses corporate governance of German SMEs and reports that in Germany
‘aversion to the topic is widespread” among key actors such as SME executives, financial
institutions and industry associations; this is true even for academics, who prefer to study
large joint-stock companies. Nonetheless, the author recognizes that this aversion is
‘somewhat bizarre”, particularly when the situation of other advanc ed countries is
considered. German SMEs play a key role in the German economy: they are equivalent to
84% of all industrial firms, generate 41% of employment and receive 32 % of investment.
A high concentration of ownership and reluctance to attract external capital, including
venture capital, is observed. The ‘aversion” factor includes aversion to ‘any controlling

body inside the firm”; reluctant transparency; and the myth of the ‘cood entrepreneur” who
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does not need bureaucratic regulation predominates. Steger (2004) anticipates some risks
due to this situation in German SMEs: increases in financial difficulties, worsening of the
climate between SMEs and financial institutions, decrease of public confidence, increase of
problems with top-management succession and increase of economic criminality in the
SME sector. On the basis of his study, the author recommends three things: a consensus
about the necessity of a broad debate on corporate governance in SMEs among key actors;
a wider discussion among academics; the creation of a corporate code for SMEs. This code
should be practical, flexible, easy to understand, and should include among its principles:
the transparency of management, a supervisory or advisory board with external members, a
planning and risk management system (including internal reporting and cost accounting), a

top management succession planning and human resource management.

IV. GOVERNANCE AND PERFORMANCE

IV.1 Relationship between governance and performance in large firms
Empirical findings about the relationship between governance and performance in
large firms are inconsistent among themselves. In this section we review some of the
studies from the past few years. De Jong et al. (2002) perform a literature review on the
relationship between corporate governance mechanisms and company performance and
conclude that previous studies suggest that this relation can be positive, negative or
inexistent. As a consequence, they recommend an empirical approach to study how
corporate governance characteristics affects corporate performance.'’ In addition to the
literature search, in their own work De Jong et al. (2002) find that the governance system
has an important influence on performance. They conduct a study involving Belgium, the
Netherlands and the United Kingdom, three countries with different governance systems.
Governance characteristics that are common to all countries, as well as country-specific
characteristics, are included. Among other findings, it is suggested that country-specific

characteristics have an influence on performance.

" The works de Jong et al. (2002) survey are the following: Jensen and Mecking (1976), Fama and Jensen
(1983), Morck et al. (1988 and 1989), Lehman and Weigand (2000), Demsetz and Lehn (1985), Burkart et al.
(1997), Bolton and von Thadden (1998), Demsetz and Villalonga (2001), Bethel et al. (1998), Franks et al.
(2001), McConnell and Servaes (1990), Loderer and Martin (1997), Cho (1998), Himmelberg et al. (1999),
Denis and Denis (1995), Borokhovich et al. (1996), and Agrawal and Knoeber (1996).
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Other authors such as Core, Holthausen, and Larcker (1999) also report mixed
evidence from various studies. Black et al (2003 a) study the factors that predict a firm’s
score on a corporate governance index developed by the authors in an earlier paper (Black
et al. (2003 b)). The index is composed of several sub-indices: shareholder rights, board
structure, board procedure, disclosure to investors, and ownership parity. The importance of
regulatory factors, industry factors, and firm-specific factors is explored. Regulatory factors
are very important, as well as industry factors. Firm-specific factors have a more limited
effect on governance. The most important firm-specific factors are: firm size (larger firms
have better governance), firm risk (riskier firms show better governance); and long-term
profitability (more profitable firms exhibit the worse governance).

Still other authors find a more definite impact of corporate governance on
performance results. Rahman et al. (2005) report, from a study on Malaysian corporations,
that companies with CEO’s role duality seem to perform worse than companies with
separate roles, in terms of accounting measures. Kao et al. (2004) show that board
characteristics can affect earnings management : the larger the board size, the higher the
extent of earnings management.

Using the impact of over twenty provisions, depicted in Table 5, Gompers et al.
(2003) construct a governance index that they use as a proxy for the level of shareholder
rights at some 1500 firms during the 90%. Their general conclusion is that firms with
stronger shareholder rights have higher firm value, more profits and better sales growth; in
addition, these firms show lower capital expenditures and make fewer corporate
acquisitions.

Fiierst et al. (2004) study the relationship between governance characteristics,
including ownership, and corporate operating performance and stock price. The authors
conduct a statistical analysis using expected residual income (ERI) as a performance
measure, in order to introduce the expected operating performance of the firm. They
conclude that share ownership and corporate governance characteristics significantly affect
operating performance and stock prices.

Drobetz, Gugler, and Hirschvogl (2004) find a non-linear relationship between
ownership concentration and the quality of corporate governance as measured by the

German corporate governance rating developed by Drobetz, Schillhofer and Zimmermann
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(2004). Dey (2004) performs a sophisticated factor analysis and shows that the association
between some governance indicators such as those related to the board and investor’s

confidence in reported earnings figures is stronger for firms with high agency costs.

