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SME PERFORMANCE POST-IPO: 
CONSEQUENCES OF GOVERNANCE AND OWNERSHIP
Abstract

Both entrepreneurship and finance literatures support the theory that a firm undertakes an initial public offering (IPO) to provide liquidity for its owners and funds for its growth.  Less well-understood are the consequences of an IPO on the firm’s governance that, in turn, is believed to impact the firm’s long term success.  In this paper, we study the IPO-governance-performance relationship.  Specifically, we investigate the association between CEO survival and firm performance through the IPO period, including cases when the CEO is also the Founder of the firm.  We give special attention to changes in the companies’ Boards of Directors’ size, composition, and stock ownership and the associated financial performance of the firms.  We then provide an empirical test of hypotheses that are produced from the literature involving the performance consequences associated with the changes in the governance and ownership that accompanied the IPOs of 116 small and medium sized enterprises (SME).  
SME PERFORMANCE POST-IPO: 

CONSEQUENCES OF GOVERNANCE AND OWNERSHIP

The Governance Consequences of an IPO


When a Board of Directors is appointed for a private firm, the CEO typically chooses the members and almost always serves as Board chairperson.  However, a remarkable transformation in this governance structure accompanies the decision to take the SME public through an IPO.  The Security and Exchange Commission requirements that the Board be chosen by the stockholders, appoint and oversee the CEO, and make public its decisions and their consequences, reorder the major components of the governance model.  Additionally, to create public interest and support for their companies, CEOs may be induced to allow investor groups to realign the composition of the Board of Directors.  Thus, through the IPO process, the investors in the SME, including the CEO and its initial Board members, essentially trade control for liquidity.  Additionally, the IPO process reorders the major components of the governance model, as seen in Figure 1. 
---------------------------------  

Insert Figure 1 About Here

---------------------------------

The importance of these changes in governance on SME performance is unclear.  Several researchers have concluded that the viability of an SME is threatened by an IPO when it is accompanied by the departure of the company CEO.  They cite four reasons:

1. The influence of the CEO on company structures and processes is difficult to disengage without altering the entire organizational system (Eisenhardt, 1988).  
2. The vision of the CEO is likely to be compromised by a new CEO (Churchill and Lewis, 1983).   

3. The firm loses the experience that was gained during the CEO’s tenure, including the maturing ability of the CEO to employ an established network of relationships to help in dealing with the interface demands of the competitive environment (Buchholtz and Ribbens, 1994; Buchholtz, Young and Powell, 1998).  
4. An IPO significantly alters the ownership structure of the SME (Churchill and Lewis, 1983); the loss of the CEO adds to this disruption.  


The foregoing discussion leads to the central hypothesis concerning the presence of a company CEO and SME performance following an IPO:

Hypothesis 1:  SMEs that retain their CEOs through the IPO process will have higher industry adjusted performance than SMEs that do not.
The Role of a Company Founder        


The company Founder plays an important role in determining an SME’s ownership structure when the stock is privately held (DeAngelo and DeAngelo, 1985; Fama and Jensen, 1983).  However, with an initial public offering, the Founder’s control of the firm changes dramatically (Jain and Kini, 1994).  Founders must relinquish some power that they had derived from the stock that they sell or see diluted.  Additionally, Founder-CEOs and non-Founder CEOs are likely to pursue different company goals (Daily and Dalton, 1992a).  For example, Founders seem willing to suboptimize profitability to retain strong company control (Allen and Panian, 1982).  Thus, there may be significant differences in firm performance under the leadership of a Founder-CEO as compared to a non-Founder-CEO (Willard, Krueger and Feeser, 1992).


The following hypothesis was designed to clarify the relationship between a company Founder and SME performance relative to an IPO:
Hypothesis 2:  After their IPOs, SMEs with Founder-CEOs will financially outperform SMEs with non-Founder-CEOs.
Aligning CEO Priories

CEOs can behave in ways that are not in the best interests of their shareholders (Hill, Hitt, and Hoskisson, 1988).  When a CEO’s priorities are more personal than organizational, the CEO is more likely to be influenced by career implications of a decision than by the promotion of stockholder wealth (Allen and Panian, 1982).  Therefore, in an effort to best align shareholder and executive interests, a widely accepted organizational tenet is that a Board of Directors serves the best interests of shareholders by aligning CEO pay with firm performance (Jensen and Murphy, 1990a, b; Walsh and Seward, 1990; Walters, Hardin, and Shick, 1995).  

Interestingly, CEOs may have a substantially different perspective on linking their personal compensation to company performance than do Board members.  CEOs often prefer to decouple the variables to prevent from being disadvantaged by competitive and environmental exigencies (Tosi and Gomez-Mejia, 1989) and to provide greater freedom to pursue strategic options for the firm that may have greater benefits for themselves than for their firms (Demski, Patell and Wolfson, 1984; Hoskisson, Hitt, Turk and Tyler 1989; Walking and Long, 1984; Walsh and Seward, 1990).  CEOs are also resistant to linking their pay to firm performance because such arrangements tend to make the executives subject to increased Board monitoring and more accountable for firm performance (Hill and Phan, 1991).  

Agency theory has been used to investigate the merits of executive stock option plans.  A principal finding is that they are inadequate to reduce agency costs significantly (Finkelstein & Hambrick, 1988), particularly in cases involving low frequency decisions, such as the decision to execute an IPO (Williamson, 1985; Lorsch & MacIver, 1989).  

The well-known management entrenchment hypothesis proposes that executives of a firm will deploy defensive tactics to maintain their personal positions and compensation levels with the company (DeAngelo & Rice, 1983).  In such instances, executives’ actions do not necessarily protect the best interests of other stockholders in the company.  When forced to choose, executives make decisions that maximize the value of their own skills or wealth rather than the value of the firm (Holmstrom, 1982; Holmstrom and Ricart I Costa, 1986; Tosi, Katz and Gomez-Mejia, 1997).  Overall, the empirical evidence in support of the management entrenchment hypothesis concludes that self-serving actions by executives result in a negative return for shareholders (Byrd & Stammerjohan, 1997; Mahoney & Mahoney, 1993; Dann & DeAngelo, 1988; Huang & Walkling, 1987).

