
Do political connections influence corporate
governance quality in developing economies?

(a study of the Ukrainian market)

Olga Neselevska

Department of Economics

Hanken School of Economics

Helsinki

2013



HANKEN SCHOOL OF ECONOMICS

Department of: Economics Type of work: Thesis

Author: Olga Neselevska Date: April 4, 2013

Title of thesis: Do political connections influence corporate governance quality in

developing economies? (a study of the Ukrainian market)

Abstract: This study aims at discovering the influence political connections have on

the corporate governance quality in Ukraine. Current political and economic changes

happening in Ukraine, as well as significant interest in corporate governance quality

issues make this thesis highly relevant.
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The results suggest that political connections do not influence corporate governance in

Ukraine. It could be explained by the generally low level of corporate governance in

Ukrainian firms, insignificant foreign ownership that could have been the source of

implementation of the best corporate governance practices, substitution of corporate

governance practices with political connections at all levels, and significant

measurement errors related to the political connections data.

Other important findings are growing concentration of the ownership and

politicization of the Ukrainian economy.

Even though this study is limited by data and methodology, its findings are consistent

with real-life tendencies observed in the Ukrainian economy.

Put in the context, the influence of politicians on firms and firms’ political connections

cause politicization of the economy, thus a growing frequency of the rent-seeking

activities, with long-term pernicious effects on market efficiency and economic growth.
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1 INTRODUCTION

Corporate governance quality has recently become the main focus for shareholders,

regulators and other stakeholders; it is also the general subject of this study. A more

specific object of this thesis is the link between corporate governance quality and firms’

political connections.

There are different theories that speculate over how the national corporate governance

systems are shaped in the literature, as well as discussions of the main mechanisms and

features that determine and contribute to the corporate governance quality.

There are two traditional theories that explain why corporate governance systems’ are

shaped as they are in different countries: (1) “legal/law origin” theory by La Porta et al

(1999) and (2) “political determinants” theory by Roe (2003). While both theories

mainly explain cross-country differences, their framework could be potentially

developed for country-specific studies. This study applies the same literary framework

as the political determinants’ theory.

The firm’s environment (which includes the product offered by the firm, the capital

markets, and the legal and social environment within which it operates) affects

“shareholder structure and managerial institutions” (Roe, 2003). This complex

environment also “affects the corporate governance of the firm in important ways.”

(Roe, 2003)

Politics play a big role in issues such as firm ownership, the growth and profitability

prospects, productivity, and the raising of capital amongst others. “Politics can affect a

firm in many ways: it can determine who owns it, how big it can grow, what it can

produce profitably, how it raises capital, who has the capital to invest, how managers or

employees see themselves and one another, and how authority is distributed inside the

firm.” (Roe, 2003: 12)

At the micro-level, which is the focus of this study, self-interested firm-related

politicians could influence firm’s environment (e.g. “members of Parliament may

support bills that either benefit themselves or their families directly, or alternatively
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benefit selected constituents who pay for the bills through bribes and favours.”

(Djankov et al, 2010: 181)

State-owned firms’ strategy and activities may also be influenced by politicians, who

aim at reaching their political goals. It means that state-owned firms may be forced to

exercise a political agenda, rather than their primary role in the economy, which is to

maximize shareholders’ wealth.

So, when enterprises are owned by the state or are politically connected, they tend to

divert from their primary roles, and are often subjected to lobbying and/or rent

seeking. State-owned or politically-connected firms may  operate in a more favourable

environment than firms whose interests are not lobbied or promoted. To remain

competitive  corporate governance quality must be higher in the firms that are not

politically-connected or state-owned.

The purpose of this paper is to test the above-stated claim in the Ukrainian

environment.

The Ukrainian economy is characterised by a high level of corruption, which makes it

ideal for this study. For instance, according to the Transparency International reports

Ukraine was placed 144th (out  of  176  countries  in  the  rating1)  in  2012  with  26  points

(out of 100 indicating no corruption in the society)2.

In Ukraine political connections are crucial for the success of any firm. The same could

be claimed for the former USSR, other developing and even some developed countries3.

The political environment and its interaction with the national economy are crucial for

the investment climate. Between 2005 and 2010, during Viktor Yushchenko’s

presidency, Ukraine had the image of a democratic and EU-oriented country with huge

economic potential, and was attractive for foreign investors (due to a big national

market, well-educated and relatively cheap labour etc.). However, since 2010 (when

Yanukovich’s presidency started) the situation has worsened. One of the most glaring

1 Finland, Denmark and New Zealand are ranked at the top, with 90 points each. Somalia, North Korea and
Afghanistan are ranked last, with 8 points each.
2 Source: Transparency International. Available at: http://cpi.transparency.org/cpi2012/results/ [Accessed
10 March, 2013]
3Since less developed countries elsewhere tend to suffer from similar problems, in particular wide-spread
corruption, the results of the study will also be applicable in other parts of the world.
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examples is the increase in the number of raiders’ attacks4 on private and public firms

in Ukraine: according to the unofficial statistics, there were about 3,0005 raiders’

attacks annually in 2011 and 2012. Such practices lower the GDP of Ukraine by 3-5

billion USD4 per year6.

An economic downturn and such negative internal processes in Ukraine ruin its

attractiveness to foreign investors.

Leuz’s and Oberholzer-Gee’s (2006) study gives their explanation to the relationship

between political connections and foreign investments; they find them to be

substitutes.  It means that foreign investors are not interested in politically-connected

firms, as well as these firms are not interested in having a foreign owner.

I am not aware of any empirical studies that examine the influence political

connections have on corporate governance quality, while there are many studies

concentrated on investors’ perception of financial consequences of political

connections. Therefore, I believe that this study will contribute to the discussion of

corporate governance quality and political connections in particular.

For this purpose I developed an original dataset for 190 Ukrainian firms based on the

Concorde Capital’s reports on corporate governance quality, ownership and political

connections. I also use state statistics portal smida.gov.ua, reputable and authoritative

internet resources (mainly online editions of the business magazines) to complete the

information missing in the Concorde Capital’s reports.

I apply basic statistical methods to analyse the data: descriptive statistics, pair-wise

correlation, t-test and AVONA, multivariate OLS regression.

4 Such  practices  were  typical  for  Ukraine  before,  but  in  much  less  scale  and  by  means  of  the  suits.
Nowadays, political connections to the Regiony Party (Yanukovich’s party) empower “party members” to
accumulate different businesses by buying them for much understated prices and by brigandish raiders’
attacks.
5 Source: , A. . : 

? Availableat:  http://www.chelemendik.sk/_______437612727.html  [Accessed31 March,
2013]
6 For example, the USA ambassador in Ukraine John Tefft claims that American investors find it hard to
operate in Ukraine due to the raiders attacks in particular.
Source: , — . Available at:
http://banknews.com.ua/76851-amerikancy-boyatsya-investirovat-v-ukrainu-iz-za-rejderstva-posol-
ssha.html
[Accessed 31 March, 2013]
Source (statistics): , A. . : 

? Available at:  http://www.chelemendik.sk/_______437612727.html
[Accessed31 March, 2013]



4

The main findings suggest that political connections do not have a significant influence

on corporate governance in Ukraine. There could be several explanations for these

results. To begin with, the majority of Ukrainian firms are poorly governed, due to the

economic history of the country. Secondly, there is insignificant foreign ownership

(that could have been the source of implementation of the best corporate governance

practices) of Ukrainian firms. Substitution of corporate governance practices with

political connections at all levels, which is typical for Ukraine, is another plausible

explanation. Finally, significant measurement errors related to the political connections

data may have biased the results.

