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ABSTRACTHELSIKI SCHOOL OF ECONOMICS 
AND BUSINESS ADMINISTRATION 
Master’s Thesis in Finance Theory 9 April 2001
Jukka Pekka Olavi Tukia

Entrenchment of the Finnish Board of Directors

Goals of the Study
This study aims to find out, which factors are in connection to the Board entrenchment. The 
entrenchment is defined to be the high fraction of insiders on the Board (either through 
interlocking directorships or dual roles in the executive management and on the Board) and 
the length of the membership period of Board members. The main emphasis is on the 
relationships and correlations between some Board structure -related variables, some 
ownership structure variables, and some Corporate Governance variables. Hypotheses are 
based on, at least to some extent, expectations on investor behaviour effected via the 
ownership structure and investor type and the resulting differences in the Board structure, 
particularly in the entrenchment of the Board. This thesis shortly presents the average 
Board of a Finnish company listed on the Main list of the Helsinki Exchanges in 1999. It 
also presents discussion on the structure of the Board of Directors, ownership structure, 
agency theory and monitoring problems arising from the relationship between the 
management and the owners.

Data and Research Methodology
The data used in this thesis were mainly collected from the 1999 Annual Reports of the 
companies listed on the Main list of the Helsinki Exchanges. Material from the report of 
Karhunen and Keloharju (2000) was also used in order to find out ownership structures of 
the companies on June 1, 2000. First, correlation coefficients were calculated and tested. 
Second, several multi-regression runs were used to corroborate the findings from the tested 
hypotheses.

Results
The fraction of the domestic private investors as owners of the company seems to be 
positively related to the fraction of insiders as Board members. The fraction of domestic 
institutions as owners seems to be negatively related to the fraction of insiders on the 
Board. The size of the company and the presence of the CEO on the Board function as 
control variables, but they do not change the results. The more there are insiders on the 
Board, the longer the membership period, on average, seems to have been. If the company 
has more than one class of shares or if it seems to be reporting “weakly” its Corporate 
Governance issues in its Annual Report from the vantage point of an equity investor, the 
longer the average membership period seems to have been. The size of the firm was used as 
a control variable. The fraction of domestic individual investors as owners and the average 
membership period seem to be positively related, while the fraction of foreign investors 
and the average membership period seem to be negatively related to the average 
membership period length.

Key Words
Agency Problem, Board of Directors, Corporate Governance, Investor Behaviour, 
Ownership Structure
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Entrenchment of the Finnish Board of Directors

Tutkimuksen tavoitteet
Tutkimuksen tavoitteena on selvittää, mitkä tekijät ovat yhteydessä hallituksen 
”jämähtäneisyyteen” (entrenchment), jona pidetään hallituksen suurta sisäpiiriläisten 
osuutta (jäsenet, joilla on ristikkäisjäsenyyksiä hallituksissa tai kaksoisrooli sekä 
operatiivisessa johdossa että hallituksessa) ja hallituksen jäsenten jäsenyysperiodien 
pituutta. Työ keskittyy tutkimaan riippuvuuksia ja korrelaatioita eräiden hallituksen 
koostumuksesta kertovien muuttujien, eräiden omistusrakennemuuttujien sekä eräiden 
Corporate Governance -muuttujien välillä. Hypoteesit perustuvat osittain oletuksiin 
sijoittajien käyttäytymisestä ja tästä johtuviin, omistusrakenteen kautta välittyviin, eroihin 
yritysten hallitusten koostumuksissa, erityisesti ”jämähtäneisyydessä”. Tutkielma esittelee 
lyhyesti vuoden 1999 suomalaisen, Helsingin pörssin päälistalla noteeratun yhtiön, 
hallituksen keskimääräisen olemuksen. Tutkielman tavoitteena on lisäksi esitellä 
hallituksen koostumuksesta esitettyjä näkemyksiä, agenttiteoriaa ja siihen liittyvää 
yrityksen johdon ja sijoittajien välistä valvontaproblematiikkaa sekä omistusrakenne- 
keskustelua.

Lähdeaineisto ia metodologia
Aineistona tutkimuksessa oli Helsingin pörssin päälistan yritysten vuoden 1999 
vuosikertomukset. Lisäksi tutkimus hyödynsi Karhusen ja Keloharjun (2000) 
tutkimustuloksia yritysten omistusrakenteen (tilanne 1.6.2000) osalta. Tutkimuksessa 
testattiin ensin korrelaatiot ja sitten regressioanalyysien avulla aineistossa esiintyvää 
riippuvuutta.

Tulokset
Kotimaisten piensijoittajien osuus yrityksen omistajina yhdistetään korkeampaan 
sisäpiiriläisten osuuteen hallituksessa, kun taas kotimaiset instituutiot omistajina 
yhdistetään pienempään sisäpiiriläisten osuuteen. Yrityksen koko ja toimitusjohtajan 
läsnäolo hallituksessa toimivat kontrollimuuttujina regressioissa, mutta eivät muuta 
tuloksia. Mitä enemmän hallituksessa on sisäpiiriläisiä, sitä pidempi hallituksen jäsenten 
keskimääräinen jäsenyysaika näyttää olleen. Mikäli yrityksellä on useampi kuin yksi 
osakesarja tai jos yritys raportoi ”heikosti” Corporate Governance -tyyppiset asiat 
osakkeenomistajan näkökulmasta vuosikertomuksessaan, näyttää hallituksen jäsenten 
jäsenyysperiodi olevan pidempi kuin muissa tapauksissa. Yrityskokoa käytetään myös tässä 
kontrollimuuttujana. Jäsenyysperiodin pituus näyttää olevan positiivisesti riippuvainen 
kotimaisten piensijoittajien omistusosuudesta ja negatiivisesti riippuvainen ulkomaisten 
sijoittajien omistusosuudesta.

Avainsanat
Agenttiongelma, Corporate Governance, hallitus, omistusrakenne, sijoittajien 
käyttäytyminen
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1 INTRODUCTION

1.1 Entrenchment of the Board

This thesis aims to explore if there are patterns that would indicate that some 

investors choose to invest in companies that have certain kinds of Boards. 

Particularly, the entrenchment of the Finnish Board of Directors is addressed, in 

terms of fraction of insiders on the Board and period length of Directors as Board 

members. Also other than investor type variables are used to study the entrenchment.

Mahajan and Lummer (1993) studied the executive succession and the market 

perception for the type of the succession. They e.g. concluded that investors in 

general conceive of the Board of Directors not solely maximising the shareholder 

wealth and thus the succession by an outsider is seen as a better alternative than the 

Board becoming more entrenched (Mahajan and Lummer 1993). Rosenstein and 

Wyatt (1997), on the other hand, found a positive stock market reaction in the case of 

an outside Director appointment announcement. They conclude that the expert 

knowledge of a new inside Director outweighs the costs of the managerial 

entrenchment only when the managerial interests and the outside shareholders’ 

interests are aligned (Rosenstein and Wyatt 1997).

As Vecchiolla et al. (1998) bring out, there are numerous techniques to try to stay in 

power. They further underline that the shareholders must challenge the “corporate 

vampires” and the entrenchment of the Board (Vecchiolla et al. 1998). Sundramurthy 

et al. (1996) found that the adoption of a particular Board entrenchment measure, a 

classified Board provision in the Articles of Association, was in a slightly positive 

relationship with the insider representation on the Board.

Finkelstein and D’Aveni (1994) compare the organisation theory view and the 

agency theory view on the CEO duality (the CEO of the firm is at the same time also 

a Chairperson of that firm). They found out that the Board “vigilance” was in a 

positive relationship with the CEO duality, in other words, the unity of command 

would have outweighed the entrenchment effect of the CEO duality (Finkelstein and
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D’Aveni 1994). All in all, the finance theory seems to be categorising the 

entrenchment of the executive management and the Board in particular, as a negative 

phenomenon from the point of view of the shareholders.

Shareholders are, however, different in their abilities and their behaviour. It seems 

that even the institutional investors do not do their monitoring task properly (Renfors 

2000, Nukarinen 2000). If institutions can not do the monitoring properly, what is the 

status of the private investors then? Larger institutional investors should have power 

to affect the structure of monitoring on their own, for instance, by choosing the 

Directors to the Board, while smaller private investors are only able to choose 

companies that have “optimal” Corporate Governance characteristics from their point 

of view. Corporate Governance, or simply monitoring, is largely an issue of risk 

management as it reduces the risk of the shareholders - large or small - for being 

cheated.

The prospect theory (Kahneman and Tversky 1979), Odean’s findings (1998, 1999) 

from the U.S., and the Finnish evidence of Grinblatt and Keloharju (2000) as well as 

Karhunen and Keloharju (2000) all speak on the behalf of the existence of 

differences in the behavioural patterns of different kinds of investors. These are 

presented later on. An interesting question is: are the entrenchment differences 

materialised on the basis of the investor structure of the firm?

This thesis will contribute to the discussion on Corporate Governance and 

particularly individual investor behaviour on several aspects. Firstly, this thesis 

provides an empirical study of chosen Board characteristics and chosen investor and 

firm-specific characteristics and their relationships. Specifically, the average 

membership period length of Directors and the fraction of insider members on the 

Board are investigated. These are considered as signs of the Board entrenchment. 

Secondly, a typical Finnish Board is shortly presented. Thirdly, an overview of the 

widely discussed agency problem is provided: agency is central when we consider 

the relationship of investors and the Board. Fourthly, a view on the discussion on the 

Board characteristics is provided in order to give as complete a picture as possible of 

the Board as part of the corporation. More importantly, this discussion provides us a 

mirror, which can be used when we analyse the results of the empirical part.
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1.2 Effect of the Investor Type

It is obvious that people do not always behave rationally. There are various reasons 

for this kind of behaviour: for example, some group of investors do not have all the 

information, time or other resources to do so. Kahneman and Tversky have 

introduced a prospect theory indicating that people’s utility is derived from the gains 

and losses in relation to some reference point of wealth, instead of the absolute level 

of wealth (1979). According to Kahneman and Tversky (1979), people are risk- 

seekers when they are on the left side of the reference point and risk-averse when 

they are on the right side of the reference point (wealth is on the x-axis and utility on 

the y-axis).

Odean (1998) maintains, on the basis of a study of over 10.000 accounts of an U.S. 

discount brokerage house, that overconfident investors trade more than would be 

rational. He further develops the theme by stating that trading activity is negatively 

correlated with the performance (Odean 1999, Barber and Odean 1999). For private 

investors, there is a tendency to hold losing stocks too long and to sell winning 

stocks too early (Odean 1998, Grinblatt and Kelohaiju 2000), which may be an 

indication of the accuracy of the prospect theory of Kahneman and Tversky (1979).

Grinblatt and Keloharju (2000, 43) define that, in the Finnish stock market, foreign 

investors are momentum investors (they buy past winner stocks and sell past losers) 

and domestic investors, particularly households, are contraries (they buy past losers 

and sell past winners). Grinblatt and Keloharju (2000, 66) further state that the 

degree of investor sophistication is inversely related to the degree of contrariness and 

directly related to the performance of an investor, even after controlling for the effect 

of momentum.

Because there are differences in the behaviour of different investors (e.g. they have 

different reasons to invest, they do not “know” the future in a same manner; they are 

differently informed), their performance is different. When discussing Corporate 

Governance, the effect of investor’s sophistication may also be directly related to the 

ability to monitor the company and its management. Therefore Board structures may
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differ from each other according to which type of an investor has the dominating 

position within the company.

Karhunen and Keloharju (2000) have documented descriptive statistics of the 

ownership of shares in Finland, on the Helsinki Exchanges (HEX) at June 1st, 2000. 

They for example state that investors tend to invest in stocks that are headquartered 

close to their home municipality and that individual investors invest more in small 

stocks of the HEX (2000, 21). Females are reported to invest more in stocks with 

large market capitalisation, whereas males invest in smaller stocks. It is obvious that 

there may also be different patterns of Board characteristics, for different investor 

groups.

Recently, few interesting Master’s thesis studies have been introduced at the Helsinki 

School of Economics and Business Administration concerning Corporate 

Governance issues. Both of these studies show that there are differences in the extent 

of agency costs depending on the ownership structure of the company. From the 

point of view of the finance theory, agency problems and agency costs have now 

been studied from a more modern perspective than the earlier studies: for example 

Nukarinen (2000) calculated monetary values for agency costs. Earlier, the main 

emphasis has been on indirect measures, particularly on the acquisition premium as 

an indication of agency problems.

Renfors (2000) studied listed Finnish companies during the years 1993-1998 and 

concluded that there is no statistical evidence on the relationship between 

management’s stock ownership and the performance of a company. However, he 

found that the productivity of a company and the ownership of the management are 

negatively related. Perhaps the most interesting result of Renfors (2000) is the fact 

that the number of institutional investors and larger scale individual investors seems 

to be negatively correlated with the performance of the company. It seems that in 

Finland during the years 1993-1998, larger agency problems were present when there 

were more shareholders, even large institutional or individual investors. Large body 

of shareholders probably does not have enough incentives to monitor the 

management properly: there may be a free-rider problem also among the larger
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shareholders, which grows when the ownership of the company becomes more 

dispersed.

An already mentioned study of Nukarinen (2000) investigated agency costs and 

found monetary values for them. The sample of Nukarinen consisted of nearly 800 

small and medium-sized Finnish companies during the period of March 1998 - 

March 2000. Nukarinen (2000) found that a company managed by a CEO, who does 

not own any shares of the company, suffers of higher agency costs than a company, 

which employs a CEO who is also an owner of the company. In addition, agency 

costs seem to be negatively correlated with the ownership stake of the CEO and 

positively correlated with the ownership stake of the main owner of the company.

Nukarinen (2000) did not find evidence on the existence of the relationship between 

the number of non-manager owners of the company and agency costs, which may 

partly be in conflict with the result of Renfors (2000). However, time periods studied 

as well as the types of the companies differ between these studies. Nukarinen (2000) 

did not find any evidence on larger owners doing their ”monitoring task” and he 

concluded that this should affect the willingness of smaller shareholders to monitor 

companies. Renfors (2000) is in line with Nukarinen: the number of bigger investors 

is negatively correlated with the company performance - in other words, agency 

costs are imposed on other investors on the basis of higher presence of bigger 

investors.

The discussion above is part of the discussion on the owner type and ownership 

structure. Each company has a company-specific and time-specific ownership 

structure. Veranen and Cassel (1998, 29) have placed the owner of the company at 

the highest level of the “vertical value chain”. At lower levels of this chain is the 

ownership structure as well as the ownership control. Ownership control is effected 

via the Board of Directors and the management. To the lowest level of the vertical 

value chain, Veranen and Cassel have placed the compensation system. As one can 

note, there are several levels in the vertical value chain and all of these may be 

important determinants of the performance of the company, in addition to the 

traditional “horizontal value chain” of Porter.
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If one tries to get a better picture of the problem area we are dealing with at the 

moment, figure 1 hopefully sheds some light to the reader. Nukarinen (2000) and 

Renfors (2000) studies can be placed to the modified framework of Veranen and 

Cassel (1996) in a way that connects the ownership structure and the performance of 

the company, because their aims were to search possible agency costs and 

relationships between the ownership and the performance. A large body of 

behavioural finance research, on the other hand, connects owners and their behaviour 

to their performance in terms of returns generated.

This thesis, however, does not directly deal with agency costs, investor performance, 

or company performance. The aim of this study is to provide with information on the 

relationships between the ownership structure and the characteristics of the Board.

As figure 1 shows, owners of the company form the ownership structure of the 

company. Ownership structure affects the particular owner’s ability to monitor and 

control the management of the company, for example in the form of the Board of 

Directors. Ultimately, the compensation system delivers the message of the owners 

to the organisation, which produces the performance of the company and possibly, at 

least partly, the performance of an investor. It is assumed that the history of the firm 

affects nearly all components of the system in the form of the firm structure and firm 

characteristics, but the firm structure also changes as a result of time and the 

functioning of the whole system.

1.3 Scope and Limitations of the Study

This study was conducted with Finnish companies listed on the HEX Main List. At 

most, 100 firms were used and the minimum number of firms used was 66. This 

number is, to my opinion, enough to generate accurate results. Of course, the 

inclusion of NM-list and I-list would have increased the number of observations, but 

on the other hand, these lists, most of all the NM-list, were subject to extremely 

turbulent times during the years 1999 and 2000 and this would have affected the 

results. The Main List is, to my opinion, much more stabile in terms of ownership 

structures and therefore it serves better the goals of this study.
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Figure 1. This study (c) in the context of the modified framework of Veranen 

and Cassel (1996). Veranen and Cassel introduced a concept of vertical value 

chain: Owners - Ownership Structure - Ownership Control - Board of 

Directors - Management - Control and Compensation Systems. Renfors (2000) 

and Nukarinen (2000) studies (b) seem to focus more on ownership structure. 

Grinblatt and Keloharju (2000), Odean (1998, 1999) and Barber and Odean 

(1999) studies (a) in the same context.

(a)

Ownership Control

Owners

Ownership Structure

Board of Directors

Company Performance

Owner Performance

ManagementFirm Structure/ Characteristics

Control and Compensation Systems

Time frame of the study is short. In fact, it only describes the situation at one point in 

the time line, but the location of the point is unknown, because the data is 

constructed from two sources: Board and firm characteristics are from 1999, details 

of the ownership structure are according to June 1st 2000. Results may be sensitive to 

the fact that the data are collected from different time points and an assumption 

concerning the lasting of the ownership structure or the Board structure must be 

made. If we, however, do not try to establish too long a haul interpretations, then this
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quite pragmatic way to approach the problem area is probably acceptable: relations 

between the chosen variables really exist and they are not artificial.

