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ABSTRACT

While financial institutions’ aggregate investments have grown substantially world-
wide, the size of their individual shareholdings, and ultimately their incentive to
monitor, may be limited by the free-rider problem, regulations, and a preference for
diversification and liquidity. We compare institutions’ shareholding patterns across
countries and find vast differences in the extent to which they are large shareholders.
These variations are largely determined by macro corporate governance factors such
as shareholder protection, law enforcement, and corporate disclosure requirements.
This suggests that strong governance environments act to strengthen monitoring abil-
ity such that more institutions are encouraged to hold concentrated equity positions.

INSTITUTIONAL INVESTMENTS IN WORLD EQUITY MARKETS have grown substantially
in recent decades.! While this trend has led to financial institutions becom-
ing the largest investor class in many countries, the extent to which they
are willing to take concentrated ownership positions remains unclear.? From
a corporate governance perspective, analyzing concentrated shareholdings is
important because they provide an incentive to monitor (Shleifer and Vishny
(1986)). However, acquiring such shareholdings can be prohibitively costly for
financial institutions due to the free-rider problem, regulatory investment lim-
its, as well as a preference for diversification and liquidity (Admati, Pfleiderer,
and Zechner (1994), Bhide (1994), Black (1990), Coffee (1991), Parrino, Sias,
and Starks (2003), Roe (1990)). Thus, while some institutions may find that the
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an associate editor, as well as seminar participants from Fudan University, Hong Kong Polytechnic
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! During the period from 1992 to 2002, financial institutions based in Organization for Economic
Co-operation and Development (OECD) countries increased their total assets as a percentage of
GDP by 143%, while the proportion of equity holdings in their portfolios more than doubled (source:
www.SourceOECD.org).

2 For example, Edwards and Hubbard (2000) show that while total institutional ownership in
the United States increased by 24 percentage points from 1980 to 1997, shareholdings of the top
five institutional investors in each firm increased by only nine percentage points.
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monitoring gains associated with large shareholdings justify the costs, others
may find it optimal to remain diversified shareholders. Although such own-
ership choices are undoubtedly influenced by both institution and target firm
characteristics, we argue that broader environmental factors that facilitate ef-
fective monitoring can also affect the decision of institutions to become large
shareholders. Analyzing these factors is particularly important given their di-
rect relevance to policy efforts aimed at improving the infrastructure supporting
institutional activism.

In this study we investigate the environmental factors that affect institu-
tional ownership decisions by comparing the prevalence of large institutional
shareholdings across countries. Our analysis uncovers vast cross-country differ-
ences in the extent to which institutions are large shareholders. Indeed, in some
countries, despite relatively high levels of aggregate institutional investments,
large institutional shareholdings are disproportionately scarce. For example, in
Singapore and Korea, the total equity investments of domestic institutions in
2002 amounted to approximately 17% and 18% of stock market capitalization,
respectively. In contrast, the average percentage ownership by institutions with
at least a 5% stake was markedly different across the two countries (about 12%
for Singaporean firms compared to only 4% for Korean firms). These patterns
highlight the significance of looking beyond the expansion of institutions’ to-
tal equity investments and investigating other country-level factors that drive
their ownership decisions. We find that after controlling for aggregate insti-
tutional equity investment, a strong macro corporate governance environment
plays an important role in inducing institutions to hold more concentrated eq-
uity positions.

Our finding can be understood within the theoretical framework of large
shareholder monitoring. The theory implies that the willingness of institutions
to become or remain large shareholders can vary with external conditions that
affect potential monitoring costs and benefits. In particular, a favorable moni-
toring environment can encourage existing large shareholders to maintain their
stakes, while also enticing the formation of new large shareholdings as a way
of partially capturing monitoring gains, especially when trading is nonpublic
(e.g., negotiated block purchases) or is conducted under information asymme-
tries (Admati et al. (1994), Kahn and Winton (1998), Maug (1998), Noe (2002)).
In a similar vein, we expect that a strong macro governance environment influ-
ences institutional ownership decisions by providing the necessary infrastruc-
ture to increase monitoring effectiveness and efficiency. This conjecture is also
consistent with the legal literature on activism that attributes the passivity of
institutions to regulatory barriers (Black (1990), Gordon (1994), Pound (1991)).3

3 This is supported by anecdotal evidence from Anand (1993), who reports shareholder activism
expanding from proxy-season to year-round activity after SEC proxy voting rules were relaxed in
1992, and from Gordon (1994), who highlights how cumulative voting (a mechanism for significant
minority shareholders to achieve proportional representation on the board) would substantially
enhance institutional activism. Another example is the legal requirement to deposit shares before
they can be voted upon (e.g., in France and Italy), which is frequently cited as the main hurdle to
more active voting by institutions (International Corporate Governance Network (2003)).
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Our argument suggests that monitoring by institutions should thrive where,
for instance, strong shareholder rights and extensive disclosure requirements
improve their ability to publicly challenge or privately pressure self-serving
managers. This should affect country-level institutional ownership concentra-
tion because when monitoring abilities are strengthened, large shareholdings
by institutions, which are necessary to make monitoring efforts worthwhile,
should become more widely observed.

The above arguments do not suggest that institutions are the only investor
class with the incentive to monitor nor that they are superior monitors. How-
ever, we focus on financial institutions because they are perhaps the most preva-
lent and identifiable representative of outside minority shareholders and hence
provide a channel through which we can examine the importance of a strong
governance environment to minority shareholding patterns. In contrast, indi-
viduals and companies with large shareholdings are often insiders or associates,
from which it would be difficult to distinguish the occasional outside share-
holder, and while independent activists are perhaps more identifiable, these
investors are scarce, have limited wealth, and would optimally focus on state-
contingent intervention, such as hostile takeovers (Gorton and Kahl (2002)).
Further, unlike that of other large shareholders, the shareholding size of insti-
tutions is often restricted by regulations. Having to be content with minority
shareholdings, institutions are thus likely to place a greater emphasis on gov-
ernance environments when making ownership decisions.

Using ownership data for 19,883 nonfinancial firms from 45 countries, our
empirical analysis shows that differences in macro governance characteristics
substantially explain cross-country variations in institutional ownership con-
centration. In particular, large shareholdings by institutions are more prevalent
in countries with stronger shareholder rights, greater access to voting rights,
more effective legal enforcement, and extensive financial disclosure. However,
when institutions in poor governance countries do acquire ownership blocks,
the size of such blocks is often very large. This suggests that when infrastruc-
tures supporting monitoring are deficient, institutions tend to avoid becoming
large shareholders or they hold a controlling stake to ensure that monitoring
is effective. We also examine other potential regulatory barriers to the abil-
ity of institutions to hold large ownership stakes. Among them, we find that
investment portfolio restrictions significantly curtail large institutional share-
holdings.

Multivariate regression analysis shows that the above relations are not
driven by cross-country differences in macroeconomic and stock market con-
ditions. More importantly, we construct measures to control for characteristics

4 In a simple experiment, we examine individual investors in the United States whose investment
strategy involves holding multiple (two or more) large ownership blocks (above 5%). In our database,
the total number of blocks held by these investors as a proportion of those held by institutions is only
4.2%. The corresponding figure for a list of well-known activists (Carl Icahn, Warren Buffet, Victor
Posner, T. Boone Picken, Irwin Jacobs, Saul Steinberg, the Bass brothers, the Belzberg family, Carl
Lindner, Peter Lynch, Jeffrey Gendell) is only 0.7%.
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of the institutional investment industry such as the aggregate size and concen-
tration of institutional investors. While these factors appear to be significant
determinants of the prevalence of large institutional shareholdings, they do
not confound the relation between macro governance environments and insti-
tutions’ ownership decisions. Further analysis also shows that this relation
cannot be attributed simply to the fact that control is closely held by insiders
and families in countries with poor governance standards. Finally, we find that
factors that affect large ownership decisions differ substantially across types of
institutions. At one end of the spectrum, due to firm—bank relationships, banks
appear to be less concerned about governance environments when making own-
ership decisions. At the other end of the spectrum, large shareholdings of fund
managers, who often invest on a more arms-length basis, are significantly more
prevalent in strong governance countries.