Governance Provisions

Delay e  Supermajority

e Blank check e Unequal voting

e (lassified board Other

e  Special meeting e Anti-greenmail

e Written consent e Directors’ duties
Protection e Fair price

e Compensation plans e Pension parachutes

e Contracts e Poisson pill

e Golden parachutes e  Silver parachutes

¢ Indemnification State

e Liability e Anti-greenmail Law

e Severance e Business Combination
Voting Law

e Bylaws e (Cash-Out Law

e  Charter e Directors’ Duties Law

e Cumulative voting e Fair Price Law

e Secret ballot e Control Share

Acquisition Law

Table 5. Governance provisions. See Gompers et al. (2003) for details.

Chiang (2005) presents an empirical study of the relationship between governance
characteristics and operating performance in Taiwan’s high-tech industry. The study shows
that variables such as board size, board ownership, institution ownership, information
transparency and board and management structure affect performance. In addition,
information transparency is highlighted as one of the most important indicators of corporate
performance.

A number of scholars have found no relationship between governance and
performance measures. Larcker et al. (2004) provide results from a principal components
analysis of data from over 2,100 firms. Their results suggest that the corporate governance
indicators commonly used have poor explanatory power of managerial behavior and
organizational performance. Hartzell et al. (2004) look at the role of corporate governance

mechanisms in investment choices by analyzing data from real state investment trusts
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(REITs). They found, contrary to earlier studies, no strong relationship between corporate
governance characteristics and Tobin’s q. Nonetheless the authors found that the
responsiveness of REIT’s investment expenditures to their opportunities is related to their
corporate governance structures.

Studies in public policy have also delved into the relationship between governance
and performance. For example, Heinrich and Lynn (1999), compare statistical models to
assess interactions among factors relevant to these issues. Kang et al. (1999) look into the
relationship between ‘ownership organization” and firm performance with a ‘Ssociological

tint”.

IV.2 Relationship between governance and performance at SMEs

Small businesses have in general simple governance structures. Likewise, their
governance issues are much simpler than in large firms (IBRF (2002)). Small firms do not
exhibit complex management systems; do not use advanced pay and reward arrangements;
and lack the resources required to compete with larger firms. Nonetheless, small firms can
be innovative. The board of directors and the management, sometimes lead by the founder
entrepreneur, can affect firm performance. Many firms make use of family networks to
enhance governance.

The role of founders in company life and performance has been studied. Harding
and Cowling (2003) maintain that founders of a SME have a positive effect on productivity
while in office. They write:

‘... the relative strength of entrepreneurs in their dual roles as outward -
looking opportunists and firm organizers are not so clearly biased in favor of
the opportunistic role as many small business commentators would have us
believe. Our results suggest that a transfer of ownership and control away
from the founding entrepreneur has the effect of reducing productivity,
holding all else constant.”

These authors also found that closely held ownership is not a barrier to productivity,
and that as the number of directors increases, so does productivity. Likewise, non-executive
directors on the board contribute to increased productivity. There is some evidence that

human capital is key to productivity in small firms. In particular, relationships between a
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board of directors, the management layer and workers play an important role in increasing
productivity in small firms, a role more important than capital increases. Cowling (2003)
reports positive and significant effects from the company founder, the board and the
management.

There are contributions from different cultural and political settings. Liang and Li
(1999), based on a sample 228 small private firms in Shanghai, China, study the
relationship between board structure and firm performance. They find that the presence of
outside directors is positively associated with higher return on investment, although most of
the firms display a board dominated by people internal to the organization. In addition,
duality of titles does not affect firm performance, while higher technology tends to enhance
firm performance. On the other side of the Pacific Ocean, Chhaochharia et al. (2004)
measured the effect of the Sarbanes-Oxley Act and new corporate governance listing
standards adopted by the NYSE and Nasdaq, rules adopted following corporate scandals.
Among other findings, the authors report that ‘Small firms that need to make larger
governance changes have lower returns, suggesting that the costs of implementing the rules
might be larger than their benefits in small firms.”

To conclude this preliminary review, we mention two studies. Bellalah (2004)
reports a study of more than 60 French firms. Value creation in small firms, the study
concludes, is explained by the same factors than large firms. Finally, Zafft (2002)
highlights three challenges family-owned firms must cope with: growth, diversification and
succession; the three challenges become harder when governance is poor, and better

governance helps to improve the corporate functions and family welfare.

V. CONCLUSIONS
This primer reports on corporate governance, corporate performance, and their
mutual relationships and measurement systems. Emphasis is placed on the application of
these issues to the study of SMEs, with the aim of filling a gap in the literature and research
activities. Several important topics converge in our endeavors, including the search for non-
financial performance measures as a complement to traditional financial measures and the
application of corporate governance concepts to SMEs. Key to the improvement of SME

management and strategy is the design of a performance management systems that allows
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the board of directors the implementation and monitoring of sound governance systems.

This document is a first step in that direction.
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