The results also indicate that there is growing concentration of the ownership and an

increasing percentage of politically-connected firms in the economy.

Findings about the negative effect of state ownership on corporate governance are

consistent with existing theories, suggesting lower efficiency of state-owned firms.

Foreign ownership is not crucial for the improvement of corporate governance quality.

It is explained by a significant presence of Russian owners and the similarities between

Ukrainian and Russian corporate governance models.

The existence of political influence on firms and their political connections causes

politicization of the economy, thus a growing frequency of the rent-seeking activities,

with long-term pernicious effects on market efficiency and economic growth.

This study is structured in the following way. In Section II an overview of the existing

theoretical and empirical studies is presented. Section III sets out theoretical

framework and formulates hypotheses of the study. In Section IV, both the sample and

methodology are described. Section V presents empirical results and their

interpretation. Finally, conclusions summarize this research.
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2 LITERATURE OVERVIEW

Political connections have always been an important research subject. The increased

attention to this field is understandable. Changes in the geo-political and economic

development of the world, new and stronger players (such as BRICS) entering the

world economy, and specific internal political systems of these new players, all make

this area of economic studies of huge importance and interest.

A significant contribution to the understanding of the political benefits was done by

Shleifer and Vishny (1994) in their study on state-owned firms and privatization. They

see the latter as a mechanism ensuring a shift towards efficiency and rational economic

behaviour. They also argue that “privatization is more likely to be implemented when

the reformers want to restrict government spending and cannot obtain large political

benefits from public firms.” (Shleifer and Vishny, 1994: 1024)

They also examine how private and public firms behave under the pressure from

politicians, who bribe and offer subsidies to ensure the firms’ political agenda. For the

situations  when politicians control a firm, managers try to bribe politicians not to shift

the firm’s objectives from economic to political.

One of the most extensive cross-country studies in this field is by Djankov et al. (2010),

who focus on the description of accountability of governance officials. The study looks

at disclosure rules and mechanisms in 175 countries. The authors report that only “one-

third of the 175 countries allow public access to disclosure by politicians.” (Djankov et

al., 2010: 198) Their findings suggest that “public disclosure is associated with better

government”, and that “with respect to the content of disclosure, identification of

sources of MP’s7 assets, gifts, and activities seems more consistently related to better

government than the reporting of values of assets and income.” (Djankov et al., 2010:

198-199)

With relation to my study focus, the authors define two major sources of improper

influence that Members of Parliament are vulnerable to: (1) inappropriate influence by

7 MP is for a Member of the Parliament.
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the executives and (2) support of the bills “that either benefit themselves or their

families directly, or alternatively benefit selected constituents who pay for the bills

through bribes or favors.”  (Djankov et al, 2010: 181)

Political connections in the emerging and developing economies are the most popular

study area in the field. The majority of the empirical studies are one-country studies,

that is why it is hard to talk about universality of the conclusions done and consistent

with country’s specific profile. The following Table 1 summarizes the empirical studies’

results.

Table 1 Overview of the empirical studies

C
ou

n
tr

y

Author(s) Data and Methodology Findings

W
or

ld
w

id
e

Boubakri et

al (2012)

26 countries over the

period 1997 to 2001, 1248

firm–year observations

equally distributed, by

country, by industry, and

by year, between the

politically-connected

(hereafter PCFs) and the

non-connected firms.

PCFs  have  a  lower  cost  of  equity  capital  than  their  non-

connected peers suggesting that shareholders view these

firms as less risky.

Government policies including the implicit guarantee of

corporate rescue in distressed times have a significant

impact on the cost of capital of closely related firms.

Benefits from being politically connected seem to outweigh

the costs (e.g., expropriation), in the eyes of investors who

require a lower rate of return for investing in PCFs.

Boubakri et

al (2009)

Long-term event study,

sample of 234 politically

connected firms

headquartered in 12

developed and 11

developing countries,

study period - 1989 - 2003.

Firms increase their performance and risk-taking after the

establishment of a political connection.

Political connection is more valuable for firms with closer

ties to political power.

Study confirms that politically connected firms gain easier

access to credit and reap benefits in terms of performance

from their ties with politicians.

Boubakri et

al (2008)

245 privatized firms

headquartered in 27

developing  and  14

developed countries over

the  period  from  1980  to

2002.

Politically-connected  firms  are  generally  incorporated  in

major cities, are highly leveraged, and operate in regulated

sectors. The likelihood of observing political connections is

positively related to government residual ownership, and

negatively related to foreign ownership.

Politically-connected firms exhibit poor accounting

performance compared with their non-connected

counterparts.
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Table 1 (continued)

Faccio

(2006)

Event  study,  sample of

20,202  firms  from  47

countries.

Political connections are found to be relatively widespread,

however, not necessarily numerous.

Connections  are  common  in  highly  corrupted  countries,  in

countries that impose restrictions on foreign investments.

Connections  are  less  common  in  the  presence  of  more

stringent regulation of political conflicts of interest.

The announcement of a new political connection results in a

significant increase in value.

C
hi

na

You  and  Du

(2012)

Using  a  large  sample  of

listed  firms  in  China  from

2005 to 2008.

Politically connected CEOs are less likely to be replaced, and

that  the  sensitivity  of  forced  turnover  to  firm  performance  is

weaker for connected CEOs than for their non-connected

peers.

Fan et al

(2007)

Sample  of  790  newly

privatized Chinese firms.

Firms with politically connected CEOs underperform (based

on  three-year  post-IPO  return)  and  are  more  likely  to  have

bureaucrats (rather than professionals) in the Board.

M
al

ay
si

a

Johnson and

Mitton,

2003

424 Malaysian firms,  from

July 2, 1997 (the starting

point of the Asian financial

crisis) till September 2, 1998

(start of the “rebound

period” that corresponds to

the imposition of capital

controls)

Firms  with  political  connections  were  expected  to  lose

subsidies in the first phase of the Asian crisis. Conversely,

firms connected to the Prime Minister were expected to gain

subsidies when capital controls were imposed in September

1998.

Political connection variables have much greater explanatory

power during the crisis and its accompanying political events.

In
do

ne
si

a

Leuz and

Oberholzer-

Gee, 2006

Sample of 130 Indonesian

firms in 1996-1997.

Well-connected  firms  are  less  likely  to  have  publicly  traded

debt or equity securities abroad, suggesting that connections

and global financing are substitutes. Therefore, well-

connected firms do not find global financing very attractive.

Firms  have  difficulty  re-establishing  connections  with  a  new

government when their patrons fall from power.

In a relationship-based economy, firms with weak connections

(e.g., to political regimes or banks) have the strongest

incentives to rely on market-based transactions.

U
SA

Goldman et

al., 2009

Data of the political

background of all directors

on  the  boards  of  S&P500

companies in the year 2000.

Study shows that political connections have a pervasive impact

on the value of public corporations even within the confine of

the strong legal system in the U.S.

Following  the  announcement  of  the  board  nomination  of  a

politically connected individual, there is on average a positive

and significant stock price response.