Our findings add to previous evidence on institutional investment. For ex-
ample, complementing Gompers and Metrick (2001), who focus mainly on firm-
level characteristics that attract aggregate institutional investment in the
United States, we examine why the concentration of institutional ownership
varies across countries. Further, our study expands the growing literature on
the effect of corporate governance environments on financial market develop-
ment. La Porta et al. (1997, 1998) and La Porta, Lopez-de-Silanes, and Shleifer
(1999) establish that strong investor protection makes the equity market more
attractive and ownership structure less concentrated.® Aggarwal, Klapper,
and Wysocki (2005), Chan, Corvig, and Ng (2005), Gelos and Wei (2005), and
Khorana, Servaes, and Tufano (2005) also find that the quality of a country’s
legal system and corporate transparency promote the aggregate equity invest-
ments of mutual funds. Our study differs from those above in that it examines
all types of financial institutions and shows that macro governance variables
are just as useful in explaining the tendency of institutions to hold concen-
trated equity positions. As highlighted earlier, ownership concentration is the-
oretically related to the incentive to monitor. Thus, our analysis establishes
an empirical link between the “Law and Finance” and “Institutional Activism”
streams of literature.

The remainder of this paper is organized as follows. Section I describes the
data, the process for identifying large institutional shareholdings, and the con-
struction of the main variables. Section II investigates the relation between
macro governance environments and institutional ownership concentration.
Section III examines how this relation differs across types of institutions and
across firms with different control characteristics. Finally, Section IV concludes
and discusses the implications of our research.

I. Data and Methodology
A. Description of the Sample and Ownership Data

To measure country-level institutional ownership concentrations, we col-
lect firm-level ownership data from two main sources, the OSIRIS database

5 See Denis and McConnell (2003) for a comprehensive review of this literature.
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provided by Bureau Van Dijk and Lexis/Nexis (through which ownership data
are obtained from Worldscope, The Major Companies Database, and Thompson
Financial’s Extel Cards).® From these sources, we obtain shareholder names
and percentage shareholdings reported in 2002 for listed domestic firms in the
45 countries for which detailed ownership data are available.” We exclude fi-
nancial firms (three-digit SIC codes ranging from 600 to 700) from the sample
because institutional investments in these firms may be motivated by strate-
gic considerations (e.g., as in a parent—subsidiary relationship) and financial
firms, especially banks, are often subject to specific ownership restrictions that
vary across countries. Both of these issues lead to potential selectivity bias.

In total, we obtain ownership data for 19,883 nonfinancial firms from 45
countries. This sample of countries is larger than those used in previous re-
search into international ownership patterns, such as La Porta et al. (1999),
Claessens, Djankov, and Lang (2000), and Faccio and Lang (2002). We also
attempt to cover the largest percentage of listed domestic nonfinancial firms
possible. Using the number of listed nonfinancial firms in each country in 2002
covered by OSIRIS, Worldscope, or The Major Companies Database (whichever
provides a larger number) as an estimate of the population base, on average
our sample covers about 89% of these firms per country. More importantly, this
estimated coverage does not differ substantially across countries, being always
greater than 70% and it is not significantly correlated with any of the macro
governance variables we describe below. Thus, it is unlikely that our analysis
of the relation between governance environments and institutional block hold-
ings is confounded by cross-country differences in the degree to which firms in
each market are covered.

B. Identifying Block Holdings of Financial Institutions

For each sample firm, we measure institutional ownership concentration by
first identifying institutional blockholders, where a block is defined as a holding
larger than or equal to 5% of the firm’s issued shares.? Financial institutions in
this study include entities whose primary business is in the areas of banking,
insurance, investment banking, brokerage, mutual and pension fund manage-
ment, and other noncollective investment schemes (e.g., private equity funds,
venture capital funds, hedge funds, etc.).

6 Multiple data sources allow us to cross-check outlying observations. When replicated using data
solely from OSIRIS (the source with the largest coverage), our main findings remain unchanged. To
further improve our coverage, we also obtain ownership data for many firms in Mexico, Malaysia,
Pakistan, Sri Lanka, Singapore, and Thailand directly from their annual reports, and for firms in
India and Chile from their stock exchanges’ web sites.

7 During our data collection process, OSIRIS and Worldscope gradually updated their ownership
database. As a result, some firms with no ownership data in 2002 were updated with such data
in 2003. For the sake of providing better coverage, especially for countries with a small number of
firms, we also include these firms in the sample.

8In many countries, the 5% threshold is used to define a “substantial” shareholding, which
confers upon the respective shareholder some important rights (e.g., the power to nominate direc-
tors, to call extraordinary general meetings, etc.) and responsibilities (e.g., continuous disclosure
of ownership changes). This threshold has also been widely used in past empirical studies such as
McConnell and Servaes (1990) to construct ownership concentration variables.
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We develop a comprehensive five-step matching algorithm to identify
whether a shareholder is a financial institution. The first step involves elim-
inating a large number of shareholders that do not operate in the financial
services industry by comparing shareholders from our sample to companies
listed in Bureau Van Dijk’s Company Directory Service, which has a generic
industry classification for about 10 million international firms. In the second
step, we match the remaining shareholders against a master list of known fi-
nancial institutions around the world.? The third step searches through the
names of the remaining unidentified shareholders for keywords (in English or
languages of the sample countries) that indicate whether a shareholder is a
financial institution (e.g., “bank,” “insurance company,” etc.). These first three
steps allow us to construct a list of shareholders that are likely to be financial
institutions. In the fourth step, we narrow our focus to those on the list that
own more than 5% of a firm’s issued shares. We search for these blockholders’
primary business activities individually, using company information databases
(Lexis/Nexis and Dun and Bradstreet), business news stories (through Factiva,
Proquest, and the Google internet search engine), or the shareholders’ web sites
and eliminate those that are not in fact financial institutions. In the final step,
we focus on the shareholders not already identified by the preceding steps, who
own more than 5% and are not individual persons. Again, we individually verify
the primary business of each of these shareholders using the sources described
in step 4, eliminating those that are indeed not financial institutions. Note that
by manually identifying individual blockholders in the final two steps, we are
able to categorize institutions based on their primary activity, which will be of
interest below.

Several issues may potentially compromise the accuracy of the above insti-
tution identification process. First, large institutional shareholdings may be
more observable in some countries due to the presence of ownership disclosure
requirements imposed on institutions. However, since our data sources rely on
the reporting of shareholdings from issuing firms or from all large shareholders
alike, cross-country differences in institution-specific ownership disclosure re-
quirements should not materially confound our analysis.!® A more likely source
of selection bias arises with cross-country differences in the definition of a large
shareholding that triggers ownership disclosure. For 36 countries in our sam-
ple, large shareholders are required to disclose ownership stakes in excess of
5% of issued shares (the level used in our study to define a block holding). In
the other nine countries, this requirement is imposed at the 10% level or does

9We compile this master list using 16 different directories that provide the names of these
institutions, including financial firms listed in Bureau Van Dijk’s Company Directory Service and
the web sites of various financial industry associations in specific countries. These sources and the
final list of institutions are available from the authors upon request.