Two main variables are tested in this thesis. First, the average period length of the 

Board members is of interest. Second, the percentage of insider members on the 

Board is addressed. These variables are considered as signs of the Board 

entrenchment, if they receive high numerical values.

1.4 Results

1.4.1 Typical Finnish Board and the Structure of Corporate Governance

A typical Finnish Board of Directors in 1999 had 6 or 7 members, of which one was 

an “insider”, in a dual-role from the point of view of an outside shareholder. 44% of 

the Boards had the CEO as the member, while 56% did not have. The average age of 

a member of a Finnish Board of Directors was 53-54 years. Membership period of a 

Director of a Finnish Board was about 6,5 years: 16% of the Directors had, however, 

been members for over 10 years and 56% of the Boards had such members. In 

comparison to Hirvonen et al. (1997), results of this study were similar: 15% of the 

Directors of their sample had been members for over 10 years in 1996.

As of June 1, 2000, 38% of the companies had 2 classes of shares and in 1999, 19% 

of the companies had a two-tier system of Corporate Governance: shareholders had 

some of their representatives both on the Board and on the Supervisory Board. On 

the other hand, in 1999, 25% of the companies had such a system, where the Board 

was elected in lots, for example 1/3 at a time.

In 1999, 46% of the companies did not report Corporate Governance issues properly 

nor did they have a “Chairman's Review” part in their Annual Reports, which would 

have indicated that the Chairman were interested in the shareholders in this way.

10
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1.4.2 Entrenchment of the Board

Figure 2 below shows an overview of the central results of this thesis.

Domestic individuals are associated with higher fraction of insiders on the Board, 

while domestic institutions seem to behave on the opposite way. The presence of the 

CEO on the Board and the size of the firm are used as control variables to detect their 

effects on other variables of interest. Even though using these control variables, 

previously mentioned results remain significant.

The more there are insiders on the Board, the longer the Board tends to have been in 

power in terms of the average period length of Directors. If the company has two 

classes of shares, the membership period of Directors tends to extend as well. Weak 

reporting of Corporate Governance issues tends to be related to the longer average 

membership period of Directors. Firm size was used as a control variable, and 

together with the ownership fractions of the domestic individual investors and the 

foreign investors, all the variables received statistically significant coefficients in the 

regression analysis. It therefore seems that the ownership fraction of domestic 

individual investors is positively related to the membership period length of 

Directors, while the fraction of foreign investors is negatively related to the 

membership period length. Firm size seems to be positively related to the period 

length only together with other variables used in the model and discussed above - in 

the correlation tables no statistically significant correlation coefficient between the 

firm size and the membership period length exists.

I hope that this thesis and the results presented would serve as platforms for further 

studies within the area of Board structure and Corporate Governance. I also hope that 

the “cross-academic” discussion on the Board would gain more strength and that 

other researchers would gain pioneering accesses to deep discussions with Board 

members on their role within the Corporate Governance context.
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Figure 2. Main results of the study.

Firm Size

CEO on the Board

Fraction of Insiders on the Board

Domestic Institutional Ownership

Two Classes of Shares

Domestic Individual Ownership

Membership Period Length

Foreign Ownership

Weak” Corporate Governance 
Reporting

1.5 Structure of the Report

This thesis is structured as follows. The second chapter provides insights from the 

literature. First, the agency problem is discussed. Second, the discussion turns to the 

monitoring ability of investors. Third, the characteristics of the Board are widely 

presented in the light of the discussion in the literature.

The third chapter presents hypotheses of the thesis and chapter 4 goes to the data as 

well as to the methodological issues. Chapter 5 presents the results and chapter 6 

concludes the thesis. Next, the discussion turns to the literature.
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2 THEORY AND LITERATURE

This thesis presents now three themes that are intimately related to the thesis’s field 

of interest, ownership structure and Board structure of a company:

( 1 ) Agency problems

(2) Ownership structure

(3) Board characteristics

2.1 Agency Problems and Some Responses

Pohjola, who has studied the productivity of Finnish public companies 1986-1995, 

states that the management has built too extensive capacity in Finland (1996, 108). 

Management has not been acting according to interests of shareholders, while the 

opportunity costs of investments in plants, in R&D, or for example in equipment 

have in many cases exceeded the value of shareholders’ equity (Pohjola 1996, 108). 

Management has perhaps felt that streamlining is a threat to them and by investing 

[the free cash flow] they have been able to defend themselves (Pohjola 1996, 108). 

Pohjola has a clear view on behalf of acquisitions: because targets are usually those 

companies that use their capital inefficiently, shareholders of the target are likely to 

win in a case of a bid (1996, 152).

The basic assumption in the literature since 1932 has been that ownership and control 

of the company are separated, mostly because of a dispersed ownership. Central 

questions, according to the Berle and Means (1968, 112), are:

(1) Who has an interest in the company and what kind of an interest it is?

(2) Who has the power within the firm?

(3) What actions the controlling party takes?

Later on, Jensen and Meckling (1976) brought into the light the agency theory: there 

are agency problems between the owner (the principal) and the management (the 

agent), because the principal is incompletely informed and not able to control the
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decisions of the agent without costs. These agency costs are monitoring expenditures, 

expenditures for bonding agents to the interests of the principals and the residual loss 

(Jensen and Meckling 1976). We naturally hope that these costs are less than the 

benefits of organising the business into the form of a firm. The transaction cost 

theory states that if the transaction costs inside a hierarchy are lower than otherwise, 

it is beneficial to manage the activities of different individuals together, in the form 

of a firm (Coase 1937).

Several “vehicles” are suggested to help reduce agency costs. Some of them are 

mechanisms outside the firm and some are mechanisms inside the firm. Fama (1980) 

stated that the market for managers controls the top management, as they try to 

choose such policies that provide the most positive signals to the managerial labour 

market. Manne (1965) presents an idea that an external “control device of last resort” 

is the market for takeovers, which solves possible agency problems by bringing new 

management into an inefficient target company. On the other hand, mergers and 

acquisitions can be, de facto, statements of agency problems, as the “managerialism 

explanation” for conglomerate mergers states. Fama and Jensen (1983) also mention 

that the stock market monitors managers and is therefore an external control device. 

The role of the stock market is interesting: in addition to allowing acquisitions as 

tools for Corporate Governance, the market also affects the decisions of the agents 

through the share price. The market does this by making the anticipated cash flows 

known to the public, but also by providing information to those principals, who do 

not have the same “market power” as bigger institutional investors have.

Timonen (2000, 52-53) has divided shareholders’ control and amendment 

mechanisms into two categories: inside (company specific) and outside (market 

specific) mechanisms. Further he specifies the company specific mechanisms: 

information about public limited companies and especially its availability and its 

comparability as well as minority rights are in the central position when assessing 

risks connected to the ownership of shares and their expected returns (Timonen 2000, 

52-53). Outside mechanisms are connected to the professional financial 

intermediaries and their assessment of the position of the company and its future 

opportunities. Further, the question of how is this position likely to affect the costs of 

financing and the capital structure (Timonen 2000, 52-53) is of interest. Markets for
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corporate control as well as for managers are linked to professional financial 

intermediaries, and they are market specific or outside mechanisms of control.

According to the Companies Act (8:1 §), the meeting of shareholders, normally the 

Annual General Meeting, chooses the Board and less than half of the members of the 

Board can be elected in some other way than through the normal procedure. This 

procedure is run either by voting at the meeting of shareholders or the Supervisory 

Board1 simply chooses the Board, but these rules should be stated in the Articles of 

Association1 2 according to the Companies Act (8:1 §, 8:11§). If the election procedure 

of the Chairman of the Board is not clarified in the Articles of Association, and if the 

electorate of the Board has not chosen the Chairman, it is up to the Board itself to 

choose the Chairman among its members (Companies Act 8:8§). The Board decides 

on the pay and other benefits given to the CEO, if it has appointed the CEO - if the 

Supervisory Board appoints the CEO, it must decide on the benefits (Companies Act 

8:10§).

Monks and Minow (1995, 193) give an extremely pessimistic statement on the 

Directors’ representational degree:

”The fact that we speak of Directors as ’representing’ or being ’elected’ by shareholders 

when the shareholders play no role in their nomination is evidence of the challenge we face 

in trying to understand Corporate Governance”.

Mostly the smaller shareholders are likely to face this kind of a problem, but there 

are also situations where bigger investors are also in an inferior position. Monks and 

Minow state that staggered (or classified3) Boards ignore the fact that it should be up 

to the shareholders to decide on who sits on the Board - the continuity argument the 

management often gives is not acceptable (1995, 207). A classified Board structure is 

a protective device against acquirers: for example, 1/3 of members can be elected

1 According to Companies Act (8:11§), a Supervisory Board is a voluntary body of corporations, 
where the subscribed share capital is worth at least EUR 80.000. If there is a Supervisory Board, it 
should have at least 5 members. At most, half of the members can be selected through an “abnormal” 
process: usually, shareholders’ meeting votes for the members of the Supervisory Board. (Hirvonen et 
al. 1997, 38).
2 In Finnish: yhtiöjärjestys.
3 Classified Board structure is a protective device against acquirers. For example, 1/3 of members are 
elected each year.
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each year. There is opposition against the staggered Board election procedure. For 

example, Minow and Bingham recommend that the entire Board should be elected 

annually, to ensure the optimal accountability (1995, 499-500). Again, we can just 

ask if anything changes even though the elections were made annually.

Sundramurthy et al. (1996) used a sample of 192 S&P 500 firms and concluded that 

there is a slightly positive relationship between the proportion of insiders on the 

Board and the adoption of provisions of a classified Board to the Articles of 

Association.

Corporate Governance is an important vehicle to avoid situations where owners’ 

wealth is distributed to other stakeholders by managing the company badly - owners 

naturally want their wealth to be maximised by the management and therefore they 

are willing to use internal control devices also, in addition to the external market 

control. While Fama (1980) believes in the power of the managerial labour market 

and the ability of managers to understand the stock market, in reality, the assumption 

on the disciplinary nature of these devices may not be accurate on its own. Instead, 

agency problems can be overcome, for example, with the help of management 

compensation contracts, which take into account best interests of shareholders.

2.2 Ownership Structure and Private Investors’ Ability to Monitor

As agency problems are a reality between institutional investors and the 

management, they are also true for private investors. In practise, agency problems 

between private and institutional investors exist. As institutional investors may have 

seats on the Board, smaller investors rarely have such a privilege. La Porta et al. 

(1999, 474) provide backup for this view by stating that the finance theory should, in 

order to be relevant in most of the countries, focus on those opportunities and 

incentives that enable bigger shareholders both to benefit and exploit minority 

shareholders. Also Timonen (2000, 90) supports the view of La Porta et al. (1999) 

and states that the ”Berle & Means type of a company” is an exception rather than 

the rule, around the world. Berle and Means (1932) stated that because of a dispersed 

ownership the management has taken the power in companies.
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Agrawal and Knoeber (1996) conclude that in the U.K. and the U.S.A. the 

performance of those companies controlled by the owners is better than of those 

controlled by the management. For instance, McConnell and Servaes (1990) 

collected research findings indicating that in the environments where the share 

ownership, in general, is dispersed at the beginning, the concentration at first 

improves the performance of the company, but after a certain limit, the performance 

may get ”worse” again.

Bolton and von Thadden (1998, 4) state that their

”analysis shows that both types of ownership structure - concentrated or dispersed - can be 

optimal, depending on the characteristics of the firm and the environment in which it 

operates”.

Further, they mention that higher average liquidity demand by investors, lower costs 

of controlling management, higher potential benefits from correcting managerial 

failures, and higher transaction costs for secondary market trading all favour a 

dispersed ownership structure, and vice versa for concentration (Bolton and von 

Thadden 1998, 4). If there are perceived managerial failures within the company, an 

owner may decide to raise his ownership stake by buying other owners out at lower 

prices, as Bolton and von Thadden (1998, 17-18) mention. However, as this happens 

through rising share prices and disclosure requirements the information ”leaks” to 

the market and this undermines the ability to control management in the presence of 

monitoring costs and ”free-riding” activity (Bolton and von Thadden 1998, 17-18).

Timonen (2000, 80) argues that as legal requirements are imposed on companies, for 

example in the form of bookkeeping and audit regulations, the costs are to be bom by 

all shareholders and the free rider problem is no longer a problem. I disagree with 

Timonen in this question. Legal requirements do not alone guarantee freedom from 

monitoring tasks. It is up to the shareholders to monitor the management, and they 

are entitled to do so.

As Bolton and von Thadden (1998) mention, institutional investors may not engage 

in monitoring if they are not rewarded for doing so. They conclude that with ex ante
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concentration the controlling block, and hence efficient corporate control, persists in 

bad states of nature, whereas with ex ante dispersion a controlling block fails to 

emerge if liquidity trading is low (1998, 22). Uninformed private investors, 

households, can be named “liquidity traders”.

Timonen (2000, 93) states that majority decisions give opportunities to the 

controlling owner and its agents in the management to conduct the business not in 

the interest of the company but in the interest of the controlling owner. He also 

maintains that minority’s possibilities to observe and get information of these kinds 

of transactions are much smaller than majority owners’ possibilities (Timonen 2000, 

93). On the other hand, a widely known fact that smaller investors, if they only own a 

small fraction of the company, free ride and do not take part on the control process, 

was already stated by Berle and Means (1932).

A counterattack against Timonen (2000) comes, for example, from the comment of 

Maug (1998, 89):

”A larger majority requirement induces the large shareholder to increase her initial holding, 

and this reduces her rents and increases her inclination to monitor”.

Maug (1998, 67) places a hypothesis that large shareholders make profits in two 

ways: a direct profit through trading at the expense of uninformed liquidity traders 

(households have no private information) and a profit on the initial stake because 

initially shares trade below their intrinsic value (households are only willing to hold 

shares at an adverse selection discount that reflects the expected loss from trading 

with informed investors in the future). He shows that the market liquidity mitigates 

the problem that small shareholders free ride on the effort of the large shareholder 

and makes Corporate Governance more effective (Maug 1998). However, we have to 

remember the conclusion of Bolton and von Thadden that in the case of ex ante 

concentration the controlling block, and hence efficient corporate control, persists in 

bad states of the nature (1998, 22).

Pound (1988) is interested in the effect of institutional investors on the monitoring of 

a company. He distinguishes two opposite effects of large institutional investors.
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Firstly, institutional investors are likely to serve as better monitors than households, 

because they are better informed than the households (Pound 1988). Secondly, the 

interests of bigger institutions may converge with the interests of the management 

and this may affect the monitoring, as does the situation where small investors and 

large investors have interests that are conflicting because of the business 

relationships, which larger institutions may have with the management.

In conclusion, from the private investor’s point of view, it is better to have a 

dedicated owner than a widely dispersed ownership. Liquidity is important to small 

investors, but the trade-off between concentrated ownership and liquidity is likely to 

lead them to favour a bigger owner, who may retain its ownership also in bad states 

of the nature.

Bigger institutions may be against the concentration, as they fear not to have enough 

power in the company they invest in and because the liquidity may be smaller, not 

allowing them to trade with the help of their private information. Too concentrated 

ownership is likely to lead to smaller liquidity of the stock in the first place and to 

adverse stock market performance because of the lack of interest of bigger investors. 

Therefore, the balance between liquidity and concentration of ownership is very 

delicate. It is up to the company’s business and abilities of the management, which 

also affect the weight bigger investors put on the liquidity or on the concentrated 

ownership.

2.3 Board of Directors

2.3.1 Board-CEO Relationship

The relationship of the CEO and the Board is very important for all investors. For 

example, Pearce and Zahra (1991) and Tainio (2000) have defined four types of the 

CEO-Board relationships, which may affect the well-being of the shareholders 

differently. Pearce and Zahra (1991) have identified four types of Board-CEO 

relationships, which are named after the role of the Board: caretaker, statutory, 

proactive, and participating Board. Different types of Boards differ in composition, 

characteristics, internal process, and decision-making style (Pearce and Zahra 1991,
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136) resulting in differing performance. Board types differ from each other also in 

terms of the relative power they have in contrast to the CEO, resulting from factors 

presented above. In figure 3, these power relationships are made somewhat clearer.

Figure 3. Relationship of the CEO and the Board according to Pearce and 

Zahra (1991). In the parentheses Tainio’s (2000) version (translated to English) 

of the typified Board types of Pearce and Zahra (1991). Source: Tainio (2000), 

Pearce and Zahra (1991).

High

Power of the CEO 

(management)

Low

Low Power of the High

Board (owners)

Statutory
(Management-
led)

Participating
(Reciprocal)

Caretaker
( Ceremonial)

Proactive 
( Owner-led)

>

Authors have found motivations from the literature to the goal to have a powerful 

Board (proactive or participating Board) for the following reasons. Boards (Pearce 

and Zahra 1991, 135-136):

(1) provide useful business contacts,

(2) contribute to the development of the organisation’s mission and goals 

and provide competent counsel and advice,

(3) evaluate both the CEO and the company performance,

(4) create corporate identity.

On member composition, Pearce and Zahra (1991, 149) found that there is only one 

difference between the four types of Boards: powerful Boards (proactive and
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participating) had higher number of female Directors. Regarding characteristics, less 

powerful Boards (caretaker and statutory) did not have enough independence and 

expertise (Pearce and Zahra 1991, 149). Concerning processes, an important finding 

of Pearce and Zahra (1991, 149) was also the fact that CEOs viewed powerful 

Boards as being more progressive, encouraging and supportive. Participating Boards 

were associated with the best performance (Pearce and Zahra 1991, 149).