B
ra

zi
l

Claessens et

al., 2008

Brasilian  firms  in  the

periods around the 1998 and

2002 elections.

Contributing (to elected federal deputies) firms substantially

increased their bank financing relative to a control group after

each  election,  indicating  that  access  to  bank  finance  is  an

important channel through which political connections

operate.
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A majority of empirical studies on political connections is done based on Chinese data8.

In particular, relationships between political connections and ownership, CEO

turnover, firm performance and value have been examined.

You and Du (2012) study the CEO turnover in Chinese listed firms in 2005-2008. The

authors review the economic consequences of CEOs’ political connections within the

framework of corporate governance. Their empirical results show that politically

connected CEOs are less likely to be replaced. They also find that the sensitivity of

forced turnover to firm performance is weaker for connected CEOs than for their non-

connected peers. Such results suggest that “CEOs in a transition economy tend to use

their political resources for their own good.” (You and Du, 2012: 179) Also a significant

positive relationship between the political connections of retained CEOs and future

firm performance (but only for the cases when firm profitability is below the industry

median) has been found. Thus, the value of political connections is dependent on a

firm’s performance: “the benefits of political connections may outweigh their costs

when firms do not meet their profitability targets.” (You and Du, 2012: 179)

Fan et al (2007) show (based on the data about 790 newly privatized Chinese firms)

that firms with politically connected CEOs underperform (based on three-year post-

IPO return). These firms are also more likely to have bureaucrats (rather than

professionals) in the Board.

Wu  et  al  (2012a),  based  on  data  about  Chinese  firms  for  the  period  1999-2006,  find

evidence that effect of political connection is subject to firm ownership. Private

connected firms subtract positive effects; while local state-owned politically connected

firms are characterized by excessive employment and lower value.

As can be seen from the references in the Table 1 above, political connections are

important not only for Chinese firms, but also for the firms in other developing and

developed countries.

Several studies in the field focus on the ways political connections influence firm.

General ideas about political connections as a competitive advantage are developed in

the  studies  of  Fan  et  al.  (2008),  Fisman  (2001),  Goldman  et  al.(2009),  etc.  Other

studies analyse only specific aspects: (1) political connections providing access to key

resources are analyzed by Charumilind et al. (2006) and Claessens et al. (2008), (2)

8 Even though Chinese economy is very specific, we believe that it is beneficial to report findings on the
empirical studies based on Chinese data.
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favourable tax treatment and government bailouts is discussed by Faccio (2006), (3)

higher IPO offering price is studied by Francis et al. (2009). The deeper discussion of

costs and benefits of political connections is presented in the next section of the thesis.

The growing body of research about the influence political connections have on firm’s

performance, value and strategy (usually empirical one-country studies) provides

mixed evidence.

Review of existing studies has been done in this section. However, relationships

between dependent and independent variables in the discussed studies are not always

direct, even though they are easily observable. In many cases, the missing link is

corporate governance. By establishing such link, this study will contribute to the

research in the area.
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3 THEORETICAL FRAMEWORK

3.1. Definition of political connections

For the purposes of this study, I define a politically-connected firm as the one where

controlling owner (20% definition9), CEO or any other chief manager, Chair or director

is a member of either Parliament, Cabinet or local council, or is engaged in “indirect

political connections”. By “indirect political connections” I mean lobbying, sponsorship

of the certain political party, having family member-politician, firm being owned by

politically-connected firm.

The definition of political connection and the politically-connected firm in this thesis

takes into account the standard definitions used in the literature. In particular, Faccio

(2006: 370) gives the following definition: “a company is connected with a politician if

one of the company’s large shareholders or top officers (CEO, president, vice-president,

chairman, or secretary) is: (a) a member of parliament, (b) a minister or the head of

state, or (c) closely related to a top official.”

This definition does not consider chief officers under the CEO and directors under the

Chairman. However, their political connections could generate benefits or losses for the

firm.  Other types of political connections (e.g. bribery and corruption, contributions to

political campaigns, other forms of direct and indirect payment to politicians) are not

included in the definition above. The focus in this thesis will be on more durable types

of  connections.

9 20% definition means that I define controlling owner in our study as the owner with at least 20% stake in
the company.
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As have been discussed in the literature review, majority of empirical studies in this

field cover only one or two types of political connections - mainly state ownership and

controlling owners’, CEOs’ and Chairs’ political connections10.

In my definition of the politically-connected firm, I refer only to the current political

connections, both durable and short-term. I acknowledge that durable and short-term

connections might have different influence. I realize that former connections could also

be used to extract rents (see e.g. Boubakri et al. (2012) and Khwaja and Mian (2005:

1408), who discover “the importance and robustness of political networks (in Pakistan)

as politicians are able to obtain rents even when not directly in power.”)

As the largest shareholder is commonly a director or is represented in the Board, my

definition also takes into account the largest shareholder’s political connections.

Indirect political connections (e.g. lobbying, sponsorship of the certain political party,

having family member-politician, firm being owned by politically-connected firm) are

included in my definition as well.

As is common in  Sweden (Agnblad et al., 2001), Italy (Bianchi et al., 2001) and other

countries pyramidal ownership structures are typical for Ukraine as well (e.g. System

Capital Management, Privat Group, Finance and Credit Group). In pyramidal groups,

in the cases of weak minorities protection, “top” company usually accommodates

benefits executed by the firms under it. Following this logic, I expect political

connections to be influencing all the companies in the pyramid in order to ensure

maximum benefits, that at the end could become “top” firm’s benefits. The similar logic

could explain presence of other indirect connections in the definition: either

sponsorship or close relationships of any other kind could be used to extract benefits

for the particular firm. Hence, including indirect political connections in the definition

is reasonable and consistent with this study aims.

Therefore, I define a firm as politically-connected if its owner, CEO or Board member

has direct or indirect political connections.

10 Dropping other chief management’s and directors’ political connections is explained by puppet Board of
Ukrainian corporations in their majority, and assumption about higher probability of presence, importance
and execution of political connection by controlling owners, CEOs and Chairs.
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3.2. Costs and benefits of political connections

As have been discussed in the first chapter of this thesis (see Table 1), previous

academic research mentions both benefits and costs of political connections for

shareholders. In this section, I discuss the benefits as well as the costs of political

connections.

3.2.1. Benefits of political connections

There are a few benefits firm could get from its political connections. In particular, the

literature suggests that “systematic exchanges of favors” between politicians and firms

add value to the politically-connected firms (Chaney et al., 2011).

The most obvious way in which firms can benefit is government officials’ support.

Usually, it involves imposing tariffs on competitors, reducing regulatory requirements

or awarding valuable government contracts (Goldman et al., 2009). For

instance, Mobarak and Purbasari (2006) show that Indonesian firms connected to the

Suharto regime systematically benefitted from import licenses at the expense of their

competitors. Khwaja and Mian (2005) discuss the role of ex-politicians in providing

government bank loans to politically-connected firms in Pakistan. Faccio et al.

(2006) report that governments are more likely to bail out (if needed) politically

connected firms. Other benefits are lower taxes, and thus lower operating costs (Faccio,

2010), and lower cost of debt (e.g. Chaney et al., 2011).

These are some of the ways in which the operating environment can be more favourable

and less risky for politically-connected firms, even during economic downturns.