In the United States, large investment managers are also required to report their share-
holdings through 13-F filings. However, we do not rely exclusively on this disclosure; rather, we
consider shareholdings by all blockholders, so that our institution identification process can be
consistently applied to all countries. Note that, excluding the United States from our analysis does
not materially affect our results.
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not exist. To analyze the extent of this potential bias, we compare our measures
of country-level institutional block holdings across these two groups of coun-
tries. None of the measures are significantly different across the two groups.
Further, when we reconstruct institutional block holding measures using the
10% threshold, the main results of this study remain unchanged. It is therefore
unlikely that cross-country variations in institutional ownership concentration
are a result of differing definitions of a large shareholder.

Second, the institution identification process can be complicated to the ex-
tent that registered shareholders are nominee and custodian companies. These
companies hold shares on behalf of other entities, including financial institu-
tions, but are not themselves beneficial owners of the shares. Where a nominee
holds more than 5% of a firm’s issued shares, we rely upon additional disclo-
sure of substantial shareholders’ beneficial interests to identify institutional
blockholders. We obtain this additional information from OSIRIS, Extel Cards,
or firms’ annual reports.!!

Finally, to verify and improve the accuracy of our institution identification
process, we cross-check our data with the LionShares database constructed by
Factset Research Systems, Inc., which collects shareholdings of more than 4,000
large investment managers domiciled around the world. While this database
only focuses on a subset of institutions analyzed by our study (i.e., large in-
vestment managers) and covers fewer firms, it offers an independent source
of institutional ownership information that is suitable for cross-checking pur-
poses. In particular, we search LionShares for managers with a shareholding
larger than 5% in 2002 and find that only about 1.3% of the total number of
institutional block holdings reported in LionShares are not already identified
by the process that we discuss above. We then update our data set to include
these missing block holdings. However, even when our analysis is conducted
without the data being updated, the results are quantitatively similar.

C. Country-Level Institutional Ownership Concentration Variables
and Statistics

We employ two principal measures of country-level institutional ownership
concentration. The first is the mean level of institutional block holdings (Mean
IBH), calculated by first identifying the total percentage ownership held by in-
stitutional blockholders in each firm and then taking an average of this figure
across all sample firms in each country. However, this variable by itself may not
adequately capture cross-country variations in institutional ownership concen-
tration. For example, two countries may have similar Mean IBH statistics, but
one may have a few firms with very large institutional block holdings, while the

1'We cannot identify the real beneficial owners for a small number of firms. For such cases,
nominee shareholders are assumed not to be financial institutions. This is a conservative approach
because nominees are more prevalent in strong governance countries (e.g., Australia, Hong Kong,
Ireland, Malaysia, New Zealand, Singapore, South Africa, and the U.K.). If we assume that uniden-
tified nominees are financial institutions, our results are even more significant.
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other may have block holdings that are smaller and spread over a larger num-
ber of firms. Therefore, to capture the diffusion of institutional block holdings,
we also use the percentage of firms in each market with at least one institu-
tional blockholder (% Firms with IBH) as an alternative measure (see Table 1
for a brief description of main variables).

Table II reports the values of the above two variables and other supplemen-
tary institutional block holding statistics calculated for 45 sample countries,
from which we make several important observations. First, despite the free-
rider problem in acquiring large shareholdings (Shleifer and Vishny (1986))
and a general preference for liquidity and diversification (Bhide (1994), Coffee
(1991)), instances of institutional block holdings are not rare. Averaged across
our sample countries, the mean level of institutional block holdings (Mean
IBH) is 9.69% of issued shares, and the proportion of firms with at least one
institutional blockholder (% Firms with IBH) is 47.57%. Second, the typical
within-country distribution of institutional block holdings is quite uneven (av-
erage skewness is 2.19), reflecting a concentration of very large institutional
shareholdings in a few firms. Third, when institutions acquire large blocks,
they appear to remain minority shareholders in most cases. For instance, the
country-level average size of blocks held by institutions is usually less than
20% of issued shares, which is commonly used to define control (La Porta et
al. (1999)); and on average, institutions are the largest shareholder in only
about 16.81% of firms. Finally, we find vast cross-country differences in the
prevalence of institutional block holdings. For example, % Firms with IBH
varies from a minimum of 18.93% for Greece to a maximum of 92.73% for
Ireland.

D. Classifying Institutional Investors

We categorize financial institutions into different types because the factors
affecting their ownership decisions are likely to differ. In particular, banks and
insurance companies can be classified as “pressure-sensitive” investors due to
the possibility of their monitoring activities being inhibited by existing busi-
ness relationships with firms (Brickley, Lease, and Smith (1988), Parrino et al.
(2003), Van Nuys (1993)). Further, as debt contracts with firms may provide
alternative means of monitoring (e.g., loan covenants), shareholder protection
may be less important for banks than for other institution types. Another im-
portant consideration is investment regulation. Banks, insurance companies,
mutual funds, and pension funds face very different regulatory restrictions in
relation to acquiring large shareholdings (Roe (1990)).

It should be noted that by using firm-level ownership disclosure, we can
observe only identities of managers of institutional investments, rather than
those of individual funds, since shareholdings are usually registered in the
name of the former. For example, it is often not possible to determine whether
a large shareholding by a professional fund manager arises as a result of
a mutual fund or pension fund investment. Therefore, our study classifies
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Table I
Descriptions of Main Variables

Main measures of country-level institutional ownership concentration

Mean IBH

% Firms with IBH

Anti-director index

% Multiple-class firms

Enforcement index

WEF minority rights

WEF disclosure

Corporate disclosure

Governance disclosure

Investment limits

Five-percent limit

Ownership disclosure

The country average of a firm’s percentage ownership held by
institutional blockholders, where a block is an ownership stake of 5%
of issued shares or above.

The percentage of firms in a country that have at least one institutional
blockholder.

Macro corporate governance variables

Constructed by La Porta et al. (1997), the index quantifies the extent to
which a country’s company law or commercial code protects basic
shareholder rights. We use a version of the index that is updated up to
the end of 2000 by Pagano and Volpin (2005).

The percentage of firms in a country in 2002 that issue shares with
differential voting rights. Sources: Datastream, Mergent Online,
Lexis/Nexis, and Faccio and Lang (2002).

The principal component of three aspects of enforcement, namely, rule of
law, regulatory quality, and absence of corruption. Source: Kaufmann
et al. (2003).

A survey-based variable measuring both the presence and enforcement of
minority shareholder rights. Source: WEF Global Competitiveness
Report 2003.

A survey-based variable measuring the extent of financial information
disclosure. Source: WEF Global Competitiveness Report 2003.

An index that measures financial disclosure in a country by rating
annual reports based on their inclusion or omission of 90 items.
Source: Bushman et al. (2004).

An index that measures the extent to which firms are required to disclose
governance-related matters in their annual reports. Source: As above.

Measures of regulatory ownership restrictions

An index formed separately for banks, insurance firms, pension funds,
and mutual funds that counts whether (1) an institution cannot hold
more than 10% of a firm’s shares and (2) equity investment in a single
firm cannot exceed 10% of an institution’s investment assets (or 15% of
capital in the case of a bank), calculated based on regulations as of
2002. Sources: OECD, Institute of International Bankers, Fitch
Ratings, KPMG, PWC, and regulators’ web sites.

A dummy that equals one if at least one institution type cannot hold
more than 5% of a firm’s shares, and zero otherwise.

An index that counts whether (1) shareholders with a holding that
exceeds 5% must report their holdings and (2) they have to disclose
ownership changes continuously. Sources: La Porta et al. (2006), listing
rules, and securities industry regulators’ web sites.

Characteristics of the institutional investment industry

Inst Equity Investment Total equity investments of banks, insurance companies, pension funds,

and mutual funds in a country scaled by the domestic stock market’s
capitalization, collected at various points during 2001-2002. Sources:
OECD publications, web sites of national regulators, and international
associations (EFRP, FEFSI, and FIAP).