The study of Pearce and Zahra (1991) was done with the sample of about 140 

Fortune 500 industrial and service firms by making in-depth interviews as well as a 

mail or a telephone survey among the CEOs and Directors. Data analysis was 

extensive.

2.3.2 Characteristics of the Board

There has been a debate over the issue of who should sit on the Board of Directors. 

The relevance of this question lies on the fact that the real power concerning a 

corporation is in the hands of the Board. I will concentrate on the statements found 

from the Finnish literature, which are mostly based on the international discussion on 

Corporate Governance, but I will also add international evidence and discussion on 

Boards of Directors here. Among other sources, I will point out to Hirvonen et al. 

(1997), who present results from a study conducted among the 46 biggest Finnish 

companies, both public and private, on their Corporate Governance issues. 

Authorised public accountant SVH Coopers and Lybrand Oy made the study in co

operation with Hirvonen et al.

Now, three themes concerning the Board are discussed. First, the ”quality of 

Directors” is addressed. Second, the ”independence” and third, the ”accountability of 

the Board” are discussed.
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2.3.2.1 Quality of Directors

2.3.2.1.1 Size of the Board

Size of the Board is one of those things that are under legal requirements of the 

Finnish Companies Act. According to Companies Act (8:1 §), there should be at least 

three Directors, if the subscribed share capital of the firm is at least EUR 80.000.

According to Hirvonen et al. (1997), there were on average 6 members on the 

Finnish Boards of Directors (6 members on the ”inside Boards” and 7 members on 

the ”outside Boards”) at the end of 1996. Hirvonen et al. (1997) treat those Boards, 

which have a majority of inside members, as inside Boards: in these cases the Board 

has a majority of executive directors.

Hirvonen et al. also conclude that (1997, 53):

”when the size of the Board is between 4-8, it is possible to reach appropriate expert 

knowledge and a collective responsibility, but also to maintain the ability of the Board to 

make decisions”.

If the Board is too sizeable, power may be shifted to a nuclear of the Board, for 

example to the executive committee4, which may lead to difficulties in the legal 

responsibility, as all Board members are responsible as a group for all decisions 

(Hirvonen et al. 1997, 52). According to the Companies Act (8:9§), the decision of 

the Board is the opinion that has the support of over half of the present members. If 

the decision-making arena is, for example, a particular committee, the opinion of the 

committee binds legally the whole Board.

Yermack (1996) found that there is an inverse relationship between the Board size 

and the firm value using a sample of 452 large U.S. industrial companies 1984-1991. 

Yermack (1996, 186) states that

4 In Finnish: hallituksen työvaliokunta.
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”even if Boards’ capacities for monitoring increase with Board size, the benefits are 

outweighed by such costs as slower decision-making, less-candid discussions of managerial 

performance, and biases against risk-taking”.

It is evident that the largest fraction of the value-loss occurs as Boards grow from 

small to medium size (Yermack 1996, 209). It seems that 5 members would be an 

optimum and that nearly all the value added with additional members would be lost 

when there are 11 members on the Board - when there are more than 17 members, it 

seems that value would be lost with additional members (Yermack 1996, 193-196).

Boyd (1990) became to similar results. According to him, the optimisation of the 

Board has two components, size of the Board and the number of interlocks: the 

Board size is smaller under the scarcity of resources or under competitive 

uncertainty, but the number of interlocks is greater then (1990, 428). With the words 

of Boyd, ”the net effect is to create a more compact Board with superior access to 

resources” (1990, 428). Mak and Roush (2000, 149) on the other hand believe, on the 

basis of the literature, that larger Boards are beneficial from the resource-dependence 

perspective but dysfunctional from the strategic decision-making perspective.

From a monitoring perspective, Mak and Roush (2000, 149) state that ”larger Boards 

are often believed to be more capable for monitoring the actions of the top 

management, because it is more difficult for CEOs to dominate large Boards”. Mak 

and Roush (2000, 147), who studied 110 New Zealand companies making their 

initial public offerings (IPOs) 1983-1978, conclude that firms that have lower inside 

share ownership tend to employ larger Boards, after controlling for the size of the 

firm. These results indicate that monitoring by insiders through inside share 

ownership may be a substitute for monitoring by a larger Board.

2.3.2.1.2 Age and Period Length of a Member

According to the Finnish Companies Act (8:1 §), three years at a time is the 

maximum period length of a Director. In addition, there must be a provision in the 

Articles of Association concerning the length of the period (Companies Act 8:1 §). 

Hirvonen et al. (1997, 64) recommend that the age of 70 is a maximum that should
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not be exceeded on the Boards and that there should not exist periods of Board 

membership of over 10 years. They also suggest that after the retirement from active 

management, the executive may still be a good resource for Boards. A Director 

should, however, leave it up to the company he worked for, to decide if he continues 

after the retirement on the Board he may have served on behalf of the company 

(Hirvonen et al. 1997, 65).

An interesting ”life cycle” hypothesis by Modigliani (1986) has its roots in the utility 

and risk-taking theories. This hypothesis provides a theoretical justification for a 

negative relationship between the age of the Directors and the abnormal rate of return 

to the stockholders, in the case of an acquisition. Modigliani’s hypothesis provided 

one of the platforms for the study of Aziz and Mortazavi (1993) as they assumed a 

negative relationship between the ages of the target firm’s Directors and the 

abnormal rate of return to the stockholders of the target firm. No statistically 

significant result was found, but the signs of the independent variables were as 

expected.

Age is an interesting variable and one of the characteristics of the Board. If we think 

about the life cycle of human beings, we may easily end up with such deductions that 

it is hard to give up power one has gathered around himself. There are many 

examples of agency problems, mainly from the U.S.A., arising from CEOs and 

Directors staying in power too long. Firms like Unocal in 1988 and Campbell Soup 

in 1989 experienced share price increases after the news concerning the unexpected 

retirement or death of the CEO or the Chairman of the Board5. For example 

Dherment-Ferere and Renneboog (2000) provide information on the issue of share 

price reaction to the CEO resignation and an empirical study from France.

Shareholder interests and management (even Director) interests may deviate from 

each other and this deviation may become larger when the agent becomes older. For 

example, the market for management (Fama 1980) does not affect the behaviour of 

the agents anymore, at least not in the Western culture, where people do not believe 

in life after the death.

5 “Death Watches Are Unseemly but Common”, Wall Street Journal, 6* August 1996.
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Hypotheses concerning the average membership period are presented later on (see 

chapter 3.2, Average Period Length of Directors).

2.3.2.1.3 Number of Members’ Assignments

According to Hirvonen et al. (1997), in 39% of the Finnish cases the Chairman of the 

Board was either the CEO, the director-general6, or the Chairman of the Board of 

some other major company (50% if the Board is an outside Board and 19% if the 

Board is an inside Board). Other members of the Board were, in 61% of the cases, 

CEOs, the director-generals, or Chairman of the Boards of some other major 

companies (83% if the Board is an outside Board and 19% if the Board is an inside 

Board), as stated in Hirvonen et al. (1997). According to Hirvonen et al. (1997), on 

average, members of the Board have 4 other noteworthy memberships of Boards in 

Finland (4 other memberships if the Board is an outside Board and 3 other 

memberships if the Board is an inside Board). According to them, on average, there 

are 4 members on each Board who have other memberships (5 members if the Board 

is an outside Board and 3 members if the Board is an inside Board).

Hirvonen et al. (1997, 66) would accept the membership of a full-time CEO on other 

Boards with reservations: at most, the CEO should sit on two other Boards if the 

companies are not its affiliates. The post of the Chairman of the Board requires so 

much time that one Board may be too much already (Hirvonen et al. 1997, 66). 

Salmon7, for example, calculates that one Board membership needs 9-11 days per 

year (Salmon 1993, 74).

The number of members’ other assignments may be closely related to the Board 

meeting frequency. Vafeas (1999) has studied the performance of a firm and its 

linkages to the Board meeting frequency. Vafeas (1999, 113) concludes, on the basis 

of the analysis of 307 listed U.S. firms during the period of 1990-1994, that the 

annual number of Board meetings is inversely related to the firm value and that the

6 In Finnish: pääjohtaja. According to Hirvonen et al. (1997, 46), the CEO of the company may be 
called a “director-general", but in some companies there are both the CEO and the director-general, 
who may be the Chairman of the Board or a member of the Board (which is a rare situation).
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previous decline in the market value of the company affects the Board meeting 

frequency. In addition, Vafeas maintains that after the increased activity, the 

operating performance of the company becomes better. These results are in line with 

the model of Tainio (2000, 160-162), which describes organisation’s path to failure: 

the probability of owners’ involvement in governance during the path to failure is the 

higher the lower the performance becomes. It can be said that the Board is like a fire 

fighter, but one can just ask, should it not be more like a fortune-teller?

2.3.2.1.4 Expert Knowledge

Hirvonen et al. (1997, 89) mention that members of the Board should have 

knowledge of the same industry their company works within, so that they could 

better proportion opportunities and risks of the company to those in the industry. 

Lainema (1997, 41) strongly suggests that the outside Board should understand the 

industry - otherwise it is not better than (does not provide with value added over) an 

inside ”Board of management”8. In addition, Lainema (1997, 26) points out that 

because outside members of the Board do not, in many cases, have enough 

experience from the same industry to be able to evaluate strategies and innovations, 

they are keen to monitor key figures instead. Even though figures are important, they 

should not be all.

Either the owners or their representatives should be members of the Board of 

Directors, but they should conduct an objective evaluation on their abilities to serve 

as Board members. The Boards of family businesses should not be filled with 

members of the family if they are not capable in making strategic decisions. Foreign 

investors expect the Boards to be ”manned” with competent and independent 

members, who represent all owners equally. (Hirvonen et al. 1997, 61).

Because of the extensive number and complex nature of interactive relationships, 

organisations and persons within organisations have always a lack of vision in 

relationship to possibilities and needs of the organisations (Kamensky 2000, 145). 

These facts reveal the need to connect the owners better, via the Board of Directors, 7

7 Salmon is a Board of Directors “veteran” and a professor at the Harvard Business School.
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to the strategy planning process of the company. As relationships are more and more 

important to the company, the company should balance between having its major 

owners on the Board and having outside people with important connections on the 

Board.

Hirvonen et al. (1997) suggest that the Board membership in Finland is based on the 

personal ownership in 11% of the cases (18% on outside Boards and 0% on inside 

Boards), on the ownership of the employer in 32% of the cases (47% on outside 

Boards and 1% on inside Boards), on expertise in 25% of the cases (25% on outside 

Boards and 25% on inside Boards), and on the contract of employment in 32% of the 

cases (10% on outside Boards and 74% on inside Boards).

2.3.2.2 Independence of Board

2.3.2.2.1 CEO and Other Executives as Members

Mahajan and Lummer (1993) investigated a twelve-year period and found a clear 

market preference for outside Directors when the composition of the executive 

management and particularly the Board was changed. A significant positive stock 

price reaction was detected, when an executive Director stepped down from the 

Board but remained a managerial role within the firm (Mahajan and Lummer 1993). 

Another positive and statistically significant reaction was detected in the case when 

the CEO remains on the Board but does not continue as an executive manager, i.e. in 

a dual role within the company (Mahajan and Lummer 1993).

Hirvonen et al. (1997, 66) unambiguously state that there is no reason to have the 

CEO on the Board of Directors: neither any practical reasons nor any legal 

requirements. From this statement can also be drawn a conclusion that not any other 

executives should either be members of the Board. Hirvonen et al. maintain that the 

CEO has a right and a responsibility to be available at the Board meetings, 

exceptions being matters that concern the CEO himself (1997, 65). The right of the

8 In Finnish: johtokunta. Board of management is an inside Board.
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CEO and the exception are mentioned in the Companies Act (8:8§, 8:10§ 

respectively).

Neither the CEO nor other executives are needed to be members of the Board. 

However, also contrary views have been presented. Salmon, for example, states that 

only three insiders belong to the Board of Directors: the CEO, the COO, and the 

CFO (1993, 69). Other limits to the number of insiders are set too: Byrne et al. 

(1997) use two insiders per Board as a limit to acceptability.

Fosberg and Nelson (1999, 83) state that there are two theories that explain the 

existence of a dual leadership structure (positions of Chairman and CEO are 

separated): the agency problem theory and the normal succession theory (dual 

leadership structure is evolved during a normal succession process). Fosberg and 

Nelson (1999) conclude that a shift to a dual leadership structure, in the sample of 54 

U.S. firms during 1982-1989, improved the performance of these firms and therefore 

reduced agency costs, but firms that already used the dual structure in order to do the 

succession, did not show improved performance.

In Finland the uniform structure of leadership is not a problem, or even possible, 

according to the Companies Act (8:8§). In practise, this means that only small 

companies that have a subscribed share capital less than EUR 80.000 or companies 

with a two-tier system of governance are allowed to have the CEO as a Chairman of 

the Board.

You et al. (1986) found that a statistically significant negative relationship between 

the buyer’s abnormal rate of return and the ratio of inside Board members to all 

Board members existed in the case of 133 ”large” acquisitions.

Hypotheses concerning the insider presence on the Board are discussed in the 

chapter 3.1, Insider Members.

28



Tukia, J. 2001. Entrenchment of the Board of Directors: Finnish Evidence.

2.3.2.2.2 Committees

Hirvonen et al. mention audit committee, remuneration committee and nomination 

committee as the most widespread committees in the U.S.A. and in the U.K. and that 

the audit committees have increased the trustworthiness of companies (1997, 141- 

142). In the U.K., every company listed on the London Stock Exchange should 

inform the public if they follow the recommendations of the Cadbury report (1992) 

and Greenbury report (1995/1996). The Cadbury report suggests that every listed 

company should have an audit committee consisting of non-executive Board 

members and the Greenbury report suggests that the basic assumptions of the 

remuneration policy should be published as well as that the remuneration committee 

should only have non-executive members.

According to Hirvonen et al. (1997, 142), the audit committee monitors the reporting 

of the company, associated risks, systems of internal control, internal and external 

auditors, and finally informs the Board of its actions and observations. Both the audit 

and the remuneration committee should only have non-executive members (Hirvonen 

et al. 1997, 144-147).

As audit and remuneration committees are widely seen as productive organs of the 

Board, Hirvonen et al (1997, 150) do not see executive committee of the Board of a 

normal sized firm necessary at all, because together with normal Board meetings, 

these may take too much time from the CEO and be therefore counter-productive. On 

the other hand, also the collectivism of the Board, as already mentioned, may suffer 

from the use of an executive committee. Also Salmon (1993, 70) states that the 

”executive committees with too much muscle, by encouraging the emergence of two- 

tier Boards, are obstacles rather than aids to a better governance”. Vafeas (1999, 116- 

117) maintains that as delegation of power increases, the need for co-ordination also 

increases and therefore the net effect of delegation on Board activity is not clear.
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2.3.2.2.3 Interlocking and Other Relationships

Monks and Minow state that in order to be independent, a Director must have no 

other connection to the company than the seat on the Board (1995, 202). Monks and 

Minow provide with a list of not independent Directors (1995, 202):

full-time employees or family members of employees, 

company’s lawyer, banker, or consultant,

people with connections to the company’s suppliers, customers, 

debtors, or creditors,

direct or indirect recipients of corporate charitable donations, and 

CEOs sitting on each other’s Boards.9

However, it is true that the independence is an intangible concept: outsiders cannot 

be guaranteed to be independent any more than insiders can be assured to be deferent 

(Monks and Minow 1995, 224). Rosenstein and Wyatt (1997) conclude that the 

announcement of the addition of an inside Director to the Board was received with a 

significantly negative stock price reaction when the ownership of the Director was 

less than 5%, significantly positive when the ownership was between 5% and 25%, 

and insignificantly different from zero when the ownership was more than 25%. The 

inferior effect of an inside Director is thus avoidable with ownership of shares, which 

unifies the interests of the shareholders and the inside Director.

Lainema (1997, 18) notes that many kinds of ties exist, because with them, the 

organisation tries to control the competitive environment as well as to decrease the 

dependency on outside resources - also the uncertainty is reduced and the goals of 

own organisation become understood better at the economic arena. Lainema 

continues by stating that an important stakeholder group can be tied to the company 

by inviting a member of that group to the Board of Directors10, and hoping that s/he 

would work for the company within her/his own organisation (1997, 18). However, 

Lainema also admits that nowadays a company cannot just try to prevent external

9 This is called an “interlocking directorship”.
10 This is called “co-optation”, in Finnish: kooptaatio.
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changes from happening, but it has to change itself actively (1997, 19), meaning that 

by inviting interest groups to the Board the firm can not assure that it successes.

From the point of view of smaller investors, it is crucial that they can trust the 

company they are investing in. For example, if a member of the Board wants to 

consult the company or the Board out of Board meetings, it should be done with the 

same remuneration that is granted on the basis of the Board membership (Hirvonen 

et al. 1997, 69). Companies Act (8:14§) prohibits to make decisions that might be 

harmful for some group of owners. As a good example of interest conflicts that might 

belong to this category goes the public discussion around Norvestia Oyj in 2000- 

2001 in Finland: the owners of the company invoiced the company on the basis of a 

consulting relationship, which affected the trustworthiness of these Board members 

in the eyes of smaller investors.

As bigger investors usually have private information, smaller investors do not. 

Usually bigger investors are in control of the company - as they should be - but in 

order to guarantee that their actions are also on behalf of smaller investors, there 

should be no dependencies. As Timonen recapitulates, it is the responsibility of the 

shareholders to control the efficient use of the resources of the company because they 

are the group to whom the residual return belongs (2000, 86). The residual does not 

belong to the management or to the CEO or to other stakeholders.