3.2.2. Costs of political connections

While political connections can bring benefits, arguments from the corporate

governance literature suggest that agency problem and governance issues may harm

politically-connected firm due to firm value-reducing rent-seeking activities of

politicians and their agents.
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For instance, Shleifer and Vishny (1994) define the main ways and sources of political

extraction of benefits. Their basic idea is that state-owned firms switch from efficiency

and profitability towards other government imposed preferences. Inefficiency of state-

owned firms is a result of political pressure from politicians who control them. In order

to win political support, politicians may force (1) excess employment, (2) production of

goods desired by politicians rather than by consumers, (3) location of production

facilities in politically desirable rather than economically attractive regions, (4) pricing

below marginal costs and other practices aimed at delivering benefits to politically

important persons or groups.

Qian et al. (2011) argue that expropriation by the controlling owners (mainly through

self-dealing and tunneling) is more evident in politically connected firms. Chaney et al.

(2011) find that politically connected firms worldwide report lower quality earnings,

suggesting low motivation and concern of these firms’ managers. All these findings are

consistent with the prior research (e.g. El Ghoul et al., 2011 and Guedhami and

Pittman, 2006) on the relation between lower quality accounting information and

expropriation activities.

Chen et al. (2010) find evidence of information asymmetry problems. In particular, the

analyst forecasts are less accurate for politically-connected firms.

Evidence on the influence political connection have on the firm’s performance is mixed.

However, Fan et al. (2007) find that in China post-IPO stock returns and sales growth

of the privatized firms with politically connected CEOs underperform those without a

connection. Bertrand et al. (2008) also report that politically connected firms in France

exhibit lower profits than non-connected firms.

In summary, rent-seeking activities of politicians, information asymmetry problems,

and potential expropriation by the controlling shareholders are amongst the main

issues political firms are facing.

Overall, the evidence of both benefits and costs of political connection have been found.

Consequently, only a cost-benefits analysis for each particular case will reveal the true

influence of political connections on shareholders’ wealth, industry development and

aggregate national wealth. For this study, I focus on the difference in the corporate

governance quality between politically-connected and non-connected firms which will



14

indicate whether good governance will substitute for potential benefits from political

connections.

3.3. Political connections and corporate governance quality

The arguments presented above leads us to some  conclusions about possible relations

between political connections of the firm and its corporate governance quality. Benefits

associated with political connections of private and public firms, as well as distorted

incentives of state-owned firms could reduce quality of corporate governance. If so,

non-connected firms should be better governed in line with the shareholders’ interest

of maximizing the value of the their holdings in the firm.

Therefore, the following sets of hypotheses have been formulated:

H1: CG quality in politically-connected firms is significantly lower than in

not politically-connected firms.

H2:  CG  quality  in  state-owned  firms  is  significantly  lower  than  in  not

state-owned firms.

Ukrainian economic and political environment is a successor of the Soviet Union

system: even though Ukraine is a member of WTO and has market economy, country is

still very young (it is independent since 1991) and is still in the process of developing its

institutional environment. External factors have influenced the country’s development

in all spheres and in corporate governance in particular. New foreign11 owners entering

the Ukrainian market may set up an example of the best practices of corporate

governance. I also test this hypothesis in this study.

11In my dataset, I do not report Cyprus, Virgin Islands, Netherlands or any other owners registered in the
offshore zone as foreign owners. Also, I create a separate dummy for Russian ownership, which is widely
presented in Ukraine. I expect that Russian CG practices are not of a great qualitative difference from the
Ukrainian ones.
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H3: CG quality in foreign-owned firms is significantly higher than in not

foreign-owned firms.

In this study, based on the summary statistics results, I also shortly describe general

patterns of the corporate governance and ownership development in Ukraine, and

analyse the influence political connection have on the corporate governance quality.
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4 DATA AND METHODOLOGY

4.1. Sample Description

For this study, the new database on corporate governance quality and political

connections of 190 big Ukrainian firms has been created.

The data have been assembled by the author. At first, three reports on Corporate

Governance in Ukraine presented by the Ukrainian firm Concord Capital12 were

examined. In its reports (published in 2007, 2008, 201113), Concorde Capital presents

corporate governance quality indices14 and companies’ rating based on the indices’

value for every company. Originally these indices were different; therefore, in this study

unification of the rating approaches has been done15.

Consequently, based on Concorde Capital ratings, unified rating of corporate

governance quality for 190 Ukrainian firms for years 2007, 2008 and 2011 has been

developed. The assembled panel data is unbalanced, observation for some firms are for

one or two years only. Data for three years was available for 81 companies, which

constitute 43 percent of the sample.

Information on the ownership and political connections of the firms has been taken

mainly from the Concorde Capital reports and official government statistics portal

smida.gov.ua. I also used reliable Internet sources16 in order to complete and, wherever

possible, to verify the accuracy of information. Unfortunately, in some cases, there is no

12Concorde Capital is a leading investment company based in Ukraine. Thomson Reuters Extel Surveys
consistently ranked Concorde Capital’s research department among the top three in Ukraine in 2007-
2009.
13 Concorde  Capital  did  not  publish  any  reports  in  2009  and  2010,  which  explains  the  gap  in  the  study
period.
14 For details about indexes’ methodology see Appendix 1 and Concorde Capital reports.
15 Unification implied rescaling of all indexes on the scale from 0 to 10.
16Mainly independent (or with publically disclosed ownership information) business magazines have been
used (in particular, sections with up-to-date factual information). Due to the purpose of the factual
information, it is expected to be fully and accurately presented.
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reliable unified governmental source of information about real (not offshore)

ownership, even though many companies in the sample are public.

My database covers three years’ information – 2007, 2008 and 2011. I strongly believe

that it is beneficial for the study, as it has allowed checking the hypothesis about the

relative importance of power-holding and opposition political connections. Political

situation was such that in 2005-2010 the President, the Cabinet and the Parliament

were in opposition to the political party which the current President, ministers and the

controlling block of the Parliament belong to.

Because the availability of the information about corporate governance quality was the

main criteria for picking a certain firm, random sampling criteria may not be fully

satisfied. Therefore, my conclusions can be applicable mainly to the listed firms or

firms in the big pyramidal business-groups – these firms constitute the whole sample,

but cannot - to small and medium enterprises.

Political connections are not easy to quantify; any rating cannot be fully objective, as

well as any database cannot be fully insured against human factor error. These facts

limit this study. I assume that there might be measurement and/or human factor

errors.

Further description of the data is presented in Part 5.1 of this study.

4.2. Firm’s Corporate Governance Quality and Political Connection
Variables

Based on the information-gathering strategies described, I constructed 18 basic

variables. They are presented and described in Table 2Variables.

The corporate governance quality in individual firms is the focus of interest in this

study. To measure corporate governance quality I use the variable cgquality which is

based on the Corporate Governance Quality Index17 developed and estimated by the

Ukrainian firm Concorde Capital. Limitations related to the index developed by

Concorde Capital are similar to the ones for other indexes: perhaps it is not fully

objective or is missing some components, etc. To be more specific, the components of

17For details about index’s composition see Appendix 1 and Concorde Capital reports.
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the Corporate Governance Quality Index are measuring the disclosure quality, firm’s

relationships with the investors and general public, and firm’s exposure to the risks.

This index, however, does not include Board-related indicators amongst other common

corporate governance quality measures.