(continued)
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Table I—Continued

Mutual Assets/ GDP  Total assets of mutual funds in a country scaled by GDP. Sources: As
above.

Pension Assets/ GDP  Total assets of pension funds in a country scaled by GDP. Sources: As
above.

Industry concentration A Herfindahl index constructed based on the market capitalization of all
listed financial companies in a country as of the end of 2001. Source:

Datastream.

Fund concentration A Herfindahl index constructed based on the total equity investment of
individual investment managers in a country, as of 2002. Source:
LionShares.

Bank concentration The fraction of banking assets held by the three largest banks in a

country as of 2001. Source: World Bank.

Other economic and market-related control variables

Log GDP The natural logarithm of a country’s GDP as of 2001. Source: World Bank.

Log median size The natural logarithm of the median capitalization of all listed firms in a
country as of the end of 2001. Source: Datastream.

Market cap/ GDP Total market capitalization of all domestic listed firms scaled by GDP as
of the end of 2001. Sources: World Bank and the World Federation of
Exchanges.

institutions according to the type of manager rather than the type of fund. We
examine five different categories: (1) banks (including bank holding companies,
banks’ trust departments, and other deposit-taking institutions), (2) insurance
companies, (3) professional fund managers, (4) investment banks (including
brokerage firms), and (5) others (including mainly venture capital funds, hedge
funds, private equity funds, and other noncollective investment schemes). We
allocate each institution with a block holding into one of the above categories
according to its primary activity, the identification of which is discussed above.
For the third category, although the individual funds of each manager cannot
be identified, we are able to distinguish managers that exclusively manage
mutual funds or pension funds from the rest (which are assumed to be mixed
managers) and report their large shareholdings individually.

Table II reports % Firms with IBH statistics calculated separately for dif-
ferent types of managers for each sample country. On average, the relative
importance of bank block holdings is greater in traditionally bank-centered
economies. For example, the % Firms with IBH figures for banks in Germany
and Japan are 9.39% and 39.30%, respectively (note that % Firms with IBH
calculated for all institutions for the two countries are 33.92% and 49.21%, re-
spectively).!? In contrast, block holdings by professional fund managers are the

12 The figure for Germany still understates the true extent of bank block holdings as many own
shares indirectly (e.g., through venture capital arms under the 1987 German law on private equity).
In Japan, banks cannot hold more than 5% of a firm’s shares. However, we find that many bank
shareholdings hover above this limit, mainly due to bank mergers, capital changes in issuing firms,
and the fact that bank trust divisions are not subject to the same restriction.
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most common in traditionally market-centered economies such as the United
States (56.44%) and U.K. (62.30%). We further provide block holding statistics
for three subcategories: pension, mutual, or mixed managers. Block holdings
by pension managers appear to be more popular in countries with relatively
larger public pension funds, where these funds are mainly managed inhouse
rather than contracted out to external professional fund managers (e.g., the
Employees’ Provident Fund Board in Malaysia and the Labor Market Pension
Fund in Denmark). Our final observation is that block holdings by institutions
in the “other” category (e.g., venture capital funds) are also quite high in many
economies. These institutions are not usually regulated by requirements to di-
versify and they have played an increasing role as large shareholders, especially
in small, newly listed firms.

E. Determinants of Institutional Block Holdings

In this section, we identify potential country-level determinants of institu-
tional block holdings and discuss how these factors are measured and incorpo-
rated into our analysis.

E.1. Country-Level Governance Environments

Macro corporate governance environments can affect the country-level extent
of institutional block holdings because of their role in facilitating corporate
monitoring. We focus on three key aspects of macro governance environments
in this regard. To monitor management effectively, institutions must be able
to (1) voice their opinions (or exert influence), (2) enforce their rights, and
(3) obtain information necessary for monitoring purposes. While these abilities
undoubtedly vary depending on institution- and firm-specific characteristics,
they are largely the product of laws and regulations. Therefore, to explain the
variation in monitoring incentives across countries, we measure the extent
to which each of the above abilities is strengthened or supported by macro
governance environments.

First, the ability of institutions to voice opinions depends on the degree to
which a macro governance environment protects the voting rights of minority
shareholders and offers them avenues to challenge insiders in the corporate
decision-making process. To measure shareholder protection, La Porta et al.
(1997, 1998) construct the anti-director rights index, which quantifies the pres-
ence of six important provisions related to shareholder rights in a country’s com-
pany law or commercial code. For institutions interested in monitoring, these
rights can significantly improve their intervention ability by (1) reducing the
costs of voting or proxy contests, (2) improving access to the board of directors,
(3) offering further avenues to challenge insiders other than in annual general
meetings, and (4) restricting the ability of insiders to dilute the voting power of
others through preferential share issues. Given that the original index is con-
structed as of 1993, it is likely to be outdated for the purpose of our study since
many countries have since improved their corporate laws. Thus, we utilize an
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updated version reported in Pagano and Volpin (2005).13 We label this variable
Anti-Director Index.

Another important aspect of shareholder protection is whether outside share-
holders can access voting rights and at what cost. In many countries, the
widespread use of multiple classes of shares with differential voting rights al-
lows insiders to hold concentrated voting power (Claessens et al. (2000), Faccio
and Lang (2002)) and results in shares with full voting rights often being traded
at a premium (Nenova (2003)). This limits institutions’ access to voting shares,
and ultimately their ability to intervene. To measure the extent to which a
country’s laws and regulations tolerate the use of shares with differential vot-
ing rights, we calculate the proportion of listed firms that issue multiple-class
shares.!* These include firms that issue shares with no vote, with multiple
votes, or with exclusive rights (e.g., to elect specific directors, to change articles
of association, to enjoy veto power over important matters, etc.). We refer to
this variable as % Multiple-Class Firms and employ it as another shareholder
protection variable to complement Anti-Director Index. We collect details re-
garding share classes from Datastream, Moody’s Mergent Online, Lexis/Nexis,
and the internet resources listed in Faccio and Lang (2002).15

Second, while shareholder rights are an important feature of a governance
environment, their effect is weakened if they are not effectively enforced. To
measure the degree of enforcement, we employ quantitative assessments of
the rule of law (the extent to which agents have confidence in and abide by
the rules of society), regulatory quality (the ability of government to formulate
and implement effective policies for the regulation of businesses and markets),
and the control of corruption that come from Kaufmann, Kraay, and Mastruzzi
(2003).16 To avoid multicolinearity problems, we follow Berkowitz, Pistor, and
Richard (2003) and aggregate these factors (using weights based on a prin-
cipal component analysis) into a single variable, which we label Enforcement
Index. For robustness purposes, we also measure both the existence and en-
forcement of shareholder rights using data from a survey of world business

13 We use the anti-director rights index as updated by Pagano and Volpin (2005) up to the end of
2000 (1 year before our ownership data collection period) to account for the fact that corporate law
changes may not affect ownership patterns instantaneously. We also cross-check and update this
variable with similar data from a publication by Oxford Analytica, Ltd. titled “Shareholder and
Creditor Rights in Key Emerging Markets 2003” (commissioned by the California Public Employees’
Retirement System).

14 La Porta et al. (1998) also identify countries in which corporate laws prohibit nonvoting shares.
However, this classification may not adequately capture the prevalence of multiple-class shares.
For example, in Australia and the United States, while corporate laws do not prohibit nonvoting
shares, the Australian Stock Exchange and the New York Stock Exchange require listed firms to
apply the one-share-one-vote rule. In contrast, nonvoting shares are not allowed in Chile, but this
rule is compromised as shares are issued with differential rights regarding director elections.