          In combination, empirical research leads to the following idea:

Hypothesis 3: Post-IPO, the performance of SMEs will be negatively related to CEOs stock ownership in the firm. 

On the other hand, when the CEO is also the Founder of the firm, it is reasonable to assume that the Founder-CEO actively supports the IPO initiative.  In such cases, levels of CEO ownership have been found to be positively associated with levels of organizational performance (Allen and Panian, 1982; Daily, 1995; Kosnik, 1990).  Therefore: 

Hypothesis 4: The level of Founder ownership will be positively related to the SME performance following an IPO.
Board Roles and Composition

Boards of directors have responsibilities in the three broadly defined roles of service, resource, and control (Johnson, Daily and Ellstrand, 1996; Zahra and Pearce, 1989).  The directors’ service role involves advising and counseling the CEO and top executives, establishing resource contacts, and enhancing the reputation of the firm via their own experience, accomplishments, and reputations (Anderson and Anthony, 1986; Carpenter, 1988; Daily and Dalton, 1993; Pearce and Zahra, 1992).  

In their resource role, directors help to reduce the uncertainty in the competitive environment by providing the firm with information and expertise (Pearce and Zahra, 1992).  By acting as boundary spanners, they support the organization, provide new approaches to problem solving, and increase external credibility to resource providers including suppliers, lenders, and investors (Provan, 1980).  

In the control role, the Board monitors, evaluates and disciplines the actions of the CEO for the protection of shareholder interests (Anderson and Anthony, 1986; Fama and Jensen, 1983; Vance, 1983; Pearce and Zahra, 1992).  Directors’ control responsibilities include hiring, appraising and firing the CEO, determining executive pay programs, and providing oversight on strategic decisions (Fama and Jensen, 1983; Zahra and Pearce, 1989).  The Board's control role is commonly subordinate in privately-held, Founder-dominated SMEs and thus, a CEO is likely to favor a Board candidate who can contribute principally to the service and resource functions.  


Board composition refers to the distinction between inside and outside directors and is traditionally operationalized as the ratio of directors on the Board who are currently or formerly employed by the firm, including consultants, lawyers, and relatives of employees, compared to all others, who known as outsiders (Zahra and Pearce, 1989).  Board composition is interpreted as an indication of Board effectiveness in the performance of these roles (Johnson, Daily and Ellstrand, 1996; Pearce and Zahra, 1992).  Therefore, Board activists advocate increased outsider representation believing that outsiders are more independent of corporate managers and thereby more likely to protect shareholder interests (Baysinger and Butler, 1985; Cochran, Wood and Jones, 1985; Dalton and Rechner, 1989; Fama and Jensen, 1983; Kesner and Johnson, 1990; Kesner, Victor, and Lamont, 1986).  For example, outside directors provide the independent monitoring of CEO activity that is consistent with the best interests of stockholders (Daily and Johnson, 1997; Dalton and Rechner, 1989, Pearce, 1983; Pearce and Zahra, 1991).   


In addition to the advice and counsel that outsiders can offer a CEO, they provide access and influence in helping the company to secure valuable external resources.  Additionally, outsiders are seen as less subject to the influence of the CEO and less likely to trade their acquiescence to the CEO’s preferences for continued appointment to the Board than insiders when their jobs are at stake.  


Advocates of corporate Board reform argue that increasing outside director representation improves Board effectiveness and consequently improves the SME’s financial performance. However, empirical research has provided only equivocal support.  To inhibit the creation of a Board that might simply rubber-stamp CEO' requests (Herman, 1981; Vance, 1983), corporate reformists advocate changes in Board composition to promote Board members' independence from management.  Studies attempting to associate outsider representation and firm performance have produced positive (Pearce and Zahra, 1992) to negative results (Beatty and Zajac, 1994), with others in between (Buchholtz and Ribbens, 1994; Rechner and Dalton, 1986).  


Despite the strengths that outside Board members bring to a SME, Founder-CEOs may be threatened by their relative independence and may resist their addition to the Board.  Empirical evidence supports this logic.  SMEs managed by the Founder CEO are characterized by lower proportions of outside directors, whereas firms with non-Founder CEOs are more likely to have Boards with a majority of outside members (Kesner, 1988; Kesner and Dalton, 1986). 


Other research finds a positive association between inside directors and firm performance.  The researchers reason that inside directors have access to more complete information about their firms, and thus to make better strategic and operational recommendations than outsiders on corporate Boards (Baysinger, Kosnik and Turk, 1991; Johnson, Hoskisson and Hitt, 1993, Pearce, 1983). 


Critics of having company executives concurrently serve on their firm’s Board believe that insiders prioritize their personal career managerial self-interests over the financial interests of the shareholders (Daily and Dalton, 1993; Kosnik, 1987, 1990; Singh and Harianto, 1989a).  Additionally, due to their relationships within the organization, there is concern that inside directors might slight their control responsibilities as Board members, specifically in monitoring and evaluating the CEO (Baysinger and Hoskisson, 1990; Fleischer, Hazard, and Klipper, 1988).  When the CEO is also the Founder of the company, such deference to the will of the CEO by inside directors may be even greater.  


Empirical studies provide conflicting evidence on the conceptualized link between the proportional insider-outsider representation on the Board and firm performance.  Several researchers find a positive relationship (Baysinger and Butler, 1985; Mishra and Nielsen, 2000; Rosenstein and Wyatt, 1990; Whidbee, 1997), a couple of studies find no relationship (Bhaghat and Black, 1996; Hermalin and Weisbach, 1991), and two studies report a negative relation between the proportion of independent outside directors and firm performance (Bhaghat and Black, 1999; Subrahmanyam, Rangan and Rosenstein, 1997). 


One explanation for the seeming incongruity is suggested by Rhoades, Rechner and Sundaramurthy (2000) who found four different operational definitions of "insider" and "outsider" in the literature.  After conducting a meta-analysis on 37 independent samples across 7,644 organizations, they determined that Board composition has a small positive relationship with corporate financial performance.  They further echo prior research which concluded that operational measures of Board composition and of financial performance substantially determine the outcome of the debate on the relationship between Board composition and firm performance (Pearce and Zahra, 1992; Zahra and Pearce, 1989). 