Table 2 Variables

Variable Description

cgquality Value of the  corporate  governance  quality  rating  for  a  given  company  in  a  given  year.  Detailed
composition  of  the  index  can  be  found  in  Concorde  Capital’s  reports.  I  did  the  unification  of
different years indexed. The value of this variable might be from 0 to 10.

Industry Controlling variable. An industry  where  a  company  operates.   I used Industry Classification
Benchmark (system of 10 industries) used today by the NASDAQ, NYSE and several other markets.

Mcap Controlling variable. Market capitalization of a company in the respective year. Market
capitalization is assumed to be at the closest year level for all year-company missings.

d_ContrO Dummy variable. “1” for the presence of controlling owner in the company (15% definition).

contr_stake Biggest stake owned  by  1  person/company  or  jointly  by  partners  (who  report  their  stake  as  a
whole).

d_stateo Dummy variable. “1” for the presence of the state as an owner in the company.

State_stake Stake owned by the state.

d_Foro Dummy  variable.  “1”  for  the  presence  of  foreign  person/company  as  an  owner  in  the  company
(with no regard to whether it is the biggest owner, but under condition that the stake is significant
(>10%)). Cyprus, Virgin Islands and other offshore companies are not included in the database as
foreign owners.

For_stake Stake owned by the foreigner.

d_russianfo Dummy variable. “1” for the presence of Russian owner in the company.

d_pc Dummy variable. “1” for company being politically-connected by the definition.

d_MParl Dummy variable. “1” for the  company’s  controlling  owner,  CEO  or  Chair  being  a  member  of
Parliament at the moment when the corporate governance quality rating has been done.

d_MCabinet Dummy  variable.  “1”  for  the  company’s  controlling  owner,  CEO  or  Chair  being  a  minister  or  the
Prime-minister  or  a  vice-Prime-minister  or  occupying  any  other  cabinet  position  at  the  moment
when the corporate governance quality rating has been done.

d_LocalPol Dummy  variable.  “1”  for  the  company’s  controlling  owner,  CEO  or  Chair  being  a  member  of
local/regional legal or executive body at the moment when the corporate governance quality rating
has been done.

d_Other_polcon Dummy  variable.  “1”  for  the  company’s  controlling  owner,  CEO  or  Chair  being  a  sponsor  of  a
political party at the moment when the corporate governance quality rating has been done; also “1”
for the cases when the company’s controlling owner’s, CEO’s or Chair’s family members are state-
or  local-level  politicians;  also  “1”  for  the  cases  when  the  company’s  controlling  owner,  CEO  or
Chair publicly claimed about existing political lobby.

d_powerhold Dummy variable.  “1” for firms that have political  connections with power-holding people, “0” for
political connections with opposition.

d_directpc Dummy  variable.  “1”  for  a  company  with  controlling  owner,  CEO  or  Chair  being  a  member  of
Parliament, a minister, the Prime-minister or a vice-Prime-minister, occupying any other cabinet
position,  being  a  member  of  local/regional  legal  or  executive  body  at  the  moment  when  the
corporate governance quality rating has been done.

d_indirectpc Dummy  variable.  “1”  for  a  company  with  other  than  direct  political  connections  (could  be  in
addition to the direct connections).
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The explanatory variables are dummies for different types of political connection. I

acknowledge the possibility of measurement error to occur (due to the nature of the

variables, character and availability of the information about political connections, etc.)

For the hypothesis testing and for the standard regression models with multiple

explanatory variables measured with error, it is well known that obtained t-tests

statistics and the estimated regression coefficient may not be fully reliable.

Acknowledging the possible measurement problem, I believe that simple OLS model is

the best method to apply to the data.

The following section covers methodology applied to analyse the data.

4.3. Methodology

At the first step of this study, I look at descriptive statistics and pairwise correlation

coefficients to draw the general picture about corporate governance quality, ownership

patters and trends related to political connections of the firms.

Secondly, I use t-tests (for verifying developed hypothesis about differences in

corporate governance quality for firms that are and are not politically-connected/state-

owned/foreign-owned) and AVONA (for checking industries’ influence on corporate

governance quality).

At the final step, I develop the model using OLS regression. The model is expected to

explain whether political connections (and their certain types) influence corporate

governance quality. The model is as follows:

where a = 4 – the number of dummies for different ownership types;

b=3 – the number of variables indicating the different owners’ stakes;

c=9 – the number of industries;

d=8 –the number of different dummies for political connections.
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As can be seen, the dependent variable in this study is corporate governance quality. I

aim to explain it with political connections, controlling for market capitalization, state

and foreign ownerships, and industry. Detailed description of the variables is presented

in the previous section 4.2.

As I have the imperfect data, usage of more sophisticated empirical methods seems to

be unnecessary and unreasonable. I search for the general conclusions that provide the

explanation of processes typical for the Ukrainian economy nowadays.

Empirical results are presented in the following chapter of this study.
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5 EMPIRICAL RESULTS

5.1. Descriptive statistics: Quality of the Ukrainian corporate
governance, ownership and political connections

In this section, based on the descriptive statistics for the sample, a general overview of

ownership patterns and corporate governance tendencies is done.

As can be seen from the Corporate Governance Quality Index distribution graph

below, the data approximately follows the normal distribution pattern.18
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Figure 1 Corporate Governance Quality Index distribution

18Using Ln of the variable CG Quality (CG quality rating results) did not lead to a significant change
towards clearly normal distribution; therefore, unified absolute values of the rating are used.
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Table Descriptive statistics reports summary statistics for the variables for each of 3

observed years (to analyse the dynamics of changes in corporate governance quality,

ownership concentration and nature, and political connections of the firms) and for the

whole sample.

Table 3 Descriptive statistics

Year Statistics MCap cgquality d_contro contr_stake d_stateo

2007 Mean 442.5 4.9 1 .70 .22

Median 138.9 5.1 1 .75 0

SD 863.0 2.5 0 .27 .41

Variance 744776.6 6.1 0 .07 .17

N of Obs 118 118 116 116 116

Range 4818.7 10 0 .87 1

Min 0 0 1 .13 0

Max 4818.7 10 1 1 1

state_stake d_foro for_stake d_russianfo

Mean .14 .28 .16 .21

Median 0 0  0 0

SD .28 .45  .32 .41

Variance .08 .20  .10 .17

N of Obs 116 116  116 116

Range .929 1  1 1

Min 0 0  0 0

Max .929 1  1 1

2008 MCap cgquality d_contro contr_stake d_stateo

Mean 677.5 6.3 1 .70 .18

Median 219.1 6.4 1 .75 0

SD 1412.6 1.9 0 .27 .38

Variance 1995318 3.7 0 .07 .15

N of Obs 173 174 171 171 171

Range 14284.3 7.8 0 .87 1

Min 0 2.2 1 .13 0

Max 14284.3 10 1 1 1

state_stake d_foro for_stake d_russianfo

Mean .11 .28  .16 .17

Median 0 0  0 0

SD .24 .45  .32 .37

Variance .06 .20  .10 .14

N of Obs 171 171  171 171
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Table 3 (continued)