15 We use the number of nonfinancial firms in Datastream to proxy for the population of listed
firms in a country.

16 La Porta et al. (1998) also use a different judicial efficiency variable. We do not consider this
variable as it is based on assessments from 1980 to 1983, which are likely to have changed over a
20-year time period.
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leaders reported in the World Economic Forum’s Global Competitiveness Report
2003. Specifically, this variable (WEF Minority Rights) utilizes the responses to
the following question: “Law protection of minority shareholders’ interests in
your country is: 1 = nonexistent and seldom recognized, 7 = total and actively
enforced.”

Third, the ability to access information relevant to monitoring decisions
depends upon the extent to which regulations mandate sufficient, accurate,
and timely corporate disclosure. We utilize several alternative measures for
the extensiveness of reporting requirements. One variable (Corporate Disclo-
sure) is Bushman, Piotroski, and Smith’s (2004) corporate disclosure index,
which is created by rating companies’ annual reports based on their inclu-
sion or omission of 90 items in seven categories (general information, income
statements, balance sheets, funds flow statements, accounting standards, stock
data, and special items) for 39 out of our 45 sample countries. Another vari-
able (Governance Disclosure), also from Bushman et al. (2004), measures the
extent of governance-related disclosure (e.g., remuneration and share own-
ership of managers, board members, etc.) for 41 out of our 45 sample coun-
tries. Our final measure of financial information disclosure is again based
on survey data from the World Economic Forum’s Global Competitiveness Re-
port. We use responses to the question: “Access to reliable and timely infor-
mation on company financial performance is: 1 = often insufficient, delayed
and difficult to obtain, 7 = regular and easy,” and label this variable WEF
Disclosure.

E.2. Regulatory Barriers to the Acquisition of Large Shareholdings

According to Roe (1990), ownership and monitoring choices of institutions
can be constrained by investment regulations. We extend Roe’s (1990) analy-
sis, which documents the investment portfolio restrictions imposed on banks,
insurance companies, mutual funds, and pension funds in the United States,
to all countries in our sample. We assemble a collection of reliable sources of
current institutional investment regulations for this purpose, including publi-
cations by the OECD, Institute of International Bankers, Fitch Ratings, KPMG,
and Price Waterhouse Coopers. In the event that a country is not fully covered
by these publications or that inconsistencies exist among them, we obtain infor-
mation regarding investment portfolio restrictions directly from the legislation
governing a particular type of institution or web sites of relevant regulators.
These investment regulations and relevant references are described in detail
in a supplemental data appendix, which is available from the authors upon
request.

Our collection of current regulatory information points to two principal types
of restrictions on institutional shareholdings. First, institutions may not be al-
lowed to hold more than a certain percentage of a firm’s equity. To quantify
this restriction for each institution category, we construct an indicator vari-
able that equals one if the limit is imposed at 10% (the median level across all
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countries) of a firm’s equity or lower, and zero otherwise.!” Second, institutions
may not be allowed to hold more than a certain percentage of their invest-
ment assets (or equity capital in the case of banks) in a single firm’s equity.
This restriction is quantified by another indicator variable that, for each insti-
tution category, equals one if the limit is imposed at the median level across
all countries or lower, and zero otherwise (see Table I). The sum of the above
two indicator variables (labeled Investment Limits) reflects the strictness of
investment regulation for each institution category. Finally, we use the aver-
age of this variable across the four institution types as an overall measure
of investment limits in the main regressions that examine block holdings of
all institutions.

Institutional block holdings can also be limited by regulations that require
large shareholders to disclose their ownership stakes and trades. According to
Shleifer and Vishny (1986) and Black (1990), strict ownership reporting rules
(e.g., SEC rule 13d) not only make it difficult for a potential monitor to dis-
creetly acquire shares without prices incorporating the benefits of increased
intervention, but also impose considerable administrative costs. To account for
this issue, we gather information on current ownership disclosure rules around
the world and quantify their stringency based on two aspects.!® The first is the
definition of a large shareholder, which triggers the reporting of ownership (the
common thresholds are 5% and 10%). The second is the existence of a continu-
ous ownership disclosure requirement, whereby large shareholders must notify
authorities of all their transactions or those resulting in their shareholdings
crossing important thresholds (e.g., multiples of 5%). We measure the overall
strictness of these disclosure regulations by an index labeled Ownership Disclo-
sure, which counts whether (1) the large shareholder definition is imposed at
5% and (2) a form of continuous disclosure requirement exists in each country.
A higher index value implies that greater disclosure costs are associated with
acquiring large shareholdings.

E.3. Characteristics of the Institutional Investment Industry

In addition to institution-specific regulations, characteristics of the institu-
tional investment industry are likely to explain the prevalence of institutional
block holdings. In particular, the total amount of assets managed by finan-
cial institutions in a country can grow so large relative to the size of its stock
market that large institutional shareholdings become unavoidable. Khorana
et al. (2005) and Chan et al. (2005) also document that the legal enforcement of
minority rights influences aggregate mutual fund investment in equity. There-
fore, it is possible that the relation between institutional block holdings and

17 Another possible benchmark is 5%, but since only a few countries implement this level of
restriction, we only use it for robustness purposes.

18 We consider all ownership disclosure requirements imposed by corporate laws, securities laws,
and/or listing rules, which are gathered from a range of sources, including explanatory notes ac-
companying La Porta, Lopez-de-Silanes, and Shleifer (2006) as well as web sites of various national
stock markets and securities industry regulators.
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governance environments could be spurious due to the intervening effect of the
aggregate size of institutional equity investments.

To construct a proxy for aggregate institutional equity investments, we fo-
cus on the four largest classes of institutional investors, namely, banks, in-
surance companies, pension funds, and mutual funds, for which portfolio al-
location statistics of investment assets can be systematically obtained at the
national level. We collect the data directly from relevant national regulators or
from the following international organizations: OECD, European Federation
for Retirement Provision (EFRP), International Federation of Pension Funds
Administrators (FIAP), and Fédération Européenne des Fonds et Sociétés
d’Investissement (FEFSI). From these statistics, we construct a variable labeled
Inst Equity Investments, which sums the ratios of equity investment value to
domestic stock market capitalization (measured at the same month) for banks,
insurance companies, pension funds, and mutual funds. We provide a detailed
description of the construction and data sources of this variable in the supple-
mental data appendix mentioned earlier.!® In addition, we employ measures
of total institutional assets scaled by GDP as an alternative control for the
size of the institutional investment industry. However, as banks and insurance
companies invest predominantly in debt markets, we focus on assets of pen-
sion and mutual funds only. These variables (Pension Assets/ GDP and Mutual
Assets/ GDP) also control for the fact that the development of the managed
fund industry may be influenced by governance environments (Khorana et al.
(2005)).

The concentration of the institutional investment industry is another im-
portant control variable. Some countries may have a few dominant financial
institutions with assets so large that for them block holdings become unavoid-
able. However, investment portfolio data of all individual institutions are dif-
ficult to obtain. Thus, to proxy for financial industry concentration, we utilize
a Herfindahl index (Industry Concentration) based on the market capitaliza-
tion of all listed financial companies in each sample country.?’ The rationale
for using this proxy is that most large financial institutions today are either
listed or owned by another listed financial firm. For robustness purposes, we
also employ two alternative proxies. The first (Fund Concentration) is another
Herfindahl index based on the equity investment values of individual invest-
ment managers in each country that are covered in the LionShares database
mentioned earlier. The second (Bank Concentration) is the fraction of assets
held by the three largest banks in each country, which we obtain from the
World Bank.

9 Tn a few cases, the total equity investment of a particular institution type has to be estimated.
For example, if the equity investment figure for banks in a country is not available, it is estimated
from annual report data of all listed banks by multiplying the average proportion of individual
listed banks’ assets allocated to equity investments by the total asset value of the entire banking
industry.