Mak and Roush (2000, 147) found that the proportion of outside Directors is 

positively related to the extent of growth opportunities and negatively related to the 

inside share ownership. Brickley and James (1987) also found that, among the 

banking sector firms, there is a negative relationship between the degree of 

concentration of ownership and proportion of outsiders on Board. Vafeas (1999, 

121), on the other hand, presents figures indicating that there is a statistically 

significant negative relationship between the percentage of insider Directors and 

Board meeting frequency. This indicates that these two ”governance tools” may be 

substitutes and if one wants to avoid insider directorships this should be taken into 

account in the Board meeting frequency.
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Hypotheses concerning the insider presence on the Board of Directors are presented 

later on (see chapter 3.1, Insider Members).

2.3.2.3 Accountability of Board

2.3.2.3.1 Stock and Options Ownership

Morck et al. (1988) found that the performance of the company, in terms of the 

Tobin’s Q (Q = Market value of the firm divided by the replacement value of the 

assets), increases when the management holdings are 0-5%, or over 25%, of the 

shares. Higher Q was considered as a better performance. McConnell and Servaes 

(1990), on the other hand, found that the performance increases until the 

management and the members of the Board own 40%-50% of the shares. You et al. 

(1986) investigated 133 large acquisitions, from the point of view of an acquirer, and 

concluded that there is a positive and statistically significant relationship between the 

abnormal rate of return and the percentage of stock ownership of the management.

The study of Vafeas, on the other hand, indicates that the insider ownership 

(ownership of all officers and Directors) is statistically significantly and negatively 

related to the annual number of Board meetings (1999, 121). This may be a sign of a 

lower need to control managers, in terms of number of Board meetings, as they have 

their own ownership stakes on the company (Vafeas 1999, 121). It is therefore 

fruitful to tie the compensation of the CEO and the Directors, at least partially, to the 

stock price of the company, either in the form of options or stocks.

Byrne et al. (1997) used the amount of stock ownership of at least worth USD 

100.000 (over FIM 600.000) for the members of the Boards as a limit to the 

accountability in their survey. Hirvonen et al. (1997) state that 59% (80% in the case 

of an outside Board and 19% in the case of an inside Board) of the Finnish outside 

members of the Boards own options or stocks of the company and that for 17% (27% 

in the case of an outside Board and 0% in the case of an inside Board) of the outside 

Directors the ownership stake is noteworthy in relation to their pays. On the other 

hand, 37% (13% in the case of an outside Board and 81% in the case of an inside 

Board) of the Finnish inside members of the Boards own options or stocks of the
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company and for 9% (7% in the case of an outside Board and 13% in the case of an 

inside Board) of the inside Directors the ownership stake is noteworthy in relation to 

their pays (Hirvonen et al. 1997).

According to Hirvonen et al. (1997, 107-108), the CEO should have such a good 

management contract that he is ready to put all the effort he can on behalf of the 

company and does not want any extra income - also the ”golden parachute” should 

be sufficient in order to give the CEO enough space to move. Hirvonen et al. (1997) 

mention that 74% of the Finnish CEOs own options or stocks of the company and 

that for 22% (27% in the case of an outside Board and 13% in the case of an inside 

Board) of the CEOs the ownership stake is noteworthy in relation to their pays.

Monks and Minow (1995, 217) state that Boards should impose procedural 

safeguards to ensure credibility, including greater reliance on stock-based pay, full 

disclosure of Director compensation in proxy statements, with supporting data 

justifying the approach, and submitting the Director compensation plan to a review 

by an independent expert from time to time, and publishing a summary of that review 

in a proxy statement.

Other views have also been presented. For example Timonen (2000) finds 

impediments on the stock-based compensation. In companies where the ownership is 

dispersed, the interests of the Board and the executive management may become 

uniform and particularly extend the control problem of smaller investors (Timonen 

2000, 123-124). Further, he maintains that option-based compensation systems 

should be tied to a requirement for better performance than competitors’ performance 

is (Timonen 2000, 126).

The Finnish environment for companies is specific for many reasons. Morgan (1997, 

117) has concluded the ”impact of welfare state regime on employees and 

employers”. It is obvious that as Finland (and other Nordic countries) belongs to the 

”Social Democratic Regime” (other regimes are ”Liberal” and ”Conservative”), the 

impact of the regime on solidarity is positive, the impact on the power of employees 

is positive and the impact on the power of employers is negative (Morgan 1997, 

117). Traditionally the sense of solidarity is strong in Finland and employees have
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much power. This has led to a centralised system of bargaining the wages and pays 

and affects options schemes negatively, as has been seen lately in the public 

discussion in Finland.

Timonen (2000, 125) notes that the discussion on the income distribution in Finland 

is a good example of the meaning of the stakeholder view of the company: while 

options are in theory an income distribution from the owners of the company to the 

holders of the options and do not affect the position of employees at all, in practise 

the society adds pressure in the form of demands of wage increases to the whole 

personnel of the company. Timonen suggests that this should also be taken into 

account when deciding on the compensation of the management (2000, 125).

2.3.2.3.2 Other Benefits

Pension benefits paid by the company to the members of the Board of Directors are 

often seen as inferior from investors’ point of view, as they may destroy Board’s 

accountability to the shareholders (e.g. Byrne et al. 1997). Directors may not be able 

to dismiss active management even if they should, because they are dependent on 

them.
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3 HYPOTHESES

Now it is time to build hypotheses for the regression analysis. The main emphasis at 

the moment is on building such hypotheses that have their roots on the theory. As the 

subject of the thesis is somewhat new, this purpose may not be reached exhaustively 

in all cases. There are two categories of hypotheses defined by the dependent 

variable, which try to establish the expected relationships between the independent 

and the dependent variables. The two categories are:

(1) Percentage of insiders as Directors

(2) Average period length of Directors

Both of these dependent variables may indicate that the Board is entrenched, which 

is commonly considered as an inferior setting from the point of view of e.g. foreign 

ownership.

3.1 Insider Members

3.1.1 Hypothesis 1A: Domestic Individuals

As mentioned in the introductory chapter, Grinblatt and Keloharju (2000, 66) 

maintain that the degree of investor sophistication is inversely related to the degree 

of contrariness and directly related to the performance of an investor, even after 

controlling for the effect of momentum. The authors also mention that, on average, 

domestic individual investors are “contrarians” and foreign investors are “momentum 

investors”. In my opinion, it is reasonable to hypothesise that as the domestic 

individual investors are considered to be less sophisticated than foreigners are, and 

when their performance is inferior compared to foreigners, then there must be some 

firm-specific attributes, e.g. Board characteristics of these companies, which affect 

the performance of the companies as investments.

Grinblatt and Keloharju (2000) have controlled for the momentum effect, which 

ensures that the reason for the difference in performance may be in the degree of the
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sophistication of investors. There may also be other reasons inside the ”black box”, 

i.e. the company in question, that affect the performance of the investor. However, 

we now assume that the reason is the insider membership on the Board of Directors. 

This assumption is based, for example, on the result of You et al. (1986) indicating 

that the more there were insiders on the Board of the acquirer the less the abnormal 

returns to the acquirer’s equity were in the acquisition. This is naturally an indication 

of an agency problem on the acquirer’s side. Mak and Roush (1999), on the other 

hand, conclude that over the period 1983 to 1987, in New Zealand, firms, whose 

Boards had more outside Directors tended to have more growth opportunities. Their 

point was that as a response to growth opportunities and agency problems growth 

generates, companies need to have Boards with more outsiders. Denis and Sarin 

(1999) speak on the behalf of higher fraction of outsiders as Board members: they 

found that the more there were outsiders on the Board, the higher the market value of 

the equity was. Hypothesis 1A can be stated as follows:

Hypothesis 1A

Inside membership of the Board is positively correlated with (and depends

on) the ownership share of domestic individual investors on that particular

company.

3.1.2 Hypothesis IB: Domestic Institutions

Domestic institutional investors, in many cases, have their representatives on the 

Boards, whereas foreign investors do not have. In practise, this means that there are 

less room for insiders on the Boards. While from the ”sophistication point of view” 

domestic institutions fall in the middle of domestic individuals and foreign investors, 

it can be hypothesised that when the ownership share of domestic institutions is 

higher, the percentage of inside members on the Board is lower. In a way, domestic 

institutions take the place of the foreigners as the most sophisticated investors. 

Hypothesis IB is as follows:
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Hypothesis IB

Inside membership of the Board is negatively correlated with (and depends 

on) the ownership share of domestic institutional investors on that particular 

company.

3.1.3 Control Variables: CEO, Average Period Length, and Firm Size

CEO’s Presence on the Board

It is obvious, that the presence of the CEO on the Board affects the number of 

insiders on the Board. The presence of the CEO on Board functions as a control 

variable, when we try to find out other relationships:

Control variable

Inside membership of the Board is positively correlated with (and depends 

on) the presence of the CEO on the Board.

Average Length of the Membership Period

Average membership period length is used as a control variable in this regression. 

This is done, because it is expected, that there is a relationship between the 

percentage of insiders and the average period length of the members of the Board. 

According to the raw correlation coefficients, the relationship between these 

variables exists, possibly due to the fact that when there are enough insiders, the 

period length may extend resulting in an entrenched Board. Extended membership 

periods may affect the willingness of Board members to monitor the management 

and they may be more likely to maximise their own private benefits than 

shareholders’ wealth, which affects the agency costs.

Control variable

The number of insiders on the Board may be determined by the length of the 

average membership period of that Board.
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Firm Size

It is also obvious that the size of the firm may have something to do with the number 

of insiders on the Board. Therefore, this variable is used as a control function in the 

regressions that are run later.

Denis and Sarin (1999) studied 583 firms over a ten-year period of 1983-1992 and 

for example identified that firm’s age and its Board size correlate positively and 

statistically significantly. On the other hand, on the basis of the firm’s life cycle, it 

can be hypothesised that while a firm gets older, it on average grows in size. Further, 

as this study shows, firm size is positively and statistically significantly correlated 

with the size of the Board (see the correlation matrix in appendix 2).

Karhunen and Keloharju (2000) conclude that ”the more senior citizens prefer stocks 

with large market values and younger investors IPOs and smaller companies”. Small 

information technology companies, listed during the latest upswing on the HEX, with 

most of their market value being future expectations, are mainly located on the NM- 

list and not on the Main List. While my study is conducted with companies on the 

Main List of the HEX, it is reasonable to assume that market values are strongly and 

positively related to net sales of the companies and further that younger individual 

investors prefer those companies that have smaller net sales.

Control variable

The size of the firm may affect the fraction of insiders on the Board.

Next, hypotheses concerning the average period length of Directors as a dependent 

variable are discussed.

3.2 Average Period Length of Directors

3.2.1 Hypothesis 2A: Fraction of Insiders

The number of insiders on the Board has been a subject of many studies. Denis and 

Sarin (1999), for example, have found that there is a statistically significant positive
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relationship between the fraction of outsiders and the market value of the equity. To 

my knowledge, there is no evidence on the relationship of average period length of 

Directors and fractions of insiders on the Board.

As discussed in the earlier chapter, strong insider representation on the Board may 

affect the effectiveness of shareholders’ monitoring efficiency and may cause serious 

agency problems. Agency is possible, because Directors are not capable or willing to 

dismiss themselves or the management of the company - in fact Directors may 

function in a dual role within the company. Strong outsider representation, on the 

other hand, enhances the market value of the company (or at least is correlated 

positively with it, according to Denis and Sarin 1999). This can be seen also in the 

possibility and willingness of shareholders to change the members of the Board from 

time to time so that the membership period, on average, would not extend too long.

Hypothesis 2A

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the fraction of insiders on the 

Board.

3.2.2 Hypothesis 2B: Number of Share Classes

Many classes of shares can be used as a device to separate control and cash flow 

rights. Owners in Finland have traditionally retained their private control over a 

company with the help of different share classes for an extended time after the 

company has gone public. At June 1, 2000, there were 17 companies on the Main 

List of the HEX that had two classes of shares listed. 21 companies had two classes 

and only one class of them listed.

For example Grinblatt and Keloharju (2000) mention that different classes of shares 

are imperfect substitutes to each other and they usually have different owner 

clienteles. If these classes have a differing voting power, it is possible to control the 

company with just a fraction of the total share capital, which may lead to a lasting 

Board structure. This can be considered as an adverse phenomenon from the point of
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view of outsider investors - they must, if they choose to, invest in a company they 

have no control of.

Hypothesis 2B

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the existence of a dual class 

system of share capital.

3.2.3 Hypothesis 2C: Domestic Individuals and Hypothesis 2D: Foreign 

Investors

On the basis of the discussion on investor sophistication (cf. the above chapter 3.1.1 

Hypothesis 1A: Domestic Individuals), it is easy to figure out that the degree of 

investor sophistication may reach its minimum and maximum values when the 

domestic individual investors and foreign investors, respectively, are in question. It is 

often mentioned in the literature, that it would be wise to change part of the members 

of the Board every now and then in order to avoid some serious problems, and it is 

assumed here that foreigners are more keen to do this, in comparison to the domestic 

individuals on the basis of their higher sophistication.

Hypothesis 2C

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the fraction of domestic 

individual investors.

Hypothesis 2D

The length of the average membership period of the members of the Board is 

negatively correlated with (and depends on) the fraction of foreign investors.
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3.2.4 Hypothesis 2E: Weak Reporting

Agent’s ”weak reporting”11 to the principal may be an indication of an agency 

problem. Weak reporting may indicate that the company, and particularly its Board, 

does not want shareholders to get information on its affairs. It may also indicate that 

the Board wants to maintain its power for an extended period.

There are many advocates of better reporting among academics (for example Bartlett 

and Chandler 1999), who rely on the Cadbury Committee Report that addresses the 

issue of how to improve Director accountability towards shareholders. It is therefore 

assumed that weak reporting indicates weak accountability in terms of an extended 

membership period:

Hypothesis 2E

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the weak reporting variable 

(NOTREPO).

3.2.5 Control Variable: Size of the Firm

Firm size may affect the length of the membership period of Board members. 

Therefore, it has been added into the models as a control variable.

Control variable

Membership period length of the Board members may be affected by the size 

of the firm. 11

11 Here the term “Weak reporting” means that the company has not reported, in 1999, either its 1) 
Corporate Governance policy, or there has not been 2) the Chairman’s Review part in its Annual 
Report.
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4 DATA AND METHODOLOGY

4.1 Data

The data consist of 100 companies listed on the Main List of the Helsinki Exchanges 

at June 1, 2000. Other requirements were that companies had to be able to provide 

their Annual Report of 1999 (either through the www-pages, Helsinki Exchanges or 

directly by mail).

There are two main sources of data in this thesis:

(1) 1999 Annual Reports of Finnish companies listed on the Main List of 

the Helsinki Exchanges.

(2) Study of Karhunen and Keloharju (2000) provides the descriptive 

statistics of the ownership of shares listed on the Helsinki Exchanges 

at June 1, 2000.

The data of this thesis is used in a way that aims to maximise the number of 

observations at each stage of the study. The problem arises from reporting practises 

of companies: some firms do not provide information on the members of the Board 

as they should, in order to give investors a more complete picture of the Corporate 

Governance of the company. In order to overcome this problem, this means that in 

the regression analysis as well as in the correlation coefficient analysis, calculations 

are done through a paired analysis method. There are therefore, for example, 

correlation coefficients that are calculated from a sample of 100 observations (e.g. 

size of the company SIZE and the fraction of women as directors В WOMEN) as well 

as correlation coefficients that are calculated from a sample of 58 observations (e.g. 

the average age of directors BAGE and the average period length of directors 

BPERIOD). The minimum number of observations used in this thesis is 58.
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4.1.1 Annual Reports

Bartlett and Chandler refer to the U.S. results concerning Annual Reports and 

shareholders: since 1975 the usefulness of Annual Reports has increased even though 

more information presented in a way which can be understood is still wanted (1999, 

419-420). In the U.K., as Bartlett and Chandler report, however, the average 

shareholder regards Annual Reports in general as irrelevant (1999, 425) and, for 

example, only 22% of private shareholders tend to read Corporate Governance issues 

from Annual Reports (1999,422).

A recent study of Martikainen and Mäkelä (2000) investigated information sources 

that Finnish investors12 use. Their study places financial newspapers on the top, in 

the second place are stock exchange releases, the Internet is on the third place and 

Interim Reports and Annual Reports are on the fourth and fifth place, respectively. 

At the moment, news through the bourse information system is available to the 

general public quicker than ever: in Finland real-time information is provided for 

example by “Kauppalehti Online” on the Internet13.

It is, however, reasonable to state that an average private investor, aiming to invest in 

on a long-term perspective, is not a user of real-time information. According to 

Martikainen and Mäkelä (2000), the importance of Annual Reports to Finnish 

investors has in fact increased since 1986: in 2000 16% (10% in 1986) thought that 

the Annual Report is a very important source of information, 27% (19%) as an 

important information source. In contrast to the U.K. findings, 9% (6%) of the 

respondents thought that Annual Reports are meaningless, 22% (27%) that Annual 

Reports only have a minor meaning. It can therefore be assumed that Annual Reports 

are the most basic source of information for private shareholders, if they are to 

behave, at least to some extent, rationally.