state_stake d_foro for_stake d_russianfo

Range .93 1  1 1

Min 0 0  0 0

Max .93 1  1 1

2011 MCap cgquality d_contro contr_stake d_stateo

Mean 991.3 5.1 1 .78 .17

Median 458.9 5 1 .86 0

SD 1713.7 2.5 0 23 37

Variance 2936931 6 0 .05 .14

N of Obs 105 114 114 114 114

Range 14254.8 9 0 .85 1

Min 29.5 1 1 .15 0

Max 14284.3 10 1 1 1

state_stake d_foro for_stake d_russianfo

Mean .11 .39  .22 .24

Median 0 0  0 0

SD .26 .49  .36 .43

Variance .07 .24  .13 .18

N of Obs 114 114 114 114

Range .86 1 1 1

Min 0 0 0 0

Max .86 1 1 1

Total MCap cgquality d_contro contr_stake d_stateo

Mean 690.7 5.3 1 .72 .18

Median 234.1 5.6 1 .78 0

SD 1380.3 2.3 0 .26 .39

Variance 1905222 5.5 0 .07 .15

N of Obs 396 406 401 401 401

Range 14284.3 10 0 .87 1

Min 0 0 1 .13 0

Max 14284.3 10 1 1 1

state_stake d_foro for_stake d_russianfo

Mean .12 .31 .18 .20

Median 0 0 0 0

SD .26 .46 .33 .40

Variance 7 .21 .11 .16

N of Obs 401 401 401 401

Range .93 1 1 1

Min 0 0 0 0

Max .93 1 1 1
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As can be seen from the figures, there is high ownership concentration in the Ukrainian

firms. Slowly decreasing state ownership (as a result of the ongoing privatization) and

increasing foreign ownership (in particular,  an increase in Russian ownership19) are

observable as well.

Overall, the majority of the Ukrainian firms have poor corporate governance quality.

Even though, in 2008 there was a short-term improvement, the low level of governance

quality is still typical for the companies on the Ukrainian market. The box-plot graph

Corporate Governance quality rating by year below is to demonstrate this idea

prominently.

Some increase of the corporate governance quality level in 2008 could be explained by

the positive transformation of the image of Ukraine on the world arena. However, those

positive developments have been neglected and turned over. Only deeper analysis may

reveal whether these recent negative tendencies are related to the changes in the

Ukrainian political and economic environment, which I assume to be the case.
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Figure 2 Corporate Governance quality rating by year

19 2008 decrease in relative percentage value is due to large 2008 sample.
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The following table Descriptive statistics of firms’ political connections reports the

mean statistic for political connections and their different types. As can be observed,

the percentage of politically connected firms went up during the period of study.

Majority of firms are politically-connected because their owners, chief management or

one of the Board members is directly or indirectly politically connected. Figures about

power-holding political connections also support the idea that the interference of

politicians in the business and economy has been and is more active during

Yanukovich’s presidency.

Table 4 Descriptive statistic (mean) of firms’ political connections

Year

 Total 2007 2008 2011

d_pc .328 .415 .421 .392

d_mparl .224 .287 .307 .274

d_mcabinet .017 .018 .018 .017

d_localpc .025 .041 .035 .035

d_otherpc .241 .287 .290 .274

d_powerhold .086 .111 .290 .086

d_directpc .241 .322 .333 .302

d_indirectpc .241 .287 .281 .272

The following table Summary statistics for corporate governance quality in different

industries reports summary statistics for the corporate governance quality index in the

different industries.  As can be seen from the figures, firms in consumer- and finance-

related industries on average have better corporate governance; while firms operating

in basic materials, utilities and industrials on average have lower corporate governance

quality.

I also use one-way ANOVA to test whether the means of corporate governance quality

differ across industries. ANOVA-results20 (p-value = 0.0000) suggest that there is some

kind of relationship between the corporate governance quality and the operating

industry. Such results also justify including industry dummies as controlling variables

in the model.

20For details see Appendix 2.
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Table 5 Summary statistics for corporate governance quality in different industries

Industry N of obs mean median sd variance min max

Basic Materials 128 4.75 5.00 1.95 3.81 0 10.045

Consumer Goods 42 7.37 8.00 2.09 4.38 1 10.045

Consumer Service 8 7.21 7.92 2.24 5.04 2 9.555

Finance 37 8.10 8.00 1.42 2.01 3 10.045

Health Care 10 6.25 6.19 1.62 2.62 4 8.82

Industrials 68 4.87 5.07 2.03 4.14 1 9.555

Oil and Gas 28 5.86 5.43 3.60 12.99 0 10.045

Telecommunications 5 5.50 4.41 2.35 5.53 3.078 8.33

Utilities 80 4.90 5.00 1.68 2.80 .513 8.085

At the next step, the pairwise correlation between industries, dummies for ownership

types and political connections has been calculated and analysed. The extract with the

most meaningful correlation coefficients is presented in the Table 7 below.

Pairwise correlation coefficients21 analysis is important for the understanding of

relationships between the variables (in particular, for the multicollinearity detection)

and, consequently, for the model development.

As can be seen, Utilities is an industry where state and foreign ownership is presented

in more than a half of the firms. As I distinguish politically-connected and state-owned

firms, and due to the fact that foreign ownership (even Russian) is extremely rarely

associated with political connections, there is insignificant negative correlation between

the dummies for Utilities and Political connections. Overall, none of the dummies for

the industries is significantly correlated with political connections, suggesting that we

cannot separate out the most/least politically-connected industries.

Also, it is noticeable from the table that 75% of foreign ownership in Russian and 77%

of political connections involve the membership in the Parliament. Foreign (and

Russian in particular) ownership is weakly negatively correlated with political

connections.

21 The table with all pairwise correlation coefficients is reported in Appendix C.
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Table 6 Pairwise correlation between industries, ownership types and political
connections dummies

ind1 ind2 ind3 ind4 ind5 ind6 ind7

Finance
Consumer

Goods

Consumer

Services
Industrials

Basic

Materials

Oil and

Gas
Utilities

d_stateo -0.1517 -0.1627 -0.0679 -0.1171 -0.2982 0.1471 0.6312

d_foro 0.0477 0.0883 -0.0955 -0.0664 -0.2961 -0.0351 0.4086

d_russianfo -0.0949 -0.1510 -0.0715 0.0418 -0.2220 -0.1373 0.5649

d_pc -0.1145 0.0093 -0.0414 0.2293 0.1522 -0.0393 -0.2982

d_mparl -0.1574 -0.1008 -0.0078 0.2568 0.1905 -0.1027 -0.1950

ind8 ind9 d_stateo d_foro d_russianfo d_pc d_mparl

Health

Care

Tele-

communications

d_stateo -0.0761 0.0624 1.0000

d_foro -0.1070 -0.0266 0.1268 1.0000

d_russianfo -0.0802 -0.0563 0.2298 0.7492 1.0000

d_pc 0.1338 -0.0901 -0.2367 -0.4151 -0.3764 1.0000

d_mparl 0.0451 -0.0691 -0.1628 -0.3751 -0.2801 0.7665 1.0000

This subsection provided the overview of the data and presented the short analysis of

corporate governance, ownership and politicization general tendencies. In the following

subsection, the developed model will be presented.

5.2. Hypothesis testing: Ownership and the influence political
connections have on corporate governance quality

Hypotheses formulated in the theoretical part of this study will be tested in this section.

They are as follows:

H1: CG quality in politically-connected firms is significantly lower than in

not politically-connected firms.
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H2:  CG  quality  in  state-owned  firms  is  significantly  lower  than  in  not

state-owned firms.