20'We calculate the market capitalizations of the five largest financial firms as a percentage of
the total capitalization of all financial firms in a country (using Datastream). The Herfindahl index
is the sum of squares of these percentages.



2992 The Journal of Finance

E.4. Economic and Stock Market Characteristics

Our analysis also examines several potentially important economic and stock
market conditions that may influence country-level institutional ownership
concentration. First, we include the log of GDP to control for general economic
size effects as smaller economies can create diversification constraints, which
may force institutions to hold large ownership blocks. Second, we use the ratio
of stock market capitalization to GDP to account for the possibility that a devel-
oped stock market, with its lower transaction and holding costs, may encourage
institutional block holdings. This variable also reflects whether an economy is
bank- or market-centered. Finally, considering institutions’ general preference
for large firms (Gompers and Metrick (2001)), we use the natural logarithm of
the median market capitalization of all listed firms (as covered in Datastream)
in each country to control for cross-country differences in firm size.?!

II. Macro Governance Environments
and Institutional Block Holdings

A. Univariate Analysis

Table III documents initial support for the hypothesized relation between
macro governance environments and institutional ownership decisions. Specif-
ically, our sample countries are split into “high” and “low” groups based on
whether each macro governance variable is above or below the sample median.
Comparisons are then made between the two groups with respect to differ-
ent institutional block holding statistics. We find that Mean IBH and % Firms
with IBH are always significantly higher in countries with above-median Anti-
Director Index, Enforcement Index, WEF Minority Rights, Corporate Disclosure,
Governance Disclosure, and WEF Disclosure. They are significantly lower in
countries in which firms with multiple-class shares are more prevalent (i.e.,
above-median % Multiple-Class Firms). The same results also obtain for other
measures of the prevalence of institutional block holdings, including the aver-
age number of institutional blockholders per firm and the percentage of firms
whose largest shareholder is an institution. These results suggest that strong
macro governance environments appear to induce institutions to hold large
ownership blocks since they strengthen the ability of institutions to monitor,
consistent with Black (1990), Pound (1991), and Black and Coffee (1994).

While institutional block holdings are more prevalent among firms in strong
compared to weak governance countries, several statistics in Table IIT suggest
that this difference is reversed with respect to very large controlling stakes.
First, the skewness of within-country distributions of institutional block hold-
ings is significantly higher in the latter group of countries, that is, firms either
have a very large institutional blockholder or none at all. Second, the average
size of individual blocks held by institutions, which is sensitive to the presence

21 These variables are measured at a 1-year lag to minimize potential endogeneity. See Table I
for their sources.
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of very large (potentially controlling) blocks, is also consistently and signifi-
cantly higher in countries with weak macro governance characteristics. Third,
when we recalculate the % Firms with IBH variable using the 20% threshold
(which La Porta et al. (1999) use to define controlling ownership positions), the
difference across “high” and “low” groups (according to individual governance
measures) becomes mostly insignificant. On the whole, these results suggest
that deficiencies in macro governance environments make it more likely for
institutional investors to employ an “all or nothing” approach, whereby equity
investments are either well diversified or concentrated in very large (poten-
tially controlling) blocks. Shareholder protection seems to matter only when
institutions decide to become large, but not controlling, shareholders.

B. Country-Level Regression Analysis

This section examines the determinants of institutional block holdings in
a multivariate regression framework. We analyze two sets of Ordinary Least
Squares (OLS) regressions using either Mean IBH or % Firms with IBH as the
dependent variable. For each set, the main explanatory variables are measures
of (1) aspects of the macro governance environment, (2) regulatory barriers to
acquiring large shareholdings, (3) size and concentration of the institutional in-
vestment industry, and (4) economic and stock market characteristics. Among
our governance variables, we select Anti-Director Index and % Multiple-Class
Firms to account for shareholder rights, Enforcement Index to measure the
extent of legal enforcement, and WEF Disclosure to reflect the disclosure envi-
ronment.2? We attempt to include these governance variables in one regression
to analyze whether their individual effects on institutional ownership deci-
sions are complementary. However, Enforcement Index cannot be included in
the same model with either WEF Disclosure or any of the characteristics of
the institutional investment industry because of its strong correlation with
these variables. Khorana et al. (2005) also find that variables measuring the
enforcement of minority rights introduced by La Porta et al. (1997, 1998) are
significantly related to the size of the mutual fund industry and many other
country-level factors.

Table IV reports the regression results. In Models 1 and 2, we examine share-
holder rights together with enforcement (or financial disclosure). The observed
coefficients of these governance variables indicate that they all significantly
influence both Mean IBH and % Firms with IBH in the expected direction.
Similar to the univariate results presented earlier, features of a strong gover-
nance environment appear to encourage institutions to hold large blocks more
often, and their individual impact is unlikely to be entirely homogeneous.

22 The results are unchanged when Enforcement Index is replaced by WEF Minority Rights.
The variable WEF Disclosure is selected to reflect the disclosure environment because it covers
all sample countries. In contrast, the other two disclosure measures, Corporate Disclosure and
Governance Disclosure, are only available for 39 and 41 countries, respectively. We test these vari-
ables and they are significant in the regression, but some other explanatory variables become less
significant possibly because of a smaller sample size and reduced degrees of freedom.
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Investment portfolio regulations, on the other hand, are substantial barriers
to the ability of institutions to acquire large shareholdings, as shown by the neg-
ative and significant coefficients of Investment Limits in the two regressions. As
arobustness check, we use an indicator variable labeled 5% Limit (equal to one if
at least one type of institution in a country cannot hold more than 5% of a firm’s
issued shares, and zero otherwise) as an alternative measure of investment re-
strictions in Model 3. This variable also negatively and significantly influences
Mean IBH, but its impact is weaker in the % Firms with IBH regression. In
an unreported result, we examine another indicator variable for countries in
which the “prudent man” rule rather than specific quantitative restrictions is
applied to at least one type of institution.?? This variable is significant in both
regressions, indicating that institutional block holdings are more prevalent in
countries that adopt the prudent man rule, which is often considered to be
more subjective and potentially less restrictive than quantitative investment
limits. In summary, our findings provide the first cross-country empirical sup-
port for Roe (1990), who argues that investment regulations restrict the ability
of institutions to become large shareholders and thus effective monitors. More
importantly, the coefficients of both the governance and regulation variables
are significant in the same regression, suggesting that in strong governance
environments, institutions are more inclined to acquire large shareholdings up
to the limits imposed by regulations.

In contrast, reporting requirements related to large shareholdings (measured
by Ownership Disclosure) do not seem to be an important regulatory barrier.
More frequent and strictly defined ownership disclosures do not significantly
influence the two measures of institutional block holdings. This finding implies
that (1) existing ownership disclosure rules do not fully eliminate institutions’
potential gains from acquiring large shareholdings through open market trans-
actions or (2) institutions actively avoid the free-rider problem by engaging in
less public transactions (e.g., private placements) when they wish to become
large shareholders.

Models 4 through 6 further control for characteristics of the institutional
investment industry. The positive and significant coefficients of Inst Equity
Investment indicate that block holdings can indeed become quite unavoidable
in countries in which the growth in institutionalized equity investments has
surpassed the expansion of their stock market. Next, controlling for Pension
Assets/ GDP and Mutual Assets/ GDP, their positive and significant coefficients
again highlight the dependence of institutional block holdings on the aggregate
size of institutional funds. Similar findings also obtain with respect to Industry
Concentration. Institutional block holdings thus appear to be more prevalent
when the industry is dominated by a few large institutions.