The question arises as to whether the body of prior research meaningfully informs us about the impact of Board composition in the special case of IPOs.  This question is important because the reconstitution of a Board often occurs when the company becomes further regulated as a public firm.  Therefore, guided but not convinced by empirical finding in other studies, we hypothesize the following relationship:
Hypothesis 5:  Post-IPO, SMEs that have a majority of insider directors on their Boards will outperform SMEs that do not have a majority of inside directors on their Boards.  
Board Size 


 Other than composition, the most frequently used surrogate measure of Board influence in the control role is Board size, which is used as a measure of director independence from the CEO and of Board power vis é vis the CEO (Daily and Schwenk, 1996; Johnson, Daily and Ellstrand, 1996; Finkeistein and Hambrick, 1996).  Smaller Boards composed of a large proportion of directors appointed during the CEO’s tenure, and possibly indebted to the CEO, are likely to be less effective in the control role (Baysinger and Butler, 1985; Chaganti, Mahajan, and Sharma, 1985; Daily, 1995).  In contrast, larger Boards whose balance of membership favors outsiders are often judged to be more effective in monitoring the decisions of the CEO (Johnson, Hoskisson, and Hitt, 1993).  Additionally, larger and more heterogeneous Boards link the firm to more important external resources, and thereby improve the Board’s performance of its resource role (Zahra and Pearce, 1989).  As evidence, non-failed firms have been found to have larger Boards than firms that fail (Chaganti, Mahajan and Sharma, 1985).  


The size of a Board is also an important antecedent to group decision making (Singh and Harianto, 1989a).  Board size is seen as positively relate to the advancement of shareholder interests.  For example, CEOs of firms with large Boards face greater difficulty in trying to influence a majority of Board members to support actions that more clearly benefited managers than other stockholders, including the option of a classified Board provision.  A meta-analysis of 131 empirical studies produced a positive relationship between Board size and organizational performance, especially for SMEs (Dalton, Daily, Johnson and Ellstrand, 1999).


The review of the research findings on Board size leads to a hypothesis concerning its relationship to corporate performance and governance:

Hypothesis 6:  Post-IPO, SME financial performance will be positively related to the number of directors on the firm’s Board of Directors. 

Board Member Stock Ownership     


There is evidence that Board members execute their monitoring responsibilities more effectively when their interests are closely aligned with those of shareholders (Hirshleifer and Thakor, 1994; Walking and Long, 1984).  One way this alignment can be achieved is by assuring that each Board member has a personal stake in the SME, i.e., that they are stockholders (John and Senbet, 1998). 


The amount of company stock that is held by Board members is seen as an important in motivating them to intensify their CEO monitoring and control activities (Jensen 1989; Johnson, Hoskisson and Hitt, 1993; Kosnik, 1990).  For example, when outsider Board members have high levels of ownership relative to the CEO, their power is elevated.  In such circumstances, they are often inclined to pressure the CEO for even more outsider representation with important stockholder consequences (Fiegener, Brown, Dreux and Dennis, 2000).  For example, greater outside director ownership is positively associated with the likelihood that the CEO will be removed if the firm performs poorly after an IPO (Bhaghat, Carey and Elson, 1999).  


Jain and Kini (1994) found a positive relationship between post-issue operating performance and ownership retention by executives following the IPO, and interpreted the finding to indicate that executives who own significant portions of stock in the firm have stronger incentives to make wealth maximizing decisions than managers who have little or no ownership interest.  However, counterbalancing Jain and Kini (1994) finding of support for the agency hypothesis of Jensen and Meckling (1976), Mikkelson, Partch, and Shah (1997) failed to further confirm the hypothesis in their study of IPOs. 


Stock ownership by Board members of IPO firms is also associated both with Board stability and with high company performance (Crutchley, Garner and Marshall, 2002).  On the other hand, a recent meta-analysis of 229 empirical studies that included a large majority of non-IPO research samples did not support the theoretical arguments of a relationship between Board member ownership and firm performance (Dalton, Daily, Certo and Roengpitya, 2003).  

Therefore, to test the question of the importance of Board member ownership of company stock on the firm’s performance, we developed the following hypotheses:
Hypothesis 7a:  Post-IPO, SME financial performance will be positively related to the level of stock ownership by the inside members of the Board of Directors. 

Hypothesis 7b:  Post-IPO, SME financial performance will be positively related to the level of stock ownership by the inside members of the Board of Directors. 
Duality

Under an independent governance structure, two different individuals serve in the two roles of CEO and chairperson of the Board of directors.  In contrast, duality describes the governance structure when the CEO also holds the position of chairperson of the Board (Harrison, Torres, and Kukalis, 1988).  Such duality is extremely common in SMEs, both pre and post-IPO.  

Advocates of CEO duality argue that it strengthens CEOs’ leadership positions and provides them with heightened external credibility and added internal authority that facilitates quick and effective decision making (Boyd, 1995; Donaldson and Davis, 1991; Finkelstein and D'Aveni, 1994).  Simultaneously, duality makes it easier for Boards to hold CEOs accountable for firm performance (Harrison, Torres, and Kukalis, 1988).  However, this consolidation of power has been empirically linked to managerial entrenchment (Kosnik, 1987; Mallette and Fowler, 1992; Singh and Harianto, 1989b), and to a low level of monitoring activities by the Board (Morck, Shleifer, and Vishny, 1989).  

However, some authors believe that duality represents a prima facie case of conflict of interest (Dalton and Kesner, 1987; Rechner and Dalton, 1991).  They argue that an independent chairperson helps to ensure the independence of the Board.  Independent Boards are thought to be in the interests of stockholders who rely on the Board to protect their wealth from decisions instigated by managers’ self-interest.  Under this logic, the system of strategic checks-and-balances in the firm is unsettled if the CEO also serves as the Board chairperson, thereby empowered to exert the influence of the chairperson to set the Board’s agenda, guide presentations and discussions, and often prejudice the selection of the directors themselves (Dayton, 1984). 