H3: CG quality in foreign-owned firms is significantly higher than in not

foreign-owned firms.

The following table T-tests results reports the t-tests statistics with regard to the

hypotheses presented above.

Table 7 T-tests’ results

Political connections

Group Obs Mean Std Err SD

Firms without PC 244 5.63 .15 2.37

Firms with PC 157 5.41 .18 2.32

Combined 401 5.55 .12 2.35

diff .22 .24

diff = mean(0) - mean(1) t =   0.8876

Degrees of freedom = 399

Ho: diff = 0

Ha: diff < 0 Ha: diff != 0 Ha: diff > 0

Pr(T < t) = 0.8124 Pr(T > t) = 0.3753 Pr(T > t) = 0.1876

State ownership

Group Obs Mean Std Err SD

Firms without the state as an owner 327 5.67 .13 2.42

Firms with the state as an owner 74 5.00 .22 1.90

Combined 401 5.55 .12 2.35

diff .67 .30

diff = mean(0) - mean(1) t =   2.2458

Degrees of freedom = 399

Ho: diff = 0

Ha: diff < 0 Ha: diff != 0 Ha: diff > 0

Pr(T < t) = 0.9874 Pr(T > t) = 0.0253 Pr(T > t) = 0.0126
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Table 7 (continued)

Foreign ownership

Group Obs Mean Std Err SD

Firms without foreign owners 277 5.44 .15 2.43

Firms with foreign owners 124 5.79 .19 2.15

Combined 401 5.55 .12 2.35

diff -.37 .25

diff = mean(0) - mean(1) t = -1.4050

Degrees of freedom = 399

Ho: diff = 0

Ha: diff < 0 Ha: diff != 0 Ha: diff > 0

Pr(T < t) = 0.0804 Pr(T > t) = 0.1608 Pr(T > t) = 0.9196

As can be seen from the reported figures, first hypothesis about higher corporate

governance quality in not politically-connected firms can be rejected. It could be

explained by the generally high level of politics’ intervention in the economy and the

low level of corporate governance quality. Also, measurement errors (related to the

political connections data) might have biased the results. The mean of the corporate

governance quality index is higher, even though insignificantly, for the not politically-

connected firms, that is consistent with the underlying theories.

Conventional wisdom about the inefficiency of state ownership is supported by the next

t-test results. In our case, inefficiency means lower corporate governance quality in the

state-owned firms.

At the same time, foreign ownership is a significant22 factor influencing corporate

governance quality. Foreign ownership is expected to be a channel for the best

corporate governance practices to enter Ukrainian enterprises. As Russian ownership

constitutes almost 75% of foreign ownership in the sample, the results do not reflect the

real influence European and other ownership has. It is due to the fact that Russian

corporate governance, political and economic environment is not significantly different

from the Ukrainian ones. Even bigger difference in the corporate governance quality is

expected if Russian ownership could be excluded from the sub-sample of the foreign-

owned firms.

22At 10% significance level.
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5.3. Regression results: Political connections and corporate
governance quality

As has already been discussed in the theoretical part, I develop the multiple OLS

regression model23, explaining corporate governance quality with the level of market

capitalization, ownership type and size, industry and political connections of the firm.

The following table 8 reports the result I obtained24.

As can be seen from the table Multivariate OLS regression models, Model 1 column

below, not all variables are significant for corporate governance quality.

From the restricted models 2-4, it can be seen that all variables included in these

models (except for the dummy for political connections) turned out to be highly

significant. Market capitalization, comparing with other factors, has very small positive

effect on corporate governance quality.

Analysis of the other variables’ coefficients suggests that state and Russian-owned

firms, firms operating in Basic Materials and Industrials have lower quality of the

corporate governance. Contrary, finance-related firms and firm with concentrated

ownership usually have higher level of the corporate governance quality, comparing

with non-financial and firms with dispersed ownership respectively.

Only significant dummies for industries are included in the final model. With excluding

variable ind7 (Utilities) I aimed at solving the multicollinearity issue: dummies for state

and Russian ownership could explain the variation related to this industry influence.

Other industries are poorly represented in the sample: therefore turned out to be

insignificant.

None of the dummies for political connections is included in the final model, as

political connections were found to be insignificant for the quality of corporate

governance.

23 See Formula 1 in the section 4.3 of the thesis.
24STATA software was used. Further model testing is presented in Appendix D. We also believe that further
revisions of the model are not necessary.
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Unexpectedly, ownership concentration became significant and positively influencing

corporate governance quality. The author believes that such results might indicate the

weak minorities’ protection in Ukraine.

Table 8 Multivariate OLS regression models

Model 1 Model 2 Model 3 Model 4

R-squared 0.3605

Adj R-squared 0.3204 0.2532 0.2681 0.2678

MCap .00036 (0.000) .00036 (0.000) .00034 (0.000) .00034 (0.000)

ind1 (Finance) -.096 (0.918) 1.77 (0.000) 1.61 (0.000) 1.63 (0.000)

ind2 (Cons Goods) -.926 (0.324)

ind3 (Cons Services) (omitted)

ind4 (Industrials) -3.05 (0.001) -1.3 (0.000) -1.2 (0.001) -1.2 (0.001)

ind5 (Basic Materials) -3.43 (0.000) -1.8 (0.000) -1.8 (0.000) -1.8 (0.000)

ind6 (Oil and Gas) -1.60 (0.105)

ind7 (Utilities) -2.87 (0.003)

ind8 (Health Care) -1.26 (0.253)

ind9 (Telecom) -3.85 (0.003)

d_contro (omitted)

contr_stake .11 (0.823) .88 (0.037) .98 (0.019) .98 (0.019)

d_stateo -4.59 (0.000) -1.04 (0.001) -.94 (0.003) -.93 (0.003)

state_stake 6.68 (0.000)

d_foro .59 (0.239) -0.25 (0.355)

for_stake -.59 (0.355)

d_russianfo -.55 (0.236) -.85 (0.003) -.81 (0.002)

d_pc .77 (0.211) .07 (0.757) -.1 (0.683)

d_mparl -.39 (0.634)

d_mcabinet -2.14 (0.063)

d_localpc -1.28 (0.255)

d_otherpc -.08 (0.882)

d_powerhold -.27 (0.444)

d_directpc .24 (0.761)

d_indirectpc -.61 (0.315)

_cons 7.79 (0.000) 5.48 (0.000) 5.58 (0.000) 5.53 (0.000)
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The final regression equation is as follows:

CG Quality = 0 + 1 * Mcap + 2 * Dummy State Ownership +

+ 3 * Dummy Russian Ownership + 4 * Dummy for Finance industry +

5 * Dummy for Industrials + 6 * Dummy for Basic Materials +

7 * Controlling stake

As have been discussed, the insignificance of political connection to the corporate

governance quality might be due to the generally low level of corporate governance

quality in the Ukrainian firms, the low level of non-Russian and non-offshore foreign

ownership (that is expected to be the source of the best corporate governance practices’

introduction), possible measurement errors related to the political connections data25.

25 For detailed discussion see section 4.2.
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6 CONCLUSIONS

In this study I examined the influence political connections have on the corporate

governance quality in the Ukrainian firms. Current political and economic changes

happening in Ukraine, as well as significant interest in corporate governance quality

make this issue highly relevant.