More importantly, governance variables remain mostly significant even af-
ter controlling for the size and concentration of the institutional investment

2 The “prudent man” rule requires that managers of institutional assets invest such assets, as
a person of prudence would do. This includes a general requirement to diversify investments and
avoid concentration of risk.
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industry. Thus, the relation between governance variables and the extent of
institutional block holdings is not simply a result of their correlations with cer-
tain characteristics of the institutional investment industry as documented in
Khorana et al. (2005) in relation to the mutual fund industry. The investment
regulation variable (Investment Limits) also remains consistently significant
in the last three models. These findings suggest that the development of the
institutional investment industry does not automatically result in institutions
becoming large shareholders. In some countries, despite the presence of large
aggregate investment funds, institutions may still be discouraged from holding
large ownership stakes by poor governance environments and strict investment
portfolio regulations.

Among the other control variables, both Log GDP and Market Cap/GDP (a
proxy for stock market development) are consistently insignificant across all
models. The coefficients of Log Median Size are positive, suggesting that Gom-
pers and Metrick’s (2001) firm-level result regarding the preference of institu-
tions for large, established firms is also observed at the country level. However,
this relation is not consistently significant across different models.?* In un-
reported regressions, we also include the log of median trading turnover of
all listed firms in a country to control for differences in liquidity, but we find
that this variable is insignificant. Overall, country-level institutional owner-
ship concentration appears to be more influenced by governance and regulatory
factors than economic and stock market characteristics.

C. Endogeneity

In this section we address the possibility that the direction of causality be-
tween governance environments and institutional block holdings may be op-
posite of what our hypothesis suggests. In particular, when more institutions
become large shareholders, they can attempt to lobby for stronger shareholder
rights so that their interests are better protected. Further, through their mon-
itoring, institutions may be able to influence the corporate governance of indi-
vidual firms, which would place pressure on regulators to improve minimum
acceptable governance standards at the country level. These arguments, rein-
forced by recent changes to investor protection law in many countries (Pagano
and Volpin (2005)), highlight the potential endogeneity of our governance vari-
ables as a legitimate concern.

In response to this issue, we reexamine the previous findings from the OLS
regression analysis reported in Table IV using instrumental variable (IV) re-
gressions. Several studies suggest that the legal origin of a country is a suitable
instrument because it is historically predetermined and highly correlated with
current governance environments (La Porta et al. (1999, 2006), Dyck and Zin-
gales (2004)). Following these studies, we use a dummy variable for common
law origin as the instrument because it is associated with greater shareholder

24 This weak size effect may also reflect the fact that institutions remain conscious of diversifi-
cation costs associated with concentrated equity positions in large firms (Admati et al. (1994)).
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rights and transparency (La Porta et al. (1998)). However, because there is
only one instrument, we follow La Porta et al. (2006) and aggregate the gover-
nance variables previously used in the OLS regressions (Anti-Director Index,%
Multiple-Class Firms, Enforcement Index, and WEF Disclosure) into one sin-
gle index (Governance Index) using weights based on a principal component
analysis.

Table V reports the instrumental variable estimation results. Model 1 tests
the impact of Governance Index. In addition, as Pagano and Volpin (2005) report
substantial changes in shareholder rights (quantified by Anti-Director Index)
in many countries, we also focus on this variable exclusively in Model 2. The
control variables are drawn from Model 4 of Table IV (the one with the highest
R?).25 In both models, we find similar results to those of the OLS regressions.
The coefficients of Governance Index and Anti-Director Index are consistently
positive and significant.

In Model 3 we use an alternative instrument specifically for shareholder
rights, in particular, the value of the anti-director rights index in 1993 obtained
from Pagano and Volpin (2005). This lagged measure is unlikely to be deter-
mined by the extent of institutional block holdings (the dependent variable)
measured in 2002 since the institutional investment landscape has changed
considerably in recent years (see footnote 1). The results from Model 3 show
that like the OLS estimates, the coefficients of this variable remain signifi-
cant. Overall, it is difficult to reject the influence of governance environments
on the extent of institutional block holdings in favor of a reverse-causality
explanation.

III. Additional Results
A. Analysis of Different Categories of Institutions

In this section, we extend the regression analysis in Table IV by examining
the determinants of block holdings of the five distinct institution categories
(banks, insurance companies, fund managers, investment banks, and others)
identified earlier. The results are reported in Table VI. Most notably, the “banks”
regressions produce quite different results from those obtained from the all-
institution regressions in Table IV (i.e., among the governance variables, only
% Multiple-Class Firms is weakly significant in the hypothesized direction,
while the impact of WEF Disclosure is in fact reversed). This is consistent with
the argument that, due to other business relationships with firms, banks are
not overly concerned about governance environments when making ownership
decisions. The significant and negative impact of financial disclosure further
shows that blockholders with a banking relationship possess an information
advantage in poor disclosure environments.

Compared with banks, block holdings of other institution categories are more
strongly related to macro governance characteristics. However, the explanatory

% The variable Inst Equity Investment is excluded from Model 1 because of its strong correlation
with Enforcement Index (a component of Governance Index), as mentioned earlier.
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Table V
Instrumental Variable Regression Analysis of Cross-Country
Variations in Institutional Block Holdings

The table reports regression results for a sample of 45 countries using instrumental variable (IV)
estimation. The dependent variable is either the country average of a firm’s percentage owner-
ship held by institutional blockholders (Mean IBH) or the percentage of firms with at least one
institutional blockholder (% Firms with IBH). Log GDP is the natural logarithm of GDP. Mar-
ket Cap/GDP is the total market capitalization scaled by GDP. Log Median Size is the natural
logarithm of the median capitalization of all listed firms. Ownership Disclosure is an index that
measures the stringency of ownership reporting. Investment Limits is an index that measures the
extent of institutional investment portfolio restrictions. Inst Equity Investment is total institutional
equity investments scaled by stock market capitalization. In Models 1 and 2, the instrument is a
dummy variable that takes the value of one for countries with common law legal origin, and zero oth-
erwise. Because there is only one available instrument for each regression, the selected governance
variables have to be aggregated into a single variable (Governance Index) in Model 1 using weights
based on a principal component analysis, or in Models 2 and 3, only the main governance variable,
Anti-Director Index is used. Model 3 utilizes an alternative instrument, which is the lagged value
of the Anti-Director Index variable as measured in 1993. Heteroskedasticity-consistent standard
errors are reported in parentheses.

Dependent Variable: Dependent Variable:
Mean IBH % Firms with IBH
(€8] (2) 3) (€8] (2) 3)

Intercept —-9.626 —0.367 0.415 —42.263 2.274 13.152
(13.196) (6.129) (4.524) (55.806) (25.550) (16.506)

Log GDP -0.689 —0.488 —0.464 -3.308 -2.187 —1.848
(0.855) (0.463) (0.482) (3.707) (1.427) (1.426)

Market cap/GDP -5.139 —0.303 —0.466 —25.543 -1.619 —0.393
(4.453) (1.116) (1.079) (20.487) (4.873) (4.238)
Log median size 0.551 1.186 1.101 1.983 5.806¢ 4.627¢
(0.855) (0.820) (0.711) (4.126) (3.153) (2.611)

Ownership disclosure —2.688 —0.236 —-0.172 —13.584 —-1.164 —0.320
(2.395) (0.722) (0.671) (11.205) (3.334) (3.056)
Investment limits —0.616 —1.898¢ —-1.911¢ —5.220 -12.975>  —12.7792
(2.710) (1.143) (1.150) (11.715) (5.299) (4.594)

Inst equity investment 4.6542 47182 15.671°¢ 16.535°¢
(1.802) (1.778) (8.825) (8.497)

Governance index 7.781¢ 38.343¢
(4.503) (20.311)

Anti-director index 2.590P 2.3512 13.2762 9.9552
(0.982) (0.703) (4.283) (2.996)

Adjusted-R? 0.143 0.311 0.348 0.189 0.300 0.425

a b and ¢ denote significance at the 1%, 5%, and 10% levels, respectively.

power of this relation remains weak for institutions with potential relationships
with firms, such as investment banks and insurance companies, for which the
selected governance variables (Anti-Director Index, % Multiple-Class Firms,
and WEF Disclosure) together explain only 4.25% and 2.43% of the varia-
tion in Mean IBH, respectively. In comparison, these statistics are 7.55% for
the “others” category and 17.87% for the “fund managers” category. The high
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explanatory power of governance variables in the regression involving fund
managers suggests that since they invest on a more arms-length basis than
the other institutions, governance factors appear to be particularly important
when making large ownership decisions.