A study by Rechner and Dalton (1991) supports this line of reasoning and finds evidence of higher returns under the independent structure, thereby contradicting an earlier study by Chaganti, Mahajan, and Sharma (1985) that finds no differences in financial performance as a function of Board structure.  Other research by Brickley, Coles, and Jarrell (1997) and Simpson and Gleason (1999) finds that the effect of duality on firm performance is positive.


One interpretation of these studies, viewed collectively, is that the consequences of duality are situationally determined.  In the context of an IPO, the clarity of the company message, and consequently its prospects for a widely supported strategy, are sharpened when one person can speak for both the corporation’s management and the Board of directors.  Thus, duality provides a single focal point for company leadership and prevents any appearance of divided authority (Anderson and Anthony, 1986).  Additionally, when strategic control is the priority of the Founder, the duality structure gives the Founder-CEO the optimal position from which to defend his or her managerial decisions.  

Consequently, the following hypothesis is presented as a product of the literature:

Hypothesis 8: Post-IPO, SMEs with CEOs who simultaneously serve as their Boards’ chairpersons will outperform SMEs that do not exhibit duality. 

Governance Consequences of Initial IPO Declines

Empirical evidence shows that SMEs under-perform their industries following their IPO (Carter, Dark, and Singh, 1998; Crutchley, Garner and Marshall, 2002; Michaely and Shaw, 1995; Ritter, 1991).  Although the performance of these firms may be average-to-positive in the days immediately following the IPO, their performance falls sharply in subsequent periods (Aggarwal and Rivoli, 1990; Loughran, 1993, Loughran and Ritter, 1995; Ritter, 1991).  For example, Jain and Kini (1994) examined the operating performance of firms from the year prior to the IPO to three years beyond the issuance.  Using both unadjusted and industry-adjusted performance measures, they found that the financial performance of a firm significantly declines from pre-IPO to post-issue and is significantly below similar measures for both market and size-matched non-issuing firms (Jain and Kini, 1994).  

One factor that may help to explain this troubling phenomenon is that an IPO typically increases the separation between the ownership and control of a firm with resulting increases in agency costs (Jensen and Meckling, 1976).  Contrary to financial theories that argue that managers make decisions consistent with shareholder wealth maximization, the agency model suggests that CEOs and other executives sometimes have incentives to make decisions that are suboptimal for shareholders.  As the concentration of ownership in a firm decreases, as it generally does when a firm has an IPO, the potential for agency conflict increases.  Managers in control of the day-to-day operations of a firm make decisions that are in their own best interests and are suboptimal for the owners of the firm, such as excess perquisite consumption or investment in negative net present value projects.

An independent Board of Directors represents an important mechanism for controlling the agency costs (Michael and Pearce, 2004).  Specifically, Boards dominated by outside members are good monitors for shareholders, can reduce agency problems, and are important in firm valuation (Rosenstein and Wyatt, 1990, 1997; Yermack, 1996; Brickley and James, 1987; and Brickley, Coles, and Terry, 1994).  

For new public companies that perform well in their first few quarters, Board stability is followed by continued good performance.  Firms that have initial poor performance after an IPO experience greater Board instability.  However, such Board member turnover is associated with improvement in subsequent performance.  Specifically, increases in Board size, especially when outside members are added, are associated with improved performance among initially poorly performing firms (Crutchley, Garner and Marshall, 2002).  This improved firm performance is, in turn, linked to increased Board stability.  Other research finds that firms that increase their Board size show higher subsequent market-adjusted returns (Denis and Sarin, 1999), although Bhaghat and Black (2000) find no evidence that increasing independent representation improves the performance of poor performing firms.


Published research leads to two hypotheses on the relationship of governance structure to the stock performance of SMEs that undertake an IPO.  First, instability on the Board may signal internal strife and conflict among its members and corporate management over strategic direction for the firm.  Such difficulty could logically be presumed to be related to disappointing firm performance.  Stated positively:
Hypothesis 9:  Post-IPO, SME financial performance will be positively related to the stability in the membership of the Board of Directors. 

Second, if instability in Board composition occurs, the question arises as to the reconstitution of the Board that would have favorably consequences for firm performance.  Given the logic that we presented in support of Hypothesis 7b, the appointment of new outside members might be expected to further assure a balance of power and perspectives on corporate strategies between the CEO and the Board, resulting in still greater improvement in firm performance.  Therefore:
Hypothesis 10:  Post-IPO, SME financial performance will be positively related to the net addition of outside Board members. 
METHODS

Sample of SME IPOs

The population for this study is firms that had an initial public offering in 1997.  These firms were initially identified through the Securities Data Corporation Platinum database.  We restricted the population of firms to ones that initially list on the NYSE, AMEX, and NASDAQ.  The sample was further reduced by the exclusion of all utilities and financial firms due to the restrictive regulatory requirements on these industries.


The Small Business Association (SBA) classifications for small businesses were used to define SMEs.  The SBA websight lists standards for small firms using either number of employees or firm sales.  Standards given vary by industry with industry-designations made using two and three digit SIC codes.  The maximum number of employees allowable for small firms ranged between 100 and 1,000 employees.  The maximum requirements for small firm sales varied more across industries with a range between $0.5 million for agricultural production and $27.5 million for building construction.

The standards for small firms given by the SBA were compared to the number of employees and firm sales for each firm in the year of the IPO obtained through the Standard and Poor’s Research Insight database.  All sample firms that did not meet the requirements for small firms were excluded.  A total of 172 firms met the above requirements.
To be included in the final sample, firms must have the IPO registration statement and the first two proxy statements issued by the firm following the IPO available on Lexis-Nexus.  This requirement reduced the sample to 128 firms.  Firms were additionally required to have operating performance data available on the Compustat database.  This requirement reduced the final sample to 116 firms.

We selected 1997 as the IPO year for three reasons.  First, by selecting firms that went public in the same year, we rid our sample of any intertemporal effects that may have an impact on the firms.  Examples of these effects include hot IPO markets and economic expansions or recessions.  Firms that go public in the same year are affected similarly by external macroeconomic factors.  Second, we also wanted to ensure that we avoided a time period in which there were extreme macroeconomic or market conditions.  For example, we wanted to select a time period unaffected by Y2K issues, recessions, the NASDAQ collapse, or prewar issues.  Third, our methodology included a data restriction that required us to have three years of performance data for the sample firms.  The year 1997 met the data requirements for the firms and provided a period of 1996-1998 in which there were no extreme macroeconomic or market conditions.