12 As Martikainen and Mäkelä (2000) conducted their study within the organised Finnish private 
investors, there is likely to be some sort of skewness: the respondents may be more active investors 
than an average investor is.
13 Martikainen and Mäkelä (2000): 21% of the respondents reporting that they use the Internet when 
they make investment decisions, use the “Kauppalehti Online” service. This is the biggest identified 
group, as the second group, 11% of the respondents, uses the “Arvopaperi” Internet service.
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Annual Reports of 1999 were searched through, in order to find the following details 

concerning each of the companies of the Main List of the HEX:

Number of governing bodies (Board and Supervisory Board) under 

the control of the shareholders (shareholders may have representatives 

on both bodies)

Number of members on the closest governing body, where outsiders 

have the control

Number of insiders on this governing body 

Presence of the CEO on the Board

Interlocks between the CEO of the company and the members of the 

governing body

Are the members chosen in lots (i.e. is the Board classified)

How long have members of the Board been members 

How old are members of the Board

Does the firm give investors information on Corporate Governance 

Is there “Chairman’s Review” in the Annual Report 

How many classes of shares the company has

There are only few exceptions to the goal to use all companies that are on the Main 

List of the HEX. Clearly, a company like Yrityspankki SKOP is excluded, because it 

is near the liquidation. Danisco and Ålandsbanken were excluded, because they did 

not provide accurate information even though they were kindly asked to. Tekla and 

Wecan Electronics, on the other hand, were excluded from the sample on the basis of 

purely subjective factors: data collection took place before these companies were 

listed on the HEX. Companies like Ford and Ldnsivoima were excluded, because 

they were de-listed during the year 2000 - their ownership structures partly mirrored 

this fact already at the time data collection took place. However, the sample properly 

covers the clear majority of the companies on the Main List.

The CEO and other executives, as well as their relatives, can be considered as insider 

Board members on the basis of the earlier discussion. Also in situations, where the 

CEO of company A (CEO A) is a Board member of another company, whose CEO 

(CEO B) is a member of the Board of company A, CEO В is considered as an insider
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on the Board A. Similar situations producing interlocks also create insiders to the 

Board. Lawyers with a possibility to consult the company in addition to their Board 

services are considered as insiders on the basis of the discussion above, as well as 

worker representatives on the Board.

Ages of the members of the Board of those companies that report these facts in their 

Annual Reports are used in this thesis. Membership periods of Board members of 

those companies that report period lengths in their Annual Reports are used. Standard 

deviations of ages or period lengths of the members can also describe the structure of 

the Board. These numbers are reported even though they are not used in the 

hypotheses.

The existence of a “Corporate Governance policy” in the Annual Report of a 

company means that there should be extensive information on the governance of the 

company, the process of decision making and so on. It is not enough (for purposes of 

this thesis), when only the names of the members of the Board or other obligatory or 

“half obligatory” information are provided, even though this information would 

concern Corporate Governance issues.

4.1.2 Other Data

A recent study of Karhunen and Keloharju (2000) has been used partly as a data of 

this study. This is not only because the set of data used in their study was unique and 

difficult to obtain, but also because by this way it is possible to go further in this area 

quicker. These data describe the situation at June 1, 2000 and has been obtained 

originally from the Finnish Central Securities Depository. Descriptive statistics for 

each of the companies of the Main List of Helsinki Exchanges, presented in 

Karhunen and Keloharju (2000) and used here, are as follows:

Number of privately registered investors 

Proportion of shares owned by domestic institutions 

Proportion of shares owned by domestic individuals 

Proportion of shares owned by foreign investors 

Proportion of individual investors who are
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Males

Finnish-speaking

Mean age of privately registered individual investors

Distance ratio of

Households

Institutions

Market value of the company

If a company has more than one series of shares, it has to be treated differently than a 

company, which only has one class of shares. If both series are listed, proportions of 

shares owned by domestic individuals and institutions as well as foreign investors are 

calculated by weighting original proportions with proportional market values of the 

series at June 1, 2000. In this way, different ownership structures of different series 

of shares are weighted by the importance of each series in terms of its market value 

in relation to the market value of the whole company. Proportions of those individual 

investors who are males or Finnish-speaking, their mean ages, and their distance 

ratios are calculated by using a weight of 0.5 for the figure of each series. Number of 

privately registered investors is simply calculated as a sum of privately registered 

investors of different series listed, which is not an exact figure if one wants to know 

exactly how many different individuals there are who have invested in a particular 

company, but this should be rather acceptable.

If only one of the series of shares is listed, all the information received from 

Karhunen and Keloharju (2000) is used on its own for the whole company and it is 

expected that these figures reflect the real situation of the company. This may affect 

the results, but in general, it is reasonable to expect that the figures provided by 

Karhunen and Keloharju (2000) give an accurate picture of the company. In these 

cases, usually the firm is owned by a large body of shareholders, but few major 

owners have retained their control in the company by having only one of the series 

listed.

Distance ratios, which are not used in the hypotheses, but are still used for example 

to get the correlation coefficients, are defined in Karhunen and Keloharju (2000, 15- 

16) as follows:
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Finn i’s shareowner weight for investors in the municipality of its headquarters (1)

Finn i’s shareowner weight among all investors in Finland

Basically, distance ratio describes how much more are the investors who live in the 

municipality of the company’s headquarters likely to invest in a company than other 

investors in Finland (Karhunen and Keloharju 2000, 15). It gives an idea of one 

aspect of the ownership structure: is the power near the headquarters or not, and how 

stabile the ownership may be. Distance ratios are collected directly from the study of 

Karhunen and Keloharju (2000).

4.2 Descriptive Statistics

All the studied companies as well as the values of the different variables are listed in 

the appendix 1. Descriptive statistics of the variables are presented below, in table 1.

4.2.1 Typical Board, Structure of Corporate Governance and Ownership 

Structure

In a typical Finnish Board of Directors14, there are 6 or 7 Board members (median 

6,50 directors, average 6,95). Hirvonen et al. (1997) stated that there are, on average, 

6 Board members on the Boards of the biggest Finnish companies, 78% of the 

sample they used being HEX-listed companies. This descriptive statistic concerning 

the size of the Board can be confirmed in this study too.

On average, there are 14-17% insider members on the Board (median 14,3%, mean 

16,9%): in practise this means, however, that there are only one insider on each of 

the Boards. 44% of the companies have their CEO (an insider) as a Board member, 

while 56% do not have. Hirvonen et al. (1997) found that 36% of Board members 

had at the same time a permanent contract of employment with the company (i.e. 

they are insiders). This result is in contrast with my descriptive statistics of the data

14 Among the companies listed on the Main List of HEX: Boards of 1999, ownership structure at June
1,2000.
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at hand, which may be due to the fact that Hirvonen et al. also studied those Boards, 

which were so called inside Boards: Boards with over half of the members insiders. 

Only 11% of the members of the outside Boards were insiders, which is by far closer 

to my findings. However, they also found that 63% of outside Boards had the CEO 

as a member, while my corresponding figure is “only” 44% - there is a real 

difference between these figures.

Female Directors are rare: median percentage of women Directors is 0% of the 

Board, but the mean percentage is somewhat higher, 5,7%.

The average of average ages of Board members is 53,2 years, while the median is

53,3 years. The average age of all members of Boards (505 directors) is 53,5 years 

and the median is 54,0 years. At the confidence level of 95% the average is very 

close to the figure measured. All the figures mentioned here are broadly speaking in 

agreement with each other, and the possible error is a result of the measurement.

The average of average period lengths of Directors is 6,6 years, while the median of 

averages is 6,0 years. Median of period lengths of all members was 4 years, while the 

data gave a median of 6,0 years, when calculated from averages. The average of all 

period lengths was 6,5 years, while the corresponding figure from averages was 6,6 

years. All these figures are quite close to each other and the error, which may be in 

the figures, most possibly is a result of the measurement.

There were, altogether, 457 Directors in the sample (those companies that provided 

information on membership period lengths of the Directors) and they formed 66 

Boards. Of these 457 Directors, 16% had been members of the Board for over 10 

years. 56% of the 66 Boards had at least one member, who had been a Director of the 

company for over 10 years. Hirvonen et al. (1997) provide a fact that 15% of Board 

members of their sample had been members for more than 10 years at the end of 

1996. This result is to a large extent in line with my figures.

38% of the companies have two classes of shares. In effect, a dual-class system is 

harmful from the Corporate Governance standpoint, because it usually prevents an 

acquisition as a means to discipline the management, which may at the same time
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also be the owner of the other class of shares. A dual-class system of share capital 

also gives the management the possibility to maintain power in a company with a 

relatively low share of the total equity. 19% of the companies have a two-tier system 

of governance - both the Supervisory Board and the Board, where shareholders have 

their representatives. Usually, two-tier systems are considered as inefficient and 

costly for shareholders.

Table 1. Descriptive statistics of the variables.

Panel A. Non-transformed variables.
Confidence Kolmogorov-
Level 95% Standard Standard Smirnov Test

Variable Median Mean Mean +/- Error Deviation Kurtosis Skewness Min Max Count Statistic Signif
BSIZE 6.50 6,95 0,601 0,303 3,026 34,020 4.823 3 30 100 0,233 0,000
BINSIDER 0,1429 0,1686 0,038 0,0194 0,1936 1,646 1,307 0 0.8000 100 0,228 0,000
BWOMEN 0,0000 0,0568 0,020 0,0099 0,0986 2,372 1,760 0 0,4000 100 0,408 0,000
BAGE 53,3 53,2 0,962 0,483 4,181 1,742 -0,825 37,6 61,3 75 0,083 0,200
BAGESTD 6,0 6,3 0,583 0,293 2,517 0,349 0.745 2,5 14,4 74 0,089 0,200
BPERIOD 6,0 6,6 0,971 0,486 3,950 3,746 1,673 1,0 20,4 66 0,181 0.000

1 к uimB 3.9 4,5 0,842 0,422 3.399 1,348 1,181 0,0 15,2 65 0.118 0,025
ВСЕО 0 0.44 0,099 0,050 0,499 -1,980 0,245 0 1 100 - -
SERIES 0 0,38 0,097 0,049 0,488 -1,784 0,502 0 1 100 -
SIZE 1748 6990 3061 1543 15429 28,494 4,783 19 117559 100 0,326 0,000
BODIES 0 0,19 0,078 0,039 0,394 0,586 1.605 0 1 100 - -
LOTS 0 0,25 0,086 0,044 0,435 -0,639 1,172 0 1 100 - -
NOTREPO 0 0,46 0,099 0,050 0,501 -2,014 0,163 0 1 100 - -
AGE 50,4 50,4 0,704 0,355 3,548 -0,168 -0,274 40,2 57,4 100 0,045 0,200
DO MINST 0,4050 0,4344 0,052 0,0262 0,2624 -0,966 0,314 0,0280 0.9800 100 0,099 0,017
DOMINOI 0,1915 0,2871 0.048 0,0240 0,2404 -0,264 0.849 0,0060 0,9390 100 0,177 0,000

Il ||| Il 11 И 0,1240 0,2064 0.044 0.0224 0.2238 2.035 1,506 0.0000 0,9600 100 0,178 0,000
DISTINDI 1,17 10,54 6,666 3,36 33,424 35,291 5,662 0,42 249,33 99 0,381 0,000
DISTINST 1,2 6,53 3,280 1,65 16,445 22,670 4.382 0 115,15 99 0,385 0,000
DOMINMAL 0,7085 0,6799 0,017 0,0087 0,0868 -0,438 -0,541 0.4580 0,8800 100 0,146 0.000

IlMMIKT WWEEMWltjW 'I' 1 llfi'kMl 0,1237 18.488 -4,056 0.0310 0,8150 100 0,248 0.000

Panel B. Transformed variables that are used on the basis of the hypotheses.
Confidence Kolmogorov-
Level 95% Standard Standard Smirnov Test

Variable Median Mean Mean +/- Error Deviation Kurtosis Skewness Min Max Count Statistic Signif.
LNBSIZE 1,869 1,883 0,061 0,031 0,310 5,287 1,286 1,099 3,401 100 0,159 0,000
LNSIZE 7,466 7,378 0,365 0,184 1,842 -0,632 0,037 2,934 11,675 100 0,082 0,093
LNBPERIO 1.792 1,710 0,154 0,077 0,625 1,049 -0.654 0 3,016 66 0,104 0,093
SQDOMINS 0,636 0,623 0,043 0,022 0,216 -0,794 -0,256 0,167 0,990 100 0,064 0,200
ЙЯШПЯЯ 0,437 0,485 0,045 0,023 0,228 -1,047 0,282 0,077 0,969 100 0,117 0,002
SQFORINV 0,352 0,385 0,048 0,024 0,242 -0,509 0,492 0 0.980 100 0,103 0,011

Table 1. Notes.
Variables
• BSIZE is the number of Board members at the end of 1999, according to the Annual Report.
■ LNBSIZE is a logarithmic transformation of BSIZE.
• BINSroER is the percentage of insiders (as defined earlier) of the total number of Board members.
■ BWOMEN is the percentage of female Directors of the total number of Board members.
• BAGE is the average age of the members of the Board at the end of 1999.
• BAGESTD is the standard deviation of ages of the members of the Board.
• BPERIOD is the average length of the membership periods of Board members at the end of 1999.
■ LNBPERIO is a logarithmic transformation of BPERIOD.
■ BPERSTD is the standard deviation of period lengths of the members of the Board.

49



Tukia, J. 2001. Entrenchment of the Board of Directors: Finnish Evidence.

■ BCEO is a binary, dummy, variable: 0 if the CEO is not a member of the Board and 1 if the CEO is a member.
■ SERIES is a binary, dummy, variable: 0 if the company has only one series of shares and 1 if the company has more 

classes of shares.
■ SIZE is the net sales of the firm in 1999, in mFIM.
■ LNS1ZE is a logarithmic transformation of SIZE.
■ BODIES is a binary, dummy, variable: 0 if there is only one governing body (Board, Supervisory Board) and 1 if 

there is also another governing body, which has outsiders as members.
• LOTS is a binary, dummy, variable: 0 if members of the Board are NOT chosen in lots and 1 if they are chosen in 

lots.
• NOTREPO is a binary, dummy, variable: 0 if there IS EITHER a Corporate Governance part OR a Chairman’s 

review part in the Annual Report of 1999 and 1 if there is NEITHER a Corporate Governance NOR a Chairman’s 
review part in the Annual Report of 1999.

• AGE is average age (as defined earlier) of privately registered investors at June 1, 2000, investing in some particular 
stock.

■ DOM INST is a percentage of shares that were at the hands of domestic institutions at June 1, 2000.
• SQDOMINS is a square root transformation of DOMINST.
■ DOMINOI is a percentage of shares that were at the hands of domestic individuals at June 1, 2000.
■ SQDOMIND is a square root transformation of DOMINOI.
■ FORINVE is a percentage of shares that were at the hands of foreign investors at June 1, 2000.
• SQFORINV is a square root transformation of FORINVE.
• DISTINDI is a distance ratio of domestic individuals at June 1, 2000 for a particular stock (describes the additional 

likelihood of local investors to invest in local companies, as defined earlier).
■ DISTINST is a distance ratio of domestic institutions at June 1, 2000 for a particular stock (describes the additional 

likelihood of local investors to invest in local companies, as defined earlier).
• DOMINMAL is a percentage of domestic individuals at June 1, 2000, who are males and have invested in a 

particular stock.
• DOMINF1N is a percentage of domestic individuals at June 1, 2000, who are Finnish-speaking and have invested in 

a particular stock.

Others
■ Kolmogorov-Smimov test statistic uses degrees of freedom mentioned in the column “Count” and it tests for the

normality of the variable. The null hypothesis is that the distribution is normal. The bigger the “Signif.” 
(significance) is, more sure one can be that the distribution has skewness and kurtosis of the normal distribution. 
This Kolmogorov-Smimov statistic is calculated by using so called Lilliefors significance correction of the SPSS 
software.

Boards may also be chosen in lots: 25% of the companies have such a system. This 

structure helps to prevent such situations that the whole Board would be dismissed at 

the same time, for example in the case of an acquisition: on the other hand, it also 

prevents effectively corporate control from functioning.

An additional and interesting figure can be found from table 1, which indicates that 

46% of the companies do not report, in their Annual Reports of 1999, their Corporate 

Governance related issues nor do they release ”Chairman’s Review”. If one takes this 

as an indication of lack of interest towards shareholders, one should be concerned. 

Would it not be a minimum requirement that the Chairman of the Board directed at 

least some attention to the needs of the shareholders as the number one interest group 

of the company?

The average ownership structure of these firms, calculated by using equal weights, 

was as follows. On average, domestic institutions owned 43,4% of the equity of the
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companies (median 40,5%). 28,7% of the equity was owned by domestic individuals 

(median 19,2%) and 20,6% by foreign investors (12,4%). These figures are 

drastically different from a commonly known fact that foreigners own the majority of 

the market value of the companies listed on the Main List of the HEX. The 

difference is due to the fact that equal weights instead of market value weights are 

used here.

In order to be able to generate statistically significant and reliable results from the 

regression analysis, following themes must be discussed. Next, issues like the 

normality of the variables, treatment of outliers, possible heteroskedasticity and 

possible multicollinearity are addressed.

4.2.2 Normality of Variables

All collected variables were at first tested with the help of the Kolmogorov-Smimov 

tests (К-S) of the SPSS software. The null hypothesis in the К-S is that the 

distribution is normal. The opposite hypothesis is that the distribution is not normal. 

The higher the level of significance of the rightness of the opposite hypothesis (i.e. 

that the distribution is not normal) is required, the stricter one wants to keep the null 

hypothesis. The significance of the К-S indicates that if a variable is significant at the 

0,01 level, there is a 99% chance that the distribution is not normal. The significance 

level of 0,20 on the other hand indicates that there is an 80% chance that the 

distribution is not normal, which is much better than the first case was. The К-S uses 

20% significance as a border value of the normality.