The impact of other explanatory variables also differs across the institution
categories. Stock market characteristics appear to play a more important role
in the regression models involving “banks,” “insurance companies,” and “invest-
ment banks.” For example, in the “banks” regressions, the coefficients of Market
Cap /GDP are significantly negative, indicating that consistent with the anec-
dotal examples highlighted in Black (1990) and Roe (1990), bank block holdings
are more prevalent in bank-centered economies such as Japan and Continental
Europe. In contrast, fund manager block holdings are more strongly related
to investment regulations and characteristics of the institutional investment
industry (e.g., size and concentration).?8

Overall, using cross-country institutional ownership data, we find evidence
consistent with previous firm-level results (Brickley et al. (1988), Van Nuys
(1993)), which document variations in monitoring-related behavior across dif-
ferent types of institutions.

B. Institutional Block Holdings in the Presence of Other
Controlling Shareholders

We also perform additional analyses on the extent of institutional block hold-
ings among firms in which another shareholder has effective control. Con-
trolling shareholders often employ nonvoting shares, pyramids, and cross-
shareholdings, which increase incentives for expropriation of minority interests
and create difficulties for institutions to monitor effectively. Across the sample
countries, we find that large shareholdings by institutions are more prevalent
among widely held rather than closely held firms, differentiated by the pres-
ence of a shareholder controlling at least 20% of voting rights.2” Among the
latter group, institutions are less likely to hold large ownership stakes if the
ultimate controlling shareholder is an individual (or family) and if control is
maintained through a pyramid structure.?® This evidence indicates that institu-
tions avoid becoming large shareholders in firms in which control structures are

26 It is important to note that the Investment Limits variable is less significant in the category
regressions than in the all-institution regressions. This reflects the fact that investment regulations
are often fund-specific, while our study examines block holdings at the manager level. In the United
States, for example, it is still unclear whether the restrictions contained in the Investment Company
Act of 1940 apply to individual funds or to the entire fund family (Edwards and Hubbard (2000)).

27 This finding is unlikely to be entirely due to the lack of free float shares in closely held firms
(Dahlquist, Pinkowitz, Stulz, and Williamson (2003)). We carry out the test using both the Mean
IBH and % Firms with IBH variables (the latter being less sensitive to the variations in free float
shares), and find similar results.

28 Similar to Claessens, Djankov, and Lang (2000) and Faccio and Lang (2002), we identify ul-
timate controlling shareholders and pyramid structures by investigating who controls the largest
controlling shareholder in each firm, defining control using the 20% of voting rights threshold.
This is repeated until we reach the top of the chain of control.
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unfavorable to minority shareholders, in the same way that they avoid taking
large ownership blocks in countries with poor macro governance environments.

The above findings also highlight the possibility that the prevalence of in-
stitutional block holdings is not directly related to governance environments,
but rather is a result of closely held and family-controlled firms being fewer in
countries with strong shareholder protection (La Porta et al. (1999)). To address
this issue, we repeat the analysis of Table III for individual categories of firms
with different control structures. Even when calculated based on only closely
held firms, both Mean IBH and % Firms with IBH are still significantly higher
in countries with stronger macro governance environments. The same results
also hold for separate subgroups of firms controlled by individuals (or fami-
lies), nonfamily-controlled firms, directly controlled firms, and those controlled
through a pyramid structure.2? Therefore, even in the presence of another con-
trolling shareholder, a strong governance environment still encourages institu-
tions to hold large ownership stakes. Overall, the relation between macro gov-
ernance characteristics and institutional ownership concentration observed in
our study cannot be attributed simply to cross-country variation in the control
structure across firms.3°

IV. Conclusion

This study examines the macro environmental factors that affect institu-
tional ownership decisions. Using ownership data from 19,883 firms across 45
countries, we find that countries with strong shareholder rights, effective legal
enforcement, and extensive financial disclosure tend to have a greater extent
of large institutional shareholdings. In countries with weak macro governance
characteristics, instances of institutional block holdings are significantly less
prevalent, and in cases in which institutions do become large shareholders,
a very large (often controlling) interest is acquired. Further, large sharehold-
ings of institutions are also determined by investment portfolio regulations, as
suggested by Roe (1990), and the size and concentration of the institutional
investment industry. Economic and stock market conditions, however, do not
seem to significantly influence ownership patterns of institutions.

These results can be understood within the framework of the well-
documented trade-off between the benefits and costs of shareholder monitoring.
In countries with strong macro governance environments, strengthened inter-
vention ability and reduced monitoring costs can increase the propensity of
institutions to monitor. Our empirical results suggest that this manifests itself
in a greater extent of large institutional shareholdings observed at the coun-
try level. In contrast, a weak governance environment makes monitoring by
large minority shareholders less attractive, and as a result, institutions are

2 For the sake of brevity, the results in this section are not tabulated, but are available upon
request.

30In an unreported check, we find that the regression results in Table IV remain unchanged
after including another control variable constructed by Dahlquist et al. (2003), which measures
the extent of closely held shares in a country.
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compelled to either diversify or hold a controlling interest to ensure that mon-
itoring is effective.

This relation can differ across types of financial institutions. We find that
the impact of governance environments on large shareholding decisions is most
observable in the case of professional fund managers and least significant in
the case of banks. These additional findings are consistent with our argument
that ownership decisions are influenced by the relative balance of the costs and
benefits of monitoring, which can differ across institutions. Finally, we also find
that while institutions appear to be less willing to become large shareholders in
firms in which control is closely held and the risk of expropriation is high, the
impact of macro governance variables on institutional block holdings among
such firms remains robust.

Overall, our findings suggest a link between the “Law and Finance” and
“Institutional Activism” streams of literature by showing that large institu-
tional block holdings, which are associated with a greater incentive to moni-
tor, are more prevalent in strong macro governance environments. While La
Porta et al.(1999) find lower insider ownership concentration in markets with
strong shareholder protection, we show that a significant degree of ownership
in such markets is attributable to minority block holdings by financial insti-
tutions, which provides them an incentive to monitor insiders. This highlights
another benefit of strong shareholder protection in addition to those already
documented in La Porta et al. (1997, 1998) and La Porta et al. (1999).

Our work also contributes to the ongoing discussion regarding policy re-
sponses to many governance problems in the current corporate environment.
With internal control mechanisms failing and hostile takeover pressures damp-
ening, the growth of institutional investment has been viewed as a promising
development in combating widespread agency problems. However, our results
emphasize that increased institutional investment does not by itself lead to
greater incentives to monitor, as can be observed through the differing share-
holding patterns of institutions across countries. Other environmental factors
that support intervention also play an important role. Recognizing this, policy
makers and regulators have recently refocused on the need to improve institu-
tional monitoring capabilities. For example, in response to the Asian economic
crisis, Korea abolished barriers previously imposed on institutional investors’
voting rights. In Australia, new regulations have also been introduced to remove
voting restrictions on unit trust managers. However, examples of this kind are
still few and far between. By documenting large differences in institutional
ownership concentration across countries, our study highlights the importance
of a strong macro governance environment and provides a rationale for further
accelerating the process of improving infrastructures that support institutional
activism.
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