Measures of CEO, Founder, and Board Characteristics 

Several variables were collected to describe the governance structure of the 116 sample firms in the year before the IPO, the year of the IPO and the year following the IPO. The following three statements that the firm files with the SEC were used to collect the governance related variables:

1. The registration statement is filed by the firm with the SEC prior to going public.  Although the firm is not yet officially publicly traded, the SEC requires it to release specific information about its operation and structure.  Access to this information allowed us to compare the governance structure of the firm pre-IPO to the structure post-IPO. 

2. The first proxy statement filed following the IPO is used to look at governance changes that occur at the time of the IPO.  The time lapse between the registration statement and the first proxy ranges from nine to 16 months post-IPO.

3. The second proxy statement provides data on subsequent changes occur to the governance structure of the firm.  This statement generally appeared about one year after the first proxy statement.

Two variables that measure the Founder’s continuing role in the company following the IPO are the level of Founder ownership and a Founder/CEO duality dummy variable. Founder ownership was measured as the percentage of shares outstanding that are owned by the firm’s Founder. The CEO/Founder variable is a dummy equal to one for firms if the Founder is also the CEO and zero otherwise.  Another variable collected from the registration and proxy statements is the CEO duality variable.  The CEO duality variable is equal to one if the CEO is also the Chairman of the Board and zero otherwise.  

Several measures of Board structure were collected from the previously described financial statements.  Information on each Board member including occupation and employer were used to classify Board members as inside and outside directors. Inside directors are defined as Board members that are current or former employees of the firm.  Outside directors are independent of the firm and its operation and have little to no obvious affiliation to the firm.  Examples of independent directors include managers of unaffiliated firms, retired managers of other firms, major stockholders in the firm, and lawyers and academics unaffiliated with the company.

We used the first proxy statement to collect information on the number of inside and outside directors and the size of the Board.  The ownership levels of both insiders and outsiders were measured as the percentage of shares outstanding controlled by both inside and outside directors.  The changes in Board structure were obtained by comparing the Board structure in the registration statement to the Board structure in the first proxy following the IPO.  These measures included the number of new inside and outside Board members, the change in size of the Board of directors and the average tenure of Board members following the IPO.

Measures of Operating Performance

We used both unadjusted and industry-adjusted operating cash flows deflated by total assets to measure operating performance (Jain and Kini, 1994).  Operating cash flows were used because this measure of performance is the most difficult for managers to manipulate and is not affected by capital structure differences across firms.  Operating cash flows were defined as net sales minus cost of goods sold minus selling and administrative expenses.  Operating cash flows were scaled by the book value of assets to allow for comparison across firms and through time.  Book values were used instead of market values, because market values tend to mask true operating performance by including valuations for differences in management quality. Operating cash flows were adjusted for industry norms by subtracting the mean industry deflated operating cash flow from that of the firm.  

Industry average performance values were calculated for the industry of each IPO firm based on three-digit Standard Industrial Classification (SIC) codes.   The industry-adjusted performance measures adjusted for industry-wide events that were not directly attributable to an individual firm’s organization or actions.  This industry-adjusted operating performance variable was calculated for each firm in 1997 and 1998.  The average of the 1997 and 1998 unadjusted and adjusted operating performance variable was used to measure post-IPO operating performance for the 116 sample firms.  The Standard and Poor’s Research Insight database was used to collect all financial information on the firms.  Our performance measures are similar to those used by McLaughlin, Safieddine, and Vasudevan (1996, 1998) and Patel, Emery, and Lee (1993) to describe operating performance.    

RESULTS

Table 1 provides a summary of the variables used in the empirical investigation of 116 SMEs.  Founder-CEOs retain an average 16.7% of shares outstanding following the IPO.  Non-Founder- CEOs retain an average of 3.3% of shares outstanding following the IPO.  Thirty-nine percent of the sample firms have the Founder as the CEO and half have the chairman as the CEO.  Eighteen percent of the sample firms changed their CEO during the sample period.  The average size of the Board is 6.5 members with 43.1% of those insiders.  Insiders own 26% of the shares outstanding and outsiders own over 14% of shares outstanding following the IPO.  The average tenure of Board members is over 4 years and less than one new outsider was added to the Board following the IPO. 
--------------------------------  

Insert Table 1 About Here

--------------------------------
The first issue examined was post-IPO operating performance for firms with different governance structures.  The results in Table 2 provide univariate tests of Hypothesis 1, 2, 4, 5, and 8.  Hypothesis 1 was tested by comparing the mean and median post-IPO operating performance and industry adjusted operating performance for the 21 sample firms that changed their CEO following the IPO to the 95 sample firms that did not change their CEO following the IPO on the same operating performance variables.  Consistent with hypothesis 1, post-IPO industry adjusted operating performance was higher for firms that retained their CEOs than for firms that did not retain their CEOs.  
--------------------------------  

Insert Table 2 About Here

--------------------------------
Hypothesis 2 was tested by comparing the post-IPO operating performance of the 45 firms with the Founder as the CEO to post-IPO operating performance of the 71 firms without the Founder as the CEO.  Consistent with hypothesis 2, there was not a significant difference in post-IPO operating performance between firms with and without the Founder as CEO.

Hypothesis 4 was tested by comparing the post-IPO operating performance for the 29 firms with Founder ownership in the upper quartile of the sample to the post-IPO operating performance variables for the remaining 87 sample firms.  Consistent with hypothesis 4, firms with high levels of Founder ownership following the IPO had significantly higher adjusted and unadjusted post-IPO operating performance than firms with lower levels of Founder ownership.  

Hypothesis 5 was tested by comparing the operating performance variables for the 32 firms with insider dominated Boards are compared to those of the 84 sample firms without insider dominated Boards.  Consistent with hypothesis 5, firms with insider dominated Boards had higher post-IPO operating performance than firms without insider dominated Boards.  The difference in both adjusted and unadjusted post-IPO operating performance was significant at the .001 level.     