Table 1 presents the results from the Kolmogorov-Smirnov tests. Only few of the 

variables were accepted directly by the К-S, which indicates that there are some 

problems with the normality of the distributions. In principal, only dependent 

variables have to be normal, when the regression analysis is done, but it is useful to 

try to transform independent variables also, if it is possible, to some form that would 

be more normal. Naturally, dummy variables, here NOTREPO, SERIES, LOTS, and 

BCEO, do not need to be normal, nor is it useful to test them with the K-S.
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BAGE and BAGESTD, as well as AGE directly pass the Kolmogorov-Smirnov tests 

with the significance of at least 0,20. Even though some transformations are done to 

other variables, the К-S does not approve the normality of these variables: BSIZE 

and SIZE (even though transformed to the logarithmic form LNBS1ZE and LNSIZE) 

were not approved by the К-S, but they are quite close to the normal distribution. On 

the other hand, natural logarithms of BPERIOD and BPERSTD, LNBPERIO nearly 

and LNBPERST clearly, pass the К-S in this transformed form.

BINSIDERS and BWOMEN contain some problems, which cause the fact that they 

are not transformed. There are many observations, which have the value zero: zeros 

cannot be transformed to a logarithmic or square root form effectively. However, 

square root transformations of DOMINST, DOMINDI, and FORINVE produce one 

variable that is accepted by the К-S: SQDOMINS (square root of DOMINST). Other 

variables SQFORINV and SQDOMIND do not pass the К-S, but are, however, rather 

normal and shall therefore be used.

DISTINDI and DISTINST are used without transformations, because the results from 

transformations are not acceptable. DOMINMAL and DOMINFIN, however, are 

transformed to the natural logarithmic form even though the К-S does not approve 

that these transformed variables, LNDOMMAL and LNDOMFIN, were normal.

4.2.3 Treatment of Outliers

As Draper and Smith (1981, 152-153) state, outliers of the data should not be 

excluded with light reasons. Even though outliers may affect the analysis of the data, 

they also contain information on a real phenomenon, which can be replicated in other 

circumstances too. Therefore, I have chosen not to exclude any of the observations, 

even though there are observations, which are located many standard deviations from 

the mean.
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4.2.4 Multicollinearity

The variables are checked against multicollinearity with the help of the SPSS 

software. SPSS produces VIF (VIF = variation inflation factor) and tolerance figures, 

which can be defined as follows:

VIF = (1- R2) -1 (2)

Tolerance = (1 - R2) (3)

If a tolerance is at too low a level and a VIF at too high a level, then there would be 

problems with multicollinearity. It is suggested that a VIF over 5,0 and a tolerance 

below 0,2 would be indications of this problem. Multicollinearity is said to be 

problematic, because it affects the standard errors of the estimated coefficients by 

moving them upwards and thus makes it more difficult to find statistically significant 

results. In this study, both the above mentioned figures indicate that too high a 

multicollinearity that would harm the regression model estimation process, does not 

exist. Collinearity statistics are not reported here.

4.2.5 Heteroskedasticity

If there were a heteroskedasticity problem with the data, it would cause standard 

error estimates to be biased upwards, just like if there were problems with 

multicollinearity. One way to detect the possible heteroskedasticity problem is to 

generate scatter-plots of the residuals of the model against each independent variable 

and against the predicted (fitted) values of the model (e.g. Draper and Smith 1981, 

141-151). If these plots appear to be randomly distributed around the horizontal line 

(where the residual = 0), and seem to form a band-like form, then there should not be 

problems. Still, another possibility is to check the data with the help of the Levene’s 

test for equal variances, which is a standard test in the SPSS software and conducted 

e.g. when testing for the equality of the means of two independent samples.

I chose to plot the residuals against the fitted values of each dependent variable and 

these results are shown in the appendix 3. Residuals seem to be nicely distributed
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around the zero-level of residuals in the case of models (2a) - (2c). Models (la) - 

(If) contain some problems due to the fact that the dependent variable is not normal 

in the full meaning of normality; the residuals are still, however, quite nicely 

behaving.

Levene’s test statistics are not provided here. Even though this test implies that there 

are some problems with the heteroskedasticity, I chose not to make any corrections 

to the variables on the basis of the heteroskedasticity. This naturally may affect 

negatively the statistical significance of the results, but this is the risk I have chosen.

4.3 Methodology

The methodology used here can be divided into two parts:

(1) Analysis of correlations among the variables,

(2) Analysis of the dependence of the variables on each other, with the 

help of the regression analysis.

The hypothesis part of the thesis (see for chapter 3, HYPOTHESES) describes the 

expected results.

4.3.1 Analysis of Correlations

Correlations are analysed with the help of the SPSS statistics software using 

significance levels of 99% (**) and 95% (*). The null hypothesis here is that the 

correlation coefficient between the two variables is zero and the opposite hypothesis 

is that the correlation coefficient is something else than zero. The statistic used to test 

the correlation coefficient is a t-test with n-2 degrees of freedom; the test statistic is 

defined as follows:

t

(r * V (n- 2)}

у1(1-г2)

(4)
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where

t (n-2)

r is the correlation coefficient from the sample

n is the sample size

4.3.2 Multi-Regression Analysis

The multi-regression analysis is conducted according to the ordinary least squares 

(OLS) method, with the help of the SPSS software. All regression models are of the 

following form:

Y b0 +I(bi*Xi) + e (5)

where bo is a constant.

b¡ is a regression coefficient.

Xj is an independent variable.

Y is a dependent variable.

e is an error term of the regression

and 1 < i < n.

The SPSS software gives estimated regression coefficients as well as an estimated 

constant as an output. Regression coefficients, b¡ :s, are tested against the null 

hypothesis that the coefficient’s value is zero. If the value differs enough from zero, 

the null hypothesis is not accepted and the coefficient is found to be statistically 

significant. The SPSS software indicates the significance of these coefficients in the 

form of a p-value. The t-statistic used to evaluate the coefficients separately is as 

follows:

t

b¡

...................... (6)

Sbi
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t (n-k- 1)

where bj is the coefficient estimated through an OLS method.

Sbi is the standard deviation of the coefficient,

n is the size of the total sample, 

к is the count of independent variables.

and 0 < i < n.

R2 and adjusted R2 figures are reported for each of the regression models and they 

indicate how well the model works. Analysis of variances, ANOVA, indicates the 

significance (p-value) of the model, when the null hypothesis is that all the 

regression coefficients have the value zero. If at least one coefficient receives a value 

that statistically significantly differs from zero, the model has some significance. 

ANOVA uses F-statistic in order to evaluate the significance of the model:

F

SSR/k

SSEZ(n-k-l)

(7)

where

F (k, n -k-1)

SSR is

SSE is

n is

к is

sum of squares of regression variance, 

sum of squares of error variance, 

the size of the total sample, 

the count of the independent variables.
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5 RESULTS

Variables are now, once more, introduced in order to keep them in mind when the 

results are presented.

(1) BSIZE (LNBS1ZE) is the (natural logarithm of the) number of Board 

members at the end of 1999, according to the Annual Report.

(2) BINSIDER is the percentage of insiders (as defined earlier) of the total 

number of Board members.

(3) BAGE is the average age of the members of the Board at the end of 

1999.

(4) BPERIOD (LNBPERIOD) is the (natural logarithm of the) average 

length of the membership periods of Board members at the end of 

1999.

(5) BCEO is a binary, dummy, variable: 0 if the CEO is not a member of 

the Board and 1 if the CEO is a member.

(6) SERIES is a binary, dummy, variable: 0 if the company has only one 

series of shares and 1 if the company has more classes of shares.

(7) SIZE (LNSIZE) is the (natural logarithm of the) net sales of the firm in 

1999 in FIM millions.

(8) NOTREPO is a binary, dummy, variable: 0 if there IS EITHER a

(9) Corporate Governance part OR a Chairman’s Review part in the 

Annual Report of 1999 and 1 if there is NEITHER a Corporate 

Governance NOR a Chairman’s Review part in the Annual Report of 

1999.
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(9) AGE is average age (as defined earlier) of privately registered 

investors at June 1, 2000, investing in some particular stock.

(10) DOM INST (SQDOMINS) is the (square root of the) percentage of 

shares that were at the hands of domestic institutions at June 1, 2000.

(11) DOM INDI (SQDOMIND) is the (square root of the) percentage of 

shares that were at the hands of domestic individuals at June 1, 2000.

(12) FORINVE (SQFOR1NV) is the (square root of the) percentage of 

shares that were at the hands of foreign investors at June 1, 2000.

5.1 Correlations

Appendix 2 presents an extensive matrix of the correlation coefficients of the non- 

transformed variables, variables that are transformed and used on the basis of the 

hypotheses, as well as the statistical significances of each of the correlation 

coefficients. All of these variables are not used in the hypotheses, but because they 

were collected on the data collection phase, and as they were an integral phase of this 

study process, they are included in the appendix. They may also help other 

researchers by possibly giving them some ideas.

Next, correlations among those variables that are included in the hypotheses are 

discussed. Both the correlations among the non-transformed variables and the 

transformed variables are presented. Panel A of table 2 shows correlation coefficients 

calculated on the basis of the original (i.e. non-transformed) variables. These 

variables do not fully take into account the statistical properties of the distributions 

they form, but they are those variables that should be used according to the 

hypotheses. Panel В of table 2, on the other hand, shows correlation coefficients of 

those variables that are used on the basis of the hypotheses presented earlier, but this 

matrix takes into account transformations made in order to get the statistical 

properties of the distributions better correspond to the normal distribution.
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First, correlations are discussed in the pure light of correlation matrices and they are 

not connected to the hypotheses. After that, hypotheses presented earlier are taken 

into the discussion concerning correlations.

Next, statistically significant or ”nearly significant” correlations are introduced. Each 

of the variables is discussed separately. Hence, correlations are presented twice, but 

this makes it easier to find out the needed correlation quicker.

In respect to each of the statistically significant variables, a Pearson correlation 

coefficient as well as the degree of significance is reported. In some cases, the term 

“risk level” is used instead of a “significance level”. However, they are intertwined 

as follows: Significance level = 100% - Risk level.

BINSIDER = Fraction of Insiders on the Board of Directors

BCEO and BINSIDER correlate strongly and positively in this data (Pearson 

correlation coefficient is 0,599). Also DOMINDI correlates positively with 

BINSIDER (0,342). These correlation coefficients have a significance level of 99%, 

but BPERIOD and BINSIDER correlate positively (0,276) at the significance level of 

95%. The correlation coefficient is negative between AGE and BINSIDER (-0,318) as 

well as between DOM1NST and BINSIDER (-0,300). After transformations, the 

coefficients (SQDOMINS, SQDOMIND, LNBPERIO) retain their significance levels.

BAGE = Average Age of Board Members

BAGE correlates positively, at the risk level of 1%, with AGE (0,445) and BSIZE 

(0,306). The correlation coefficient between BAGE and SIZE is positive (0,229) at 

the significance level of 95%. On the other hand, DOMINDI and BAGE correlate 

negatively (-0,229) at the significance level of 95%.

After transformations, BAGE correlates positively with LNBSIZE (0,322) and 

strongly and positively with LNSIZE (0,525), in both cases at the significance level 

of 99%. Now also the natural logarithm of the size of the company (LNSIZE) is
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positively correlated at the 1% risk level with BAGE. SQDOMIND correlates 

negatively with BAGE (-0,189) at the risk level of 10%.

BCEO = Presence of the CEO on the Board

BCEO positively correlates with the size of the company in terms of net sales, SIZE 

(0,201), at the 5% risk level, but not anymore when the transformation to the 

logarithmic form, LNSIZE, is made (0,179). The risk level is 7% after the 

transformation. LNBPERIO, however, correlates positively (0,301) and statistically 

significantly at the significance level of 95% after the transformation to the natural 

logarithmic form, while the non-transformed variable BPERIOD (the average length 

of the membership period of the Board members) has a correlation coefficient not 

significant (0,222; risk level 7%).

SERIES = Presence of Several Share Classes

SERIES is positively correlated with AGE (correlation coefficient 0,287; significance 

level 99%) and BPERIOD (0,274; significance level of 95%) and negatively 

correlated with DOMINST (correlation coefficient -0,285; significance level 99%). 

After the transformations, significance levels of these variables remain at least at the 

level of non-transformed variables, but LNBPERIOD correlates at the level of 99% 

instead of the level of 95%: the correlation coefficient of LNBPERIOD is 0,358. 

SQDOMINS is negatively correlated (-0,282) with SERIES at the significance level 

of 99%. SQFORINV, which did not correlate statistically significantly before the 

transformation, now correlates negatively with SERIES (-0,209) at the significance 

level of 95%.

NOTREPO and SERIES correlate positively (0,187) at the risk level of 6%, which 

may indicate that there is some kind of a relationship between them, but at the 

significance level of 95% this relationship cannot be approved.
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Table 2. Correlation coefficients of the hypothesis-based variables. Statistical 

significances and sample sizes from which the coefficients are calculated.

Panel A. Non-transformed variables.

Panel B. Transformed variables.
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Table 2. Notes. 

Panel A.

В SIZE is the number of Board members at the end of 1999, according to the Annual Report.
В INSIDER is the percentage of insiders (as defined earlier) of the total number of Board members.
BAGE is the average age of the members of the Board at the end of 1999.
BPERIOD is the average length of the membership periods of Board members at the end of 1999.
BCEO is a binary, dummy, variable: 0 if the CEO is not a member of the Board and 1 if the CEO is a member. 
SERIES is a binary, dummy, variable: 0 if the company has only one series of shares and 1 if the company has more 
classes of shares.
SIZE is the net sales (mFIM) of the firm in 1999.
NOTREPO is a binary, dummy, variable: 0 if there IS EITHER a Corporate Governance part OR a Chairman’s 
review part in the Annual Report of 1999 and 1 if there is NEITHER a Corporate Governance NOR a Chairman’s 
review part in the Annual Report of 1999.
AGE is average age (as defined earlier) of privately registered investors at June 1, 2000, investing in some particular 
stock.
DOMINST is the percentage of shares that were at the hands of domestic institutions at June 1, 2000.
DOMINOI is the percentage of shares that were at the hands of domestic individuals at June 1, 2000.
FORINVE is the percentage of shares that were at the hands of foreign investors at June 1, 2000.

Panel B.

■ LNBSIZE is the natural logarithm of the number of Board members at the end of 1999, according to the Annual 
Report.

■ В INSIDER is the percentage of insiders (as defined earlier) of the total number of Board members.
■ BAGE is the average age of the members of the Board at the end of 1999.
■ LNBPERIO is the natural logarithm of the average length of the membership periods of Board members at the end 

of 1999.
• BCEO is a binary, dummy, variable: 0 if the CEO is not a member of the Board and 1 if the CEO is a member.
■ SERIES is a binary, dummy, variable: 0 if the company has only one series of shares and 1 if the company has more 

classes of shares.
■ LNSIZE is the natural logarithm of the net sales (in mFIM) of the firm in 1999.
• NOTREPO is a binary, dummy, variable: 0 if there IS EITHER a Corporate Governance part OR a Chairman’s 

review part in the Annual Report of 1999 and 1 if there is NEITHER a Corporate Governance NOR a Chairman’s 
review part in the Annual Report of 1999.

■ AGE is average age (as defined earlier) of privately registered investors at June 1, 2000, investing in some particular 
stock.

• SQDOMINS is a square root of the percentage of shares that were at the hands of domestic institutions at June 1, 
2000.

■ SQDOMIND is a square root of the percentage of shares that were at the hands of domestic individuals at June 1,
2000.

• SQFORINV is a square root of the percentage of shares that were at the hands of foreign investors at June 1, 2000.

NOTREPO = Corporate Governance Issues Not Properly Reported

NOTREPO is negatively correlated with SIZE (-0,259) and LNSIZE (-0,366), both at 

the significance level of 99%. FORINVE (-0,274) and SQFORINV (-0,289) are also 

negatively correlated with NOTREPO at the significance level of 99%. BPERIOD 

and NOTREPO correlate positively (0,301) at the significance level of 95%, 

LNBPERIOD (0,345) even at the significance level of 99%.

DOM1NDI does not correlate statistically significantly with NOTREPO (correlation 

coefficient is 0,191), but the risk level is as low as 6%; also SQDOMIND has a risk 

level of 6% with the correlation coefficient of 0,189. LNBSIZE correlates negatively
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(-0,174), at the risk level of 8%, with NOTREPO. SERIES correlates with NOTREPO 

positively (0,187), but the risk level is slightly higher, 6%.

AGE = Average Age of Individual Investors

AGE correlates positively and statistically significantly at the risk level of 1% with 

BAGE (0,445) and SERIES (0,287), and at the risk level of 5% with BSIZE (0,217). 

There are negative, statistically significant at the risk level of 1%, correlations 

between AGE and BINSIDER (-0,318), and AGE and DOMINDI (-0,303). In 

addition, there are two statistically non-significant relationships, which may be of 

interest: DOMINST (0,192) correlates with age at the risk level of 6% and FORINVE 

(-0,172) at the risk level of 9%.

After the transformations are done, the size of the Board as well as the size of the 

firm become statistically more significant: LNBSIZE and AGE correlate positively 

(0,355) at the risk level of 1% and LNSIZE and AGE strongly and positively (0,476) 

at the risk level of 1%. SQDOM1NS (0,195) and SQFORINV (-0,191) become better 

in their significance with the help of the transformations: risk levels are 5% and 6%, 

respectively.

BSIZE (LNBSIZE) = Number of Directors (Natural Logarithm)

BSIZE correlates positively with BAGE (0,306) at the significance level of 99%. 