In this empirical study 190 Ukrainian enterprises were analyzed.

The results suggest that Ukrainian firms have high ownership concentration and a poor

level of corporate governance quality. A slowly decreasing state ownership and

increasing foreign ownership, in particular an increase in Russian ownership, have

been observed.

Corporate governance quality is significantly correlated with the industry in which the

firm operates. Firms in consumer- and finance-related industries have on average

better corporate governance; while firms operating in basic materials, utilities and

industrials on average have lower corporate governance.

I find support for the ownership-related hypotheses: state ownership has negative

effect on corporate governance quality, while foreign ownership affects it positively.

Findings about the negative effect of state ownership on corporate governance are

consistent with existing theories, suggesting lower efficiency of state-owned firms.

At the moment, foreign ownership is not crucial for the improvement of corporate

governance quality in Ukraine, even though the results suggest the opposite. My

argument is that a significant presence of Russian owners and the similarities between

Ukrainian and Russian corporate governance models cannot have any significant

positive effect.

The main findings suggest that political connections do not influence corporate

governance in Ukraine. There could be several explanations for these results. To begin

with, the majority of Ukrainian firms are poorly governed, due to the economic history

of the country. Secondly, there is insignificant foreign ownership (that could have been
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the source of implementation of the best corporate governance practices). Substitution

of corporate governance practices with political connections at all levels, which is

typical for Ukraine, is another plausible explanation. Finally, significant measurement

errors related to the political connections data may have biased the results.

However, the formulated conclusions are logical and explain the state of the Ukrainian

economy nowadays. They are important for understanding how political connections

could and are decelerating economic development. Since less developed countries

elsewhere tend to suffer from similar problems, in particular wide-spread corruption,

the results of the study could also be applicable in other parts of the world.

Limitations. This study has several limitations. Firstly, the proxy for corporate

governance quality and the political connections data could be compromised.

Corporate Governance Quality Index is not widely recognized and could be criticized

for its composition.

Secondly, the timeframe of the research was limited to the years for which the

information about corporate governance quality was available. The analysis of the

variables’ dynamics, therefore, was lacking the proper base.

Thirdly, as has been discussed in Chapter III, unification of the Corporate Governance

Quality Indexes of different years might be considered inappropriate.

Amongst other limitations are not random sampling, violation of some underlying

assumptions for applying methods I used (e.g. a measurement errors, non-normal

distribution of variables), and the limited definition of political connections.

Further research. One interesting dimension of the further research might be an

investigation of the current corporate governance trends in the other developing post-

USSR countries where the separation between government and business still remains

relatively unclear.

More generally, the research on the role of political connections as an essential factor

influencing the behaviour of the economic subjects might be done.

I believe that impact political connections have on the national economies’

development should be addressed in the future studies as well. Based on the research

results of such studies, future development scenarios for the analysed countries and

their corporate governance models could be discussed.
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APPENDIX 1 CORPORATE GOVERNANCE QUALITY RATING
VARIABLES

Variable Description
IFRS Presence of the IFRS statements.

2011 rating: “1” if IFRS statements is publicly available; “0” – if not.
2008 rating: score range is from 0 to +2.
2007 rating: score range is from -0.5 to +2.

Quality of the
Ukrainian
accounting
statement

Quality of the reporting according to the Ukrainian accounting standards.
2011 rating: “1” if statements is publicly available and of a high quality; “0” – if statements are
manipulated and distorted.
2008 rating: score range is from -1 to +1.
2007 rating: score range is from -1 to +1.
All companies that are not obliged to report according to the Ukrainian accounting standards get
“1”.

Ownership
structure
disclosure

Availability and transparency of the information about the ownership structure.
2011 rating: “1” if information is publicly available and disclosed at the proper level; “0” – if not.
2008 rating: score range is from -1 to +1.
2007 rating: score range is from -1 to +1.

Risk of dilutive
action (agency
problem II)

Expert assessment of the dilutive action wrt minorities.
2011 rating: “1” for the low probability; “0” – for high probability or dilutive action taken place in
the past.
2008 rating: score range is from -2 to -1.
2007 rating: score range is from -2 to -1.

Presence of the
institutional
investors

Presence of the institutional investors in the company.
2011 rating: “1” if institutional investors’ stake if higher than 10%; “0” – if not.
2008 rating: score range is from -1 to +1.
2007 rating: score range is from -1 to +1.

Strategic risks Expert assessment of the strategic risks – risks of taking suboptimal business
decisions (e.g. transfer pricing, tunnelling, transactions with related parties etc.),
as well as presence of internal or external conflicts (e.g. with competitors or state
bodies, agency problem II).
2011 rating: “1” if strategic risks are low; “0” – if they are high.
2008 rating: score range is from -4 to 0.
2007 rating: score range is from -3 to 0.

Management
accessibility

Management attitude to the relationships with investors (e.g. openness for the
business and operative strategies discussion etc.).
2011 rating: “1” for management accessibility; “0” – if its absence.
2008 rating: score range is from -1 to +1.
2007 rating: score range is from -2 to +2.

Public face
(publicity level)

Willingness to inform investors and general public about company’s activities,
including press releases and comments in the media.
2011 rating: “1” for up-to-date informing and active dialogue; “0” – for rare public appearance.
2008 rating: score range is from -0.5 to +0.5.
2007 rating: score range is from -1 to +1.

Web-site Quality of the investor-related information available on the corporate web-site.
2011 rating: “1” if the information is available and relevant (financial and ownership information),
also information is updated on the regular basis; “0” – otherwise.
2008 rating: score range is from -0.5 to +1.
2007 rating: score range is from -0.5 to +1.



42

APPENDIX 2 ONE-WAY ANOVA FOR CG QUALITY RATING MEAN IN
RELATION TO THE INDUSTRY

Industry Mean
Std.De

v. Freq.
Basic Materials 4.75 1.95 128
Consumer Goods 7.37 2.09 42
Consumer Services 7.21 2.25 8
Finance 8.10 1.42 37
Health Care 6.25 1.62 10
Industrials 4.87 2.03 68
Oil and Gas 5.86 3.60 28
Telecommunication 5.50 2.35 5
Utilities 4.90 1.68 80

Total 5.55 2.34 406

Source SS df MS F
Prob>
F

Between groups 556.33 8 69.54 16.56 0.0000
Within groups 1667.27 397 4.20

Total 2223.6 405 5.49

Bartlett's test for equal variances:  chi2(8) =  40.1266 Prob>chi2 =
0.000
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APPENDIX 3 PAIRWISE CORRELATION (STATA OUTPUT)
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APPENDIX 4 FURTHER TESTING OF THE MODEL 4

Multicollinearity test (with VIF, STATA output)

Heteroscedastiticy tests26

Breusch-Pagan test

Ho: Constant variance
Variables: MCapcontr_staked_stateod_russianfo ind1 ind4 ind5

chi2(7)      =    20.36
Prob> chi2  =   0.0048

White’s test

Ho: homoskedasticity
Ha: unrestricted heteroskedasticity

chi2(27)     =     49.81
Prob> chi2  =    0.0048

Test for omitted variables- Ramsey RESET

Ho:  model has no omitted variables

F(3, 380) =      9.22

Prob> F =      0.0000

26Both tests reports that there is heteroscedastiticy problem. Therefore, the modification of the model has
been done (it is presented in the section 5.3).