Finally, Hypothesis 8 was tested by comparing the post-IPO operating performance of the 57 firms with the CEO as the chairman to the post-IPO operating performance of the 59 firms where the CEO was not the chairman of the Board.  The null hypothesis that the difference in median operating performance variables was not significantly different than zero was tested using a Wilcoxon rank-sum test.  Consistent with hypothesis 8, firms with CEO/Chairman duality outperformed those without on adjusted and unadjusted bases following the IPO.  
The results of an additional univariate test of all hypotheses are presented in Table 3.  The results summarize tests of the difference in structure variables post-IPO between firms with operating performance above (N=36) and below (N=80) the industry average.   Specifically, means and medians of CEO turnover (H1), CEO/Founder duality (H2), non-Founder-CEO ownership (H3), Founder ownership (H4), percent of insiders on the Board (H5), Board size (H6), Board insider ownership (H7a), Board outsider ownership (H7b), CEO/Chairman duality (H8), tenure of Board members (H9), and number of new outsiders added after the IPO were computed for the above average and below average firms.  
--------------------------------  

Insert Table 3 About Here

--------------------------------
The significance of the null hypothesis – that the difference in the medians between the above average and below average firms is zero – was examined using a Wilcoxon rank sum test.   Of the variables used to test the null hypothesis, only average tenure was not a direct measure.  We used tenure as a proxy of Board stability.  Boards that had not undergone significant changes would have higher average tenure than Boards in flux that added new members.  Tenure should thus be directly related to the stability of the Board.  We assume this relationship for the remainder of the paper.


The results in Table 3 show that of the above average performers, 8.3% replaced their CEO following the IPO, 47.2% have the Founder as the CEO, and 61.1% have the CEO as the Chairman of the Board.  In addition, the Founder owns a median of 21.2% of shares outstanding, non-Founder-CEOs own a median of 0.0% of shares outstanding, Board insiders own a median of 31.6% of shares outstanding, Board outsiders own a median of 1.4% of shares outstanding, the median size of the Board is six members, the median tenure of bard members is 3.79 years, and a median of 0.5 new members are added to the Board following the IPO for the above average performers.  

As shown in Table 3, 22.5% of the below average performers replaced their CEO following the IPO, 35% had the Founder as the CEO, and 44.9% had the CEO as the Chairman of the Board.  In the firms with below average performance, the Founder owns a median of 3.7% of shares outstanding, non-Founder CEOs own a median of 0.9% of shares outstanding, Board insiders own a median of 8.2% of shares outstanding, Board outsiders own a median of 10.4% of shares outstanding, the median size of the Board is 7.0 members, the median tenure of Board members is 3.14 years, and a median of 0.0 new members are added to the Board following the IPO.


The test of the difference in medians revealed that the above average performers had significantly lower CEO turnover (H1), a higher percentage of Founder ownership (H4), a higher percentage of insiders on the Board (H5), fewer members on the Board (H6), higher insider ownership (7a), lower outsider ownership (H7b), a higher incidence of CEO/Chairman duality (H8), and more new outsiders following the IPO (H10) than the below average performers.  The differences in CEO/Founder duality (H2), non-Founder-CEO ownership (H3), and average tenure for the above and below average performers were not statistically significant.

The univariate analysis summarized in Tables 2 and 3 provides information on how structure variables affect post-IPO operating performance for SMEs without respect to other structure issues.  Therefore, we undertook to examine how the variables are related to operating performance in a multiple regression setting.  To examine this issue, a regression model was estimated using post-IPO industry adjusted operating performance as the dependent variable and the Board and firm leadership structure variables as explanatory variables in the regression.  Results of the regression model estimation are presented in Table 4. 
--------------------------------  

Insert Table 4 About Here

--------------------------------

The results in Table 4 show that the overall model has an adjusted r-squared of 12.55% and an F of 2.56 which is significant at the .01 level.  CEO/Duality, insider dominated Boards and average tenure are all directly related to industry-adjusted post-IPO operating performance.  The other variables do not have significant coefficient estimates.  The results of the regression are consistent with hypothesis 5, 8, and 9.  The results support the contention that post-IPO operating performance will be directly related to insider dominated Boards, CEO/Chairman duality, and Board stability.  The regression results are not consistent with the other hypothesis.  

In addition to examining the linear relation between operating performance and the Board and leadership structure variables using OLS, the influence of these variables on the probability of having post-IPO operating performance greater than the industry average is examined using logistic regressions.  The logistic regression is estimated using a dummy variable equal to one if post-IPO operating performance is above the industry average and zero if it is below the industry average as the dependent variable.  The Board and leadership structure variables are used as explanatory variables in the logistic regression.  Logistic regressions are very sensitive to multicolliniearity so a reduced set of explanatory variables is used in the regressions.  Non-Founder-CEO ownership, Board insider ownership and Board size are not included as explanatory variables in the logistic regression because of their lack of explanatory power in the regression.  Results of the logistic regression estimation are presented in Table 5. 
--------------------------------  

Insert Table 5 About Here

--------------------------------
The logistic regression has a chi-square of 17.04 which is significant at the .05 level.  Consistent with hypotheses 4, 5, and 9, the coefficient estimates provide evidence that the probability of having above average operating performance is directly related to Founder ownership, insider domination of the Board and tenure.  

DISCUSSION

Table 6 provides a summary of the univariate and multiple regression model results for our study.  In the univariate tests, post-IPO operating performance was found to be directly related to Founder ownership (H4), insider dominated Boards (H5), Board insider ownership (H7a), CEO/Chairman duality (H8), Board stability (H9) and the addition of new outside Board members (H10).  Additionally, in the unvariate tests, post-IPO operating performance was found to be inversely related to CEO turnover (H1), the size of the Board (H6), and Board outsider ownership (H7b).  
--------------------------------  

Insert Table 6 About Here

--------------------------------
 The regression results are consistent with the hypotheses that post-IPO operating performance is directly related to insider dominated Boards (H5), CEO/Chairman duality (H8), and Board stability (H9).  Perhaps more importantly, the results of the logistic regression model are consistent with the hypothesis that the probability of having above average post-IPO operating performance is directly related to Founder ownership (H4), insider dominated Boards (H5), and the stability of the Board (H9).  