BSIZE and AGE correlate positively (0,217) too, at the significance level of 95%, as 

well as BSIZE and SIZE (0,219).

Transformed variables LNBSIZE and LNSIZE correlate positively with each other 

(0,419) as well as LNBSIZE and AGE (0,355), and LNBSIZE and BAGE (0,322) - 

each of them at the significance level of 99%. An interesting, negative, correlation 

coefficient (-0,174) exists between LNBSIZE and NOTREPO at the risk level of 8% - 

slightly above the statistical significance level of 95%.
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SIZE (LNSIZE) = Size of the Finn (Natural Logarithm)

SIZE is negatively correlated with DOMINDI (-0,304) and NOTREPO (-0,259) and 

positively correlated with FORINVE (0,435) at the significance level of 99%. In 

addition, positive correlation coefficients between SIZE and BSIZE (0,219), SIZE and 

BCEO (0,201), and SIZE and BAGE (0,229) are all significant at the level of 95%.

After the transformations there are much bigger number of significant relationships 

between variables. LNSIZE is positively correlated with SQFORINV (0,381), 

LNBSIZE (0,419), AGE (0,476), and BAGE (0,525) at the significance level of 99%. 

LNSIZE correlates negatively with SQDOMIND (-0,434) and NOTREPO (-0,366) at 

the risk level of 1%. LNSIZE and BCEO do not correlate statistically significantly 

after the transformation of SIZE, but the risk level is, however, as low as 7%: BCEO 

and LNSIZE have a positive correlation coefficient of 0,179.

DOMINST (SQDOMINS) = Fraction of Domestic Institutions (Square Root)

DOMINST correlates negatively with BINSIDER (-0,300), SERIES (-0,285), 

DOMINDI (-0,415), and FORINVE (-0,337), at the significance level of 99%. 

DOMINST and AGE correlate positively (0,192) with each other at the risk level of 

6%, only slightly below the significance level of 95%.

Transformed variables correlate even more significantly with each other than the 

non-transformed variables. There is a negative correlation at the significance level of 

99% between SQDOMINS and SQDOMIND (-0,307), SQFORINV (-0,268), SERIES 

(-0,282), and BINSIDER (-0,300). In addition, two variables correlate with 

SQDOMINS at a risk level slightly higher than 5%: LNBPERIO has a correlation 

coefficient of -0,220 (risk level 8%) and AGE has a correlation coefficient of 0,195 

(risk level 5%).

DOMINDI (SQDOMIND) = Fraction of Domestic Individuals (Square Root)

DOMINDI correlates positively with BINSIDER (0,342) at the significance level of 

99% and BPERIOD (0,243) at the significance level of 95%. Negative correlations
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exist between DOMINDl and BAGE (-0,229), AGE (-0,303), SIZE (-0,304), 

DOM1NST (-0,415), and FORINVE (-0,311) at the significance level of 99%.

DOMINDl and NOTREPO correlate positively (0,191) at the risk level of 6%, 

slightly higher than accepted.

Transformed variables also correlate: SQDOMIND has a negative correlation at the 

significance level of 99% with AGE (-0,312), LNSIZE (-0,434), and SQDOMINS (- 

0,307). SQDOMIND and BINSIDER correlate at the significance level of 99%: the 

correlation coefficient is 0,313. SQFORINV and LNBPERIOD both correlate with 

SQDOMIND at the significance level of 95% and have correlation coefficients of - 

0,239 and 0,299 respectively. SQDOMIND also correlates with BAGE (-0,189) and 

NOTREPO (0,189) at the risk levels of 10% and 6%, respectively. However, these 

correlations are not accepted according to the significance level requirement of 95%.

FORINVE (SQFORINV) = Fraction of Foreign Investors (Square Root)

FORINVE correlates negatively with NOTREPO (-0,274), DOMINST (-0,337), 

DOMINDl (-0,311), and BPERIOD (-0,273) at the significance levels of 99%, 99%, 

99%, and 95%, respectively. There is also a positive and a statistically significant 

correlation coefficient (0,435) at the level of 99% between FORINVE and another 

variable, SIZE. FORINVE also correlates negatively, but not statistically 

significantly, with SERIES (-0,186) and AGE (-0,172), but have risk levels of 6% and 

9%, respectively.

Transformed variables SQFORINV and NOTREPO (-0,289), SQFORINV and 

LNSIZE (0,381), as well as SQFORINV and SQDOMINS (-0,268) correlate at the 

significance level of 99%. On the other hand, SQFORINV and SERIES (-0,209), 

SQFORINV and SQDOMIND (-0,239), as well as SQFORINV and LNBPERIO (- 

0,295) correlate at the significance level of 95%. SQFORINV and AGE correlate 

negatively (-0,191), but non-significantly at the risk level of 6%.
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BPERIOD (LNBPERIO) = Directors’ Average Period Length (Natural Logarithm)

BPERIOD correlates at the significance level of 95% with BINSIDER (0,276), 

SERIES (0,274), NOTREPO (0,301), DOMINDI (0,243) and FORINVE (-0,273). 

There is also one interesting, though non-significant, correlation coefficient at the 

risk level of 7%: BPERIOD correlates with BCEO and has a coefficient of 0,222.

Transformed variables have more significant correlations than the non-transformed 

have. LNBPERIO correlates with SERIES (0,358) and NOTREPO (0,345) at the 

significance level of 99% and with BINSIDER (0,271), BCEO (0,301), SQDOMIND 

(0,299) and SQFORINV (-0,295) at the level of 95%. In addition, LNBPERIO 

correlates statistically non-significantly with SQDOMINS with a correlation 

coefficient of -0,220, at the risk level of 8%.

5.2 Correlations in the Light of the Hypotheses

Hypotheses, presented in chapter 3, can be divided into two groups that aim to 

produce information on the respective dependent variables. Questions that address 

these variables are as follows:

(1) What are the factors that may affect the fraction of insiders on the Board 

of Directors (variable BINSIDER)?

(2) What are the factors that may affect the average period length of the 

Directors (variables BPERIOD, LNBPERIO)?

5.2.1 Insider Members

Hypotheses that are related to the fraction of insider members of the Board have been 

named as 1A and IB, and they are discussed in the light of the correlation matrix. In 

addition, couple of control variables are included and their correlations are also 

reviewed.
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Hypothesis IA

Inside membership of the Board is positively correlated with (and depends 

on) the ownership share of domestic individual investors on that particular 

company.

• DOMINDI and SQDOMIND correlate positively with BINSIDER: 

correlations are 0,342 and 0,313 respectively.

• The higher the fraction of Finnish individuals investing in a 

particular stock is, the higher the fraction of insiders on the Board is.

• Again, which of the two variables is the cause and which of them is 

the effect, is unknown. The question is: do the domestic individual 

investors choose those companies that have more insiders on the 

Board or is the high individual ownership a cause to a Board structure 

that contains more insiders?

• The most probable cause-effect relationship is that the ownership 

share of individual investors affects the fraction of insiders on the 

Board positively.

Hypothesis IB

Inside membership of the Board is negatively correlated with (and depends 

on) the ownership share of domestic institutional investors on that particular 

company.

• Both DOMINST and SQDOMINS correlate negatively with 

BINSIDER: the correlation coefficient is -0,300 in both cases.

• The lower the fraction of domestic institutions as investors in a 

particular company is, the higher the fraction of insiders on the Board 

is.

• Also here, the question is: does the fraction of domestic institutions 

affect the fraction of insiders or vice versa?
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Control variable

Insider membership of the Board is positively correlated with (and depends 

on) the presence of the CEO on the Board.

• BCEO and BINSIDER correlate strongly and the correlation 

coefficient is 0,599.

• The existence of the CEO on the Board is related positively, of 

course, to the number of insiders on the Board.

Control variable

The number of insiders on the Board may be determined by the length of the 

average membership period ofthat Board.

• BPERIOD correlates with BINSIDER: the correlation coefficient is 

0,276. Also LNBPERIO and BINSIDER correlate and the coefficient 

is 0,271.

• On the basis of the correlation matrix, it can be said that the longer 

the membership period of Board members is, on average, the more 

there are insiders on the Board.

Control variable

The size of the firm may affect the number of insiders on the Board.

• There seems to be no statistically significant correlation between 

SIZE or LNSIZE and BINSIDER.
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5.2.2 Average Period Length of Directors

Next, hypotheses 2A, 2B, 2C, 2D and 2E are discussed in the light of the correlation 

matrix.

Hypothesis 2A

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the fraction of insiders on the 

Board.

• BPERIOD correlates with BINSIDER, and the correlation coefficient 

is 0,276. Also LNBPERIO and BINSIDER correlate and the 

coefficient is 0,271.

• The more there are insiders on the Board, the longer the period of 

Board members is.

• The number of insiders may affect the length of the period of 

members.

Hypothesis 2B

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the existence of a dual class 

system of share capital.

• SERIES is positively correlated with BPERIOD: the correlation 

coefficient is 0,274. LNBPERIO, on the other hand, correlates with 

SERIES and the coefficient is 0,358.

• If there are two share classes, the length of the membership period 

of the Directors seems to be longer than when there is only one class 

of shares.

• It is reasonable to assume that the existence of a dual class system of 

share capital affects positively the length of the membership period of 

Directors, and not vice versa.
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Hypothesis 2C

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the fraction of domestic 

individual investors.

• BPERIOD and DOMINDI correlate with the coefficient of 0,243; 

LNBPERIO and SQDOMIND, on the other hand, correlate with the 

coefficient of 0,299.

• There is a positive relationship between the ownership by domestic 

individuals and the length of the membership on the Board: the more 

there are domestic individuals investing in a company, the longer the 

Board has remained in power.

• Does the ownership of domestic individuals affect the average 

period length of Board members, or are there other factors that work 

towards the same direction, remains a question.

Hypothesis 2D

The length of the average membership period of the members of the Board is 

negatively correlated with (and depends on) the fraction of foreign investors.

• FORINVE and BPERIOD correlate negatively with the coefficient 

of -0,273, while SQFORINV and LNBPERIO correlate with a 

coefficient of -0,295.

• There is a negative relationship between the length of the average 

membership period of Directors and the ownership share of foreign 

investors.

• Is the foreign ownership a result from some characteristics of the 

Board, like the length of the average membership period, or does the 

foreign ownership affect the period length, are unanswered questions. 

However, it is possible that these factors function in both ways.
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Hypothesis 2E

The length of the average membership period of the members of the Board is 

positively correlated with (and depends on) the “weak reporting” variable 

(NOTREPO).

• BPERIOD and NOTREPO correlate with each other and the 

correlation coefficient is 0,301. LNBPERIO and NOTREPO, on the 

other hand, correlate with the coefficient of 0,345.

• There is a positive relationship between the period length of the 

Directors and the fact that a company has not reported Corporate 

Governance-related facts or does not have a Chairman’s review in its 

Annual Report of 1999. Those companies that have reported “in a 

more equity investor friendly way”, also seem to have shorter periods 

of memberships on their Boards.

• Does the weak reporting affect the period length of Directors or 

does the period length affect the level of the reporting, are unresolved 

questions. It is more likely that some characteristics of the Board 

affect the existence of weak reporting, but at the same time also affect 

the period length of Directors.

Control variable

Membership period length of Board members may be affected by the size of 

the firm.

• There is no statistically significant correlation between BPERIOD 

and SIZE or LNBPERIO and LNSIZE.

The discussion now turns into the regression analysis and the results it has generated.

5.3 Regression Models

Several regression models are estimated with the help of the SPSS software, on the 

basis of the hypotheses. Variables are entered into the models both in the
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transformed and non-transformed form in order to observe changes and to be sure 

that the quality of the models gets better when using the transformed variables. Even 

though it is not expected that the independent variables were normally distributed, 

their normality enhances the quality of the results by decreasing the risk-levels of the 

results. Variables are entered to the models one or some of them at a time in order to 

understand each of the models better. Models that are reported in this thesis are only 

part of the total number of the regression runs.

Next, all regression models that were subjectively seen as necessary by the author are 

presented here. Both the dependent variables and the models constructed to study 

their dependencies on independent variables, the significances of the models as well 

as the significances of each of the variables separately in the context of the model, 

are presented below. Tables 3 and 4 directly show the regression models and the 

statistics of the regressions.

5.3.1 Insider Members

The first model (model la) has four independent variables: DOMINDI, DOMINST, 
BPERIOD and BCEO. This model produces an R2 of 0,469 and an adjusted R2 of 

0,434 and the F-statistic shows that the model is statistically significant. T-statistics, 

on the other hand, show that only BCEO and DOMINDI are statistically significant at 

the 5% risk level (p-values are 0,000 and 0,038 respectively). DOMINST has a p- 

value of 0,175 and BPERIOD receives a p-value of 0,464.

Model (la):

BINSIDER = 0,04528 + 0,214 * BCEO + 0,178* DOMINDI - 0,105 * DOMINST + 

0,003567 * BPERIOD

The second model (model lb) also contains four variables, but three of them are now 

transformed. Independent variables are SQDOMIND, SQDOMINS, LNBPERIO and 

BCEO. This model gives us an R2 of 0,457 and an adjusted R2 of 0,422 - these 

figures are lower than in the previous model. The F-statistic shows that this model 

contains at least one variable that has a value that differs from zero, but as the t-
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statistics show, BCEO with a p-value of 0,000 and SQDOMIND with a p-value of 

0,045 are inside the statistical significance of 95%. SQDOMINS is, however, inside 

the significance of 90% (p-value 0,075), but LNBPERIO has a p-value of 0,991 and 

does not differ from zero at all.

Model (lb):

B1NSIDER = 0,08793 + 0,219 * BCEO + 0,177 * SQDOMIND - 0,162 * 

SQDOMINS - 0,0003524 * LNBPERIO

The third model (model lc) contains only one variable that is transformed, 

LNBPERIO. Other independent variables are DOMINST, DOMINDI and BCEO. This 

model received an R2 of 0,464 and an adjusted R2 of 0,429 - both of these higher 

than in the previous model (model 2b), but slightly lower than in the first model 

(model 2a). The F-statistic shows that the model is statistically significant, once 

again. T-statistics, on the other hand, show that BCEO and DOMINDI are 

statistically significant at the 95% level (p-values are 0,000 and 0,031 respectively). 

DOMINST has a p-value of 0,156 and LNBPERIO received a p-value of 0,999.

Model (lc):

B1NS1DER = 0,06535 + 0,220 * BCEO +0,189 * DOMINDI - 0,110 * DOMINST + 

0,00004763 * LNBPERIO

The next model (model Id) contains 5 independent variables: LNBPERIO, LNSIZE, 
DOMINDI, DOMINST and BCEO. The R2 of this model is 0,464 and the adjusted R2 

of this model is 0,419. The F-statistic shows that the model is statistically significant, 

and the t-statistics that BCEO and DOMINDI are statistically significant from zero at 

the significance level of 90% (p-values are 0,000 and 0,057 respectively). The p- 

value of DOMINST is now as high as 0,180 and the p-values of LNSIZE and 

LNBPERIO are 0,925 and 0,995 respectively.

Model (Id):

B1NSIDER = 0,05576 + 0,219 * BCEO + 0,194 * DOMINDI - 0,108 * DOMINST + 

0,001109 * LNSIZE - 0,0002116 * LNBPERIO
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In the next model (model le), both the LNSIZE and LNBPERIO are dropped from the 

model, which leaves only the following independent variables to the model: BCEO, 
DOMIND1 and DOMINST. The R2 of this model is 0,464 and the adjusted R2 of this 

model receives a value of 0,447. These values are higher than in the previous models 

and the t-tests show that each of the variables are significant at the 90% significance 

level. The p-values of BCEO, DOMINDI and DOMINST are 0,000 - 0,005 - 0,074 

respectively.

Model (le):

BINSIDER = 0,06542 + 0,220 * BCEO + 0,189 * DOMINDI - 0,110 * DOMINST

The last model (model If) adds LNSIZE again into the model and after that, there are 

four independent variables: BCEO, DOMINST, DOMINDI and LNSIZE. The R2 of 

this model is 0,464 and the adjusted R2 of this model receives a value of 0,441. These 

figures are highest among these models. Even though the F-statistic gives its 

approval to the model, t-statistics show that only BCEO is statistically significant at 

the 99% level and DOMINDI at the level of 95%. The p-values of other variables, 

DOMINST and LNSIZE, are 0,090 and 0,906 respectively. It seems that this model 

gives statistically significant values to BCEO, DOMINST and DOMINDI at the 

significance level of 90%, and that LNSIZE functions as a good control for 

robustness because the R2 and the adjusted R2 are only at a slightly lower level than 

in the previous model without the control, and all other variables remain at 

statistically significant levels. LNSIZE seems not to affect the results.

Model (If):

BINSIDER = 0,05551 + 0,219 * BCEO + 0,194 * DOMINDI - 0,108 * DOMINST + 

0,001102 * LNSIZE

Table 3 presents the results of the tests conducted on the basis of the hypotheses.

Insider directorship is one form of entrenchment. On the Corporate Governance 

discussion, insiders are not considered as a good solution to construct a Board (e.g. 

Monks and Minow 1995, Hirvonen et al. 1997, Mak and Roush 2000), mainly 

because of the independence requirement, but also from the growth opportunities
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point of view. As already mentioned, Mak and Roush (2000, 147) found that the 

proportion of outside Directors is positively related to the extent of growth 

opportunities and negatively related to the inside share ownership.

An attempt to create proper hypotheses around the investor sophistication idea and 

the further findings of Grinblatt and Keloharju (2000), insider Directors were used as 

a dependent variable inside ”the black box of the firm” in order to complement the 

relationship between the investor sophistication and the performance of the firm and 

between the investor sophistication and the particular investor type.