There are limitations of our study that should be noted in future research.  First, because of the extraordinary difficulties in collecting the data necessary for this study, we restricted our sample to all firms that had IPOs in a single year.  This focus on offerings helped limit our data collection and allowed us to rid our sample of inter-temporal effects on the firms.  However, an ideal situation would involve examining firms that had IPOs over a sample period of multiple years.  A second limitation results from restrictions on information about the CEOs of the sample firms.  Our information was gathered from the registration statements of the firms and the subsequent proxy statements that, unfortunately, do not contain information about ex-CEOs.  For example, the reason for a CEO’s turnover is not provided, nor is CEO age and subsequent employment history.  Possible extensions of this research include expanding the sample to include IPOs over a range of years and environmental conditions, collecting firm performance data over even longer time series following CEO turnover, and collecting interview data pertaining to issues surrounding SME governance.  

Despite the limitations, our research provides important insights on the governance attributes of SMEs that enjoy the best financial performance following an IPO.   We now have evidence that SMEs that seek above average post-IPO financial performance should encourage continued Founder ownership, high levels of insider Board membership, and Board stability through the IPO process.  The story that these results suggest is an exciting one.  Belief in the influence of the Founder-CEO is longstanding and extends to taking the firm public.  However, empirical evidence has been weak and inconsistent.  Our findings offer an explanation.  Several previously reported univariate relationships involving firm performance as the dependent variable have produced overly narrow and sometimes misdirected subsequent research.  Our findings lead us to believe in the simultaneous consideration of issues that bear directly on the influence network of the Founder-CEO, including his or her personal financial commitment to the firm, in the search for prime predictors of the performance of a new public SME. 
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Typical Pre and Post-IPO Models of a SME Governance Structure
Pre-IPO Governance Structure

CEO  




Board of Directors    

      Company performance

◦ Founder is CEO


◦ Chair is Founder

      ◦ Private accountability

◦ Principal stockholder

◦ Dominated by Insiders

Post-IPO Governance Structure

Board of Directors            

CEO          


      Company performance

◦ Chair is CEO 


◦ Professional manager    
       ◦ Public accountability

◦ Dominated by Outsiders

◦ Minority stockholder

Table 1

Descriptive Statistics and Pearson Correlations1
	Variable
	Mean
	s.d.
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	  1.   Founder ownership 2
	0.167
	0.257
	
	
	
	
	
	
	
	
	
	

	  2.   Non-Founder-CEO owners. 
	0.033
	0.108
	-.16
	
	
	
	
	
	
	
	
	

	  3.   CEO/Founder duality3
	0.390
	0.489
	 .35***
	-.25**
	
	
	
	
	
	
	
	

	  4.   CEO/Chairman duality4
	0.500
	0.502
	. 09
	 .15
	 .41***
	
	
	
	
	
	
	

	  5.   CEO turnover5
	0.181
	0.387
	-.14
	 .04
	-.01
	 .02
	
	
	
	
	
	

	  6    Board size
	6.500
	1.623
	-.05
	-.21*
	-.01
	-.03
	 .13
	
	
	
	
	

	  7.   Number of insiders/size
	0.431
	0.196
	 .19*
	 .11
	-.06
	 .11
	 .01
	-.15
	
	
	
	

	  8.   Board insider ownership2
	0.260
	0.300
	 .57***
	 .31**
	 .28*
	 .19*
	-.09
	-.06
	 .30**
	
	
	

	  9.   Board outsider ownership2
	0.142
	0.205
	-.28**
	-.05
	-.18*
	-.22*
	 .01
	 .06
	-.39***
	-.30***
	
	

	  10.  Tenure of Board members
	4.332
	3.521
	-.01
	-.07
	 .13
	 .05
	-.05
	-.21*
	 .08
	 .08
	-.07
	

	  11.  Operating Performance 6
	-0.243
	0.375
	 .13
	-.04
	 .05
	 .05
	-.11
	-.04
	 .23*
	 .17
	-.16
	.22*


1 n=116

2 All ownership variables are reported as a percentage of total shares outstanding.

3 CEO/Founder duality is a dummy variable equal to 1 if the CEO is the Founder of the firm and 0 otherwise.

4 CEO/Chairman duality is a dummy variable equal to 1 if the CEO is the Chairman of the Board and 0 otherwise.

5 Dummy variable equal to one if CEO changes in year after IPO and zero otherwise.
6 Operating Performance is measured as the average of 1997 and 1998 operating cash flows divided by the book value of assets minus    

   the industry average operating cash flows divided by the book value of assets.

*    p-value < 0.05

**  p-value < 0.01
***p-value < 0.001

Table 2

Operating Performance for Firms Separated by Control Characteristics

	Sample division
	Operating Cash Flows/Total Assets 1
	Industry-Adjusted OCF/TA2

	
	Mean
	Median
	Mean
	Median

	Firms with the Founder as the CEO (N=45)
	-0.090
	 0.064
	-0.219
	-0.037

	Firms without the Founder as the CEO (N=71)
	-0.128
	 0.007
	-0.257
	-0.166

	
	
	
	
	

	Firms with high Founder ownership (N=29)4
	  0.001
	 0.113
	-0.140
	-0.004

	Firms with low Founder ownership (N=87)
	-0.152
	-0.026***
	-0.275
	-0.173***

	
	
	
	
	

	Firms with the chairman as the CEO (N=57)
	-0.038
	 0.056
	-0.153
	-0.084

	Firms without the chairman as the CEO (N=59)
	-0.190
	 0.007*
	-0.332
	-0.166*

	
	
	
	
	

	Firms with insider dominated Boards (N=32)
	 0.054
	 0.102
	-0.092
	-0.047

	Firms without insider dominated Boards (N=84)
	-0.178
	-0.063***
	-0.300
	-0.181***

	
	
	
	
	

	Firms with CEO turnover (N=21)
	-0.194
	-0.055
	-0.327
	-0.182

	Firms without CEO turnover (N=95)
	-0.096
	 0.056
	-0.223
	-0.107*

	
	
	
	
	


1 Measured as the average of 1997 and 1998 operating cash flows divided by the book value of assets. 

2 Measured as the average of 1997and 1998 operating income/total assets minus the industry average operating cash flows/total assets.

3 The p-value is obtained using a Wilcoxon rank sum test of the null hypothesis that the difference in median values is not different 

   from zero.

4 Defined as firms in the upper quartile of Founder ownership in this sample, Founder ownership>24.4% of shares outstanding.

*    p-value < 0.05

**  p-value < 0.01
***p-value < 0.001

Table 3

Governance Structures and Operating Performance for Firms Post-IPO 

	Variable
	Firms with Post-IPO Operating 

Performance > Industry Average (N=36)
	Firms with Post-IPO Operating 

Performance < Industry Average (N=80)

	
	Mean
	Median1
	Mean
	Median

	Founder ownership2
	0.303
	0.212**
	0.105
	0.037

	Non-Founder CEO ownership2
	0.023
	0.000
	0.038
	0.009

	CEO/Founder duality3
	0.472
	0.000
	0.350
	0.000

	CEO/Chairman duality4
	0.611
	1.000*
	0.449
	0.000

	CEO turnover5
	0.083
	0.000*
	0.225
	0.000

	Board size
	6.222
	6.000*
	6.625
	7.000

	Number of insiders/size
	0.472
	0.449*
	0.414
	0.375

	Board insider ownership2
	0.381
	0.316**
	0.205
	0.082

	Board outsider ownership2
	0.073
	0.014**
	0.173
	0.104

	Average tenure of Board members
	5.012
	3.790
	4.026
	3.140

	Number of new outsiders
	0.805
	0.500*
	0.500
	0.000


1 Differences are tested using a Wilcoxon rank sum test of the null hypothesis that the difference in median values is equal to zero.

2 All ownership variables are reported as a percentage of total shares outstanding.

3 CEO/Founder duality is a dummy variable equal to 1 if the CEO is the Founder of the firm and 0 otherwise.

4 CEO/Chairman duality is a dummy variable equal to 1 if the CEO is the Chairman of the Board and 0 otherwise.

5 Dummy variable equal to one if CEO changes in year after IPO and zero otherwise.

*   p-value < 0.05

** p-value < 0.01

Table 4

Regressions Using Post-IPO Industry-Adjusted Operating Cash Flows/Total Assets 
As the Dependent Variable

	Variable
	Parameter Estimate
	t-value

	Founder ownership1
	 0.028
	 0.16

	Non-Founder CEO ownership
	-0.422
	-1.03

	CEO/Founder duality2
	-0.128
	-1.45

	CEO/Chairman duality3
	 0.188
	 2.40*

	CEO turnover dummy
	-0.111
	-1.25

	Board size
	 0.007
	 0.32

	Insider domination dummy4
	 0.168
	 1.99*

	Board insider ownership2
	 0.142
	 0.85

	Board outsider ownership2
	 0.004
	 0.02

	Average tenure 
	 0.026
	 2.53*

	Number of new outsider
	 0.070
	 1.75

	
	
	

	F for model
	
	 2.56**

	Adjusted R2
	
	.1255


1 All ownership variables are reported as a percentage of total shares outstanding.

2 CEO/Founder duality is a dummy variable equal to 1 if the CEO is the Founder of the firm   

   and 0 otherwise.

3 CEO/Chairman duality is a dummy variable equal to 1 if the CEO is the Chairman of the 

   Board and 0 otherwise.

4 This is a dummy equal to one of insiders make up more than 50% of the Board and zero 

   otherwise.

*    p-value < 0.05

**  p-value < 0.01
Table 5

Logistic Regression for IPO Operating Performance
	Variable 1, 2
	Parameter Estimate
	Chi-Square

	Founder ownership 3
	 2.109
	 4.04*

	CEO/Founder duality4
	-0.156
	 0.06

	CEO/Chairman duality5
	 0.436
	 0.59

	CEO turnover dummy
	-0.562
	 0.61

	Insider domination dummy6
	 1.214
	 4.59*

	Board outsider ownership 3
	 1.243
	 0.89

	Average tenure 
	-0.136
	 4.16*

	Number of new outsider
	-0.003
	 0.01

	
	
	

	Full Model
	
	17.04*


1 The dependent variable is a dummy variable equal to one if post IPO operating performance 

   is above the industry average and zero if post IPO operating performance is below the 

   industry average.

2 Operating Performance (1997) is measured as the average of 1997 and 1998 operating cash 

   flows/total assets minus the industry average operating cash flows/total assets.
3 All ownership variables are reported as a percentage of total shares outstanding.

4 CEO/Founder duality is a dummy variable equal to 1 if the CEO is the Founder of the firm 

   and 0 otherwise.

5 CEO/Chairman duality is a dummy variable equal to 1 if the CEO is the Chairman of the 

   Board and 0 otherwise.

6 This is a dummy equal to one if insiders make up more than 50% of the Board and zero 

  otherwise.

*    p-value < 0.05

**  p-value < 0.01

Table 6
Summary of Hypotheses and Results

	Hypothesis


	Hypothesized

Relation
	Univariate Test Results
	Regression

Results
	Logistic 

Results

	H1:   Performance and CEO turnover
	+
	+
	0
	0

	H2:   Performance and Founder/CEO
	+
	0
	0
	0

	H3:   Performance and Non-Founder CEO ownership
	-
	0
	0
	0

	H4:   Performance and Founder ownership
	+
	+
	0
	+

	H5:   Performance and insider dominated Boards
	+
	+
	+
	+

	H6:   Performance and size of the Board
	+
	-
	0
	0

	H7a: Performance and inside director ownership
	+
	+
	0
	0

	H7b: Performance and outside director ownership
	-
	-
	0
	0

	H8:   Performance and CEO/Chairman duality
	+
	+
	+
	0

	H9:   Performance and stability of the Board
	+
	+
	+
	+

	H10: Performance and new outside Board members
	+
	+
	0
	0
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