Model (le) is considered as the best of those models, presented earlier, which are 

related to the dependent variable BINSIDER. This model has the highest adjusted R2 

and it takes into account all the hypothesized variables. Hypothesis 1A is clearly 

accepted on the basis of all models: the ownership share of domestic individuals 

seems to be positively related to the fraction of insiders on the Board. All models are 

controlled with the BCEO variable, the presence of the CEO on the Board. Even 

though the Corporate Governance discussion indicates that it would be better to have 

fewer insiders on the Board, Finnish domestic individuals seem to invest more in 

companies or, more precisely, seem to be related to those companies that have more 

insiders on the Boards. If this is not an indication of the lack of sophistication, while 

domestic institutions seem to behave completely differently, then one can just 

wonder!

Hypothesis IB is also accepted on the basis of the negative relationship between the 

ownership share of domestic institutions and the number of insiders on the Board. 

This result is, however, subject to some uncertainty, because the statistical 

significance of the coefficient changes to a large extent depending on the use of other 

control variables than BCEO\ when comparing model (le) to model (If), one can 

notice that the use of firm size does not affect the significance of the variable very 

much - the relationship between the fraction of domestic institutions and the fraction 

of insiders seems therefore to be robust on firm size. A surprising phenomenon is, 

however, the effect of LNBPERIO (a natural logarithm of the average period length 

of Board members) on the significance of DOMINST: it drops from about 93% to 

82%. Perhaps the use of both of these controls, however, is not appropriate, because
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they correlate highly with each other - even though the multicollinearity statistics did 

not alert on the basis of this. Model (le) takes into account the size of the firm and 

this must be enough in order to accept the hypothesis under review.

Table 3. Results of the regressions: dependent variable is the fraction of insiders 

on the Board (BINSIDER).

Hypothesis Variable Model (2a) Model (2b) Model (2c) Model (2d) Model (2e) Model (2f) Exp. Sign
DOMINDI 0,178 0,189 0,194 0,189 0,194

1A t 2,119 2,213 1,941 2,855 2,515 +
P 0,038 0,031 0,057 0,005 0,014

DOMINST -0,105 -0,110 -0,108 -0,110 -0,108
IB t -1,:372 -1,436 -1,358 -1,808 -1,711 -

P 0,175 0,156 0,180 0,074 0,090
SQDOMIND 0,177

1A t 2,042 + V
P 0,045

SQDOMINS -0,162
IB t -1,813 -

P 0,075
BCEO 0,214 0,219 0,220 0,219 0,220 0,219

Control t 5,752 5,699 5,751 5,574 7,529 7,266 +
P 0,000 0,000 0,000 0,000 0,000 0,000

BPERIOD 0,004
Control t 0,736

P 0,464
LNBPERIO 0,000 0,000 0,000

Control t -0,011 0,001 -0,007
P 0,991 0,999 0,995

LNSIZE 0,001 0,001
Control t 0,095 0,119

P 0,925 0,906
Constant 0,045 0,088 0,065 0,056 0,065 0,056

t 0,760 0,934 0,923 0,450 1,515 0,590
P 0,450 0,354 0,360 0,655 0,133 0,557

Adjusted R2 0,434 0,422 0,429 0,419 0,447 0,441
F-statistic 13,450 12,855 13,197 10,388 27,692 20,559
P-value 0,000 0,000 0,000 0,000 0,000 0,000

Table 3. Notes.
Variables
■ BINSIDER is the percentage of insiders (as defined earlier) of the total number of Board members.
• BPERIOD is the average length of the membership periods of Board members at the end of 1999.
■ LNBPERIO is a natural logarithm of BPERIOD.
• BCEO is a binary, dummy, variable: 0 if the CEO is not a member of the Board and 1 if the CEO is a member.
■ LNSIZE is the natural logarithm of the net sales of the firm in 1999, in mFIM.
• DOM1NST is a percentage of shares that were at the hands of domestic institutions at June 1, 2000.
• SQDOMINS is the square root transformation of DOMINST.
• DOMINOI is a percentage of shares that were at the hands of domestic individuals at June 1, 2000.
■ SQDOMIND is the square root transformation of DOMINDI.
Others
• “Exp. Sign" is the expected sign (+ or -) of the variable, according to the hypothesis.
• “t" is the value of the t-statistic.
• “p” is the risk level of the t-test. The lower the value is, the more significant the result, the difference of the variable 

from zero, is.
• “F-statistic” is the value of the F-test that indicates the power of the model in terms of that at least one of the 

variables in the model differs from zero.
• “P-value” is the risk level of the F-test. The lower the value is, the more significant the result is.

76



Tukia, J. 2001. Entrenchment of the Board of Directors: Finnish Evidence.

5.3.2 Average Period Length of Directors

The first model, where the dependent variable is В PERIOD or LNBPERIO, is the 

model 2a. This model is constructed without any transformations of the independent 

variables, which in this model are FORINVE, DOMINDI, BINSIDER, SERIES and 

NOTREPO. The R2 of this model is 0,311 and the adjusted R2 is 0,254. The F- 

statistic of this model is statistically significant and t-tests show that SERIES is 

significant at the 99% level and BINSIDER at the 95% level (p-value is 0,039). P- 

values of other variables are a reasonable 0,053 for NOTREPO, and an unreasonable 

0,423 for DOMINDI and 0,297 for FORINVE.

Model (2a):

LNBPERIO = 1,304 + 0,377 * SERIES + 0,792 * BINSIDER + 0,279 * NOTREPO 

+ 0,257 * DOMINDI - 0,348 * FORINVE

The second model is like the first one, but the square root transformations are made 

to DOMINDI and FORINVE variables. The R2 of this model is 0,325 and the 

adjusted R2 is 0,269 - slightly higher numbers than in the previous model. The F- 

statistics show that the model is statistically significant in a sense that at least one of 

the independent variables is different from zero. T-tests show that SERIES is 

statistically significant with the p-value of 0,012 and BINSIDER with the p-value of 

0,031 - both at the significance level of 95%. NOTREPO has quite a small p-value 

(0,069), but SQDOMIND (p = 0,331) and SQFOR1NV (p = 0,157) are not statistically 

significant.

Model (2b):

LNBPERIO = 1,329 + 0,366 * SERIES + 0,808 * BINSIDER + 0,261 * NOTREPO 

+ 0,314 * SQDOMIND - 0,428 * SQFORINV

The third model (model 2c) has an added control variable LNSIZE, but otherwise this 

model is the same as the previous one. The R2 of this model is 0,384 and the adjusted 

R2 is 0,322 - both figures are at a considerable higher level than in the previous
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model. The F-statistic indicates the statistical significance of this model and the t- 

tests show an interesting result: all variables are significant at the 90% significance 

level. NOTREPO has a p-value of 0,014 and LNSIZE received a p-value of 0,021. 

SERIES is also significant at the significance level of 95% (p = 0,034), while 

SQFORINV and SQDOMIND have p-values of 0,044 and 0,064 respectively. 

BINSIDER received a p-value of 0,066.

Model (2c):

LNBPERIO = 0,487 + 0,361 * NOTREPO + 0,103 * LNSIZE + 0,299 * SERIES - 

0,615 * SQFORINV + 0,636 * SQDOMIND + 0,669 * BINSIDER

Table 4 presents the results of the regressions explained above.

Model (2c) is considered as the best of those models that are related to the dependent 

variable LNBPERIO. Also this model uses all those variables that were presented in 

the hypothesis part of the thesis, but uses also one control variable, the size of the 

company (LNSIZE), which was found to be related to the dependent variable.

Hypothesis 2A is clearly accepted on the basis of all models: there is a positive 

relationship between the number of insiders on the Board and the length of the 

average membership period of Directors. Those Boards that have more insiders as 

members tend to be longer in power than those Boards that have fewer insiders. 

Again, my attempt was to try to open the ”black box” and to provide a variable that 

can be connected to other interesting variables: number of insiders is connected here 

to the period length of Board members, while an existing result connects insiders to 

the market value of the company: Boards with fewer insiders are according to, for 

example, Denis and Sarin (1999) associated with higher market values and it seems 

that Boards with more insiders are losing value in terms of inferior market value 

performance. Somehow, extended membership periods are related positively to the 

percentage of insider members of the Board. Long membership periods are not 

necessarily wrong, but they may lead firms to generate more ”private benefits of 

control” or perquisites to the Directors, which are considered as agency costs to other 

stockholders.
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Also Hypothesis 2B receives an acceptance in all of the three models presented. The 

existence of two series of shares is positively related to the length of the average 

membership period of Board members. This result further corroborates the doubts 

about the dual-class system of equity as one of the vehicles that works in order to 

extend the average membership period of the Directors. Insiders function as another 

such a vehicle.

Hypothesis 2E is also clearly accepted in all of the models meaning that those 

companies that did not ”properly” report their Corporate Governance issues in the 

1999 Annual Report, are positively related to the length of the average membership 

period of the Directors of the Board. Weak reporting and extended membership 

periods seem to be positively related to each other. Because the size of the firm 

seems not to have a connection to the membership period length in the correlation 

tables and on the other hand, firm size is negatively related to the existence of weak 

reporting, it can be said that the membership period length must be related to some 

other variable than the size of the firm that affects the existence of weak reporting. A 

tempting alternative is, of course, that the extended average membership period is 

directly related to the weak reporting of Corporate Governance issues. Reasons to 

this kind of a phenomenon might be found from the agency theory.

Hypothesis 2C, expecting a positive relationship between the ownership share of 

domestic individuals and the average period length of the Board members, is not 

directly accepted. It seems that the size of the firm, when using it as a control 

variable in model (2c), affects to SQDOM1ND in such a way that its coefficient 

becomes statistically significant. In model (2b), when not using the firm size as a 

control variable, SQDOMIND does not receive a coefficient that would be 

statistically significant. The same goes for the fraction of foreign investors and its 

relationship to the period length (Hypothesis 2D).
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Table 4. Results of the regressions: dependent variable is the natural logarithm 

of the average period length of Board members (LNBPERIO).

Hypothesis Variable Model (3a) Model (3b) Model (3c) Exp. Sign
SERIES 0,377 0,366 0,299

2B t 2,663 2,605 2,165 +
P 0,010 0,012 0,034

NOTREPO 0,279 0,261 0,361
2E t 1,977 1,853 2,542 +

P 0,053 0,069 0,014
BINSIDER 0,792 0,808 0,669

2A t 2,115 2,209 1,873 +

P 0,039 0,031 0,066
DOMINOI 0,257

2C t 0,807 +

P 0,423
FORINVE -0,348

2D t -1,052 -

P 0,297
SQDOMIND 0,314 0,636

2C t 0,980 1,886 +

P 0,331 0,064
SQFORINV -0,428 -0,615

2D t -1,432 -2,058 -

P 0,157 0,044
LNSIZE 0,103

Control t 2,372
P 0,021

Constant 1,304 1,329 0,487
t 8,182 5,816 1,168
P 0,000 0,000 0,248

Adjusted R 2 0,254 0,269 0,322
F-statistic 5,418 5,790 6,136
P-value 0,000 0,000 0,000

Table 4. Notes.
Variables
■ В INSIDER is the percentage of insiders (as defined earlier) of the total number of Board members.
■ LNBPERIO is the natural logarithm of the average length of the membership periods of Board members at the end

of 1999.
■ SERIES is a binary, dummy, variable: 0 if the company has only one series of shares and 1 if the company has more 

classes of shares.
• LNSIZE is the natural logarithm of the net sales of the firm in 1999, in mFIM.
■ NOTREPO is a binary, dummy, variable: 0 if there IS EITHER a Corporate Governance part OR a Chairman’s

review part in the Annual Report of 1999 and 1 if there is NEITHER a Corporate Governance NOR a Chairman s
review part in the Annual Report of 1999.

• DOMINOI is a percentage of shares that were at the hands of domestic individuals at June 1, 2000.
• SQDOMIND is the natural logarithmic transformation of DOMINOI.
■ PORIN VE is a percentage of shares that were at the hands of foreign investors at June 1, 2000.
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■ SQFORINV is the natural logarithm of FORINVE.
Others
• “Exp. Sign” is the expected sign (+ or -) of the variable, according to the hypothesis.
■ “t” is the value of the t-statistic.
• “p” is the risk level of the t-test. The lower the value is, the more significant the result, the difference of the variable 

from zero, is.
• “F-statistic” is the value of the F-test that indicates the power of the model in terms of that at least one of the 

variables in the model differs from zero.
• “P-value” is the risk level of the F-test. The lower the value is, the more significant the result is.
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6 CONCLUSIONS AND DISCUSSION

6.1 Conclusions

This thesis has provided with an extensive correlation matrix on Board and 

ownership structure characteristics. I have done several regression analyses and 

tested for several hypotheses. I have used the percentage of insiders and the average 

period length of Directors of the Board as dependent variables and at the same time 

as proxies for the Board entrenchment phenomenon. Independent variables have 

been chosen on the basis of the literature and the preliminary correlation matrix.

Rosenstein and Wyatt (1997) studied 170 inside Director announcements over the 

period 1981-1985 and found that insiders, when appointed to the Board, affected the 

stock price negatively indicating that the Board would become more entrenched. 

Mahajan and Lummer (1993) also corroborate the idea of the preference of outside 

Directors as well as the preference to avoid the entrenchment. Sundramurthy et al. 

(1996) investigated 192 S&P 500 firms and concluded that a classified Board 

structure is slightly dependent on the amount of insiders on the Board and may 

enhance the entrenchment.

Next, the most central findings are discussed.

6.1.1 Investor Type

Board of Directors is one of the most important actors within the firm. From the 

vantage point of the shareholder, this governing body should be of interest, if one 

does not want to invest only in the most liquid companies or on the short term. The 

fact is that the more illiquid a company is the more important Corporate Governance 

activities through the Board are. Even if an investor was not able to represent himself 

personally on the Board, he should investigate who are the Directors and what kind 

of characteristics they have.
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Investors are different in their abilities and needs and their behaviour is likely to 

reflect this. This thesis provides, among others, the following results:

Domestic institutional ownership is negatively related to the number 

of insiders on the Board (and at the same time the percentage of 

insiders).

Domestic individual ownership is positively related to the number of 

insider members on the Board.

Average length of the directorship is positively related to the 

ownership of domestic individuals.

Average length of the directorship is negatively related to the 

ownership of foreign investors.

These results are robust to the use of the size of the company as a control variable. 

Results can also be compared to the investor sophistication discussion, where some 

advocates (e.g. Grinblatt and Keloharju 2000) maintain, on the basis of investor 

performance, that institutional investors are more sophisticated than households.

When the overall tone in the discussion on the insider directorship has been quite 

reserved and particularly against insiders, I would say that the observed relationship 

between the ownership type and the number of insiders could be an indication of 

investor sophistication. On the other hand, it could just reflect the natural 

phenomenon that individual owners of the company also function as executives as 

well as Directors of the company. It therefore only seems that individuals invest in 

companies that have more insiders on the Board. This is not, however, a healthy way 

from the viewpoint of outside investors, and can be interpreted as an indication of 

low sophistication in the case of domestic households. This is particularly true if we 

consider one of the three attributes of the Board, the independence (cf. 2.3.2.1, 

Quality of Directors, 2.3.2.2, Independence of Board, and 2.3.2.3, Accountability of 

Board).

The relationship between average length of the directorship and type of ownership 

may be an indication of the investor sophistication, but a more probable explanation 

is the power that the investor type in question has over the Board of Directors: the
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proportion of individual investors and the length of the membership period may be 

positively related, because when individual investors own an extensive share of the 

company, they may also be Board members longer than in a case when institutions 

are bigger owners and Board members are representatives of the institutions. We 

cannot therefore say anything of the investor sophistication on the basis of this 

relationship, at least not anymore than in the previous paragraph.

6.1.2 Number of Share Classes - Weak Reporting - Insiders

Period length of a Director of the Board is found to be positively related to all of 

these variables: existence of many share classes, weak reporting of Corporate 

Governance issues in the Annual Report, and fraction of insiders on the Board. All of 

these relationships are logical. When we consider the role of the insiders on the 

Board and their need to keep their connections to the company in a status quo, the 

existence of extensive membership periods is only natural. Directors who want to 

keep low profiles and do not report extensively matters that might affect other 

shareholders are also quite naturally related to the period length of Directors. More 

than one class of shares is often mentioned to be one of the ways to anchor the power 

to a high level with a relatively low ownership stake on the company. It is therefore 

natural that many share classes are positively related to the period length of 

Directors.

6.2 Some Discussion

As the Board of Directors is the most central part of the corporation, it is very 

important to consider it as such also in the finance research. While this study 

provides information on some characteristics of the Finnish Board of Directors, there 

are still many other things that were out of the scope of this study, but would be of 

importance. For instance, the relationship of the CEO and the Board of Directors, 

would be both interesting and important, but also very difficult to clarify. The 

relationship of this CEO-Board relationship and the ownership structure might be 

interesting to be studied and the already mentioned Pearce and Zahra (1991) study
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and their methodology would be very appealing. This would, however, mean that one 

should typify the Boards in order to conduct the study, and possibly use interviewing 

technique to proceed.

Entrenchment and its effects to the performance of the firm would definitely be of 

interest. Even though the effect of the entrenchment is difficult to detect among other 

factors that affect the performance, one should try to study clarify these relationships. 

I am sure that the results of this study give hints to other researchers both to 

horizontally and vertically deepen the theme, but also to use more advanced methods 

than I did. Also the use of a case methodology would be a fruitful approach.
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