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To Be or Not to Be: When Should a Threshold Firm in an Emerging Market
Move to Professional Management?

ABSTRACT

Recent research emphasizes the importance of the separation of ownership and control for
growing threshold firms. Demand for specialized management knowledge by growing owner-run
SMEs is usually resolved through the separation of ownership and control, using top
management labor market and agency contracts. Under certain environmental institutional
conditions, owners of SMEs from emerging markets face difficulties separating ownership and
control. For example, the majority of Russian companies are run by their primary owners. In rare
situations when separation of ownership and control formally occurs, high risk of economic
fraud and owner’s fear often revert management succession to a default owner-control scenario.
These conditions pose a threat for a growing threshold firm needing professional management
knowledge assets. Using a dataset of 500 entrepreneurial companies from fast growing industries
in St. Petersburg and Moscow, this study defines and studies threshold firms and also analyzes
how various perceived characteristics of the institutional environment are influencing the
probability of separation of ownership and control in threshold firms. According to the
estimation results institutional factors such as poor security of ownership rights and misfit of
company with formal regulatory norms have a negative impact on the probability of separation
of ownership and control in threshold firms. As a result, threshold firms limit their growth
possibilities since their access to specialized knowledge is limited to the knowledge base of the
owner.

INTRODUCTION

Empowering medium and small business companies as a way to support economic
growth and innovation is an often declared and internationally accepted policy (Wennekers,
Thurik, 1999; Stel, Carree, & Thurik, 2005). Among other elements, access of growing

companies to high quality executive management predetermines long term corporate financial
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and strategic success. Access to such a management market is especially important in emerging
markets, because growing SMEs face competition from more efficient international competitors
who have access to the international labor market. For newly created companies run by owners,
the demand for management specialization creates the issue of separation of ownership and
control. In rare situations when separation of ownership and control formally occurs, a high risk
of economic fraud and the owner’s fear often revert management succession to a default owner-
control scenario These conditions pose a threat for growing threshold firms (Daily, Dalton, 1992;
Zahra, Filatotchev, 2004) (firms that are at the transition stage to professional management)
needing professional management knowledge assets. At this stage firm owners face the
“professionalism dilemma” (lvashkovskaya, Konstantinov, Filonovich 2004) which occurs when
an owner-CEO realizes the fact that the business’ complexity has increased dramatically and
he/she doesn’t have enough professional knowledge to run the firm successfully. This dilemma
also refers to the separation of ownership and control in growing firms. The owner has two
options: to become a professional manager through training or to hire a professional manager and
cede control to him/her. In the economic setting of emerging markets such as Russia, high level
power and ownership concentration in both large businesses and SMEs may mean that separation
of ownership and control is still a second choice option for Russian SME development policy.
The issue of separation of ownership and control has a significant impact on the business
environment and institutional setting. Firms in emerging markets tend to have a higher
concentration of ownership and control (La Porta, Lopez-de-Silanes, & Shleifer, 1999).
Additionally, local owners consider using informal instruments more often than formal principal-
agency contracts when managing business (Doh, Lawton, Rajwani, 2012; Bruton, Ireland,
Ketchen, 2012; Polese, Rodgers, 2011; Peng, 2008; Young, Peng, Ahlstrom, Bruton, & Yiang,
2008). However, there is a research gap in examining how and why various issues of ownership

and control separation are resolved in emerging markets settings.



Environment context of emerging markets (such as Russia) is widely recognized by
management and business researchers as a valid research context for testing existing theoretical
concepts and extending them with deeper analysis, further development, and modification
(Meyer, Peng, 2005; Cieslik, Kaciak, 2009; Hitt et al., 2004). One popular current theme is the
study of the influence of institutional conditions on business development in order to determine
the peculiarities of complex and fast-changing interactions between organizations and
environment in emerging markets (Peng, 2003; Peng et al., 2008).

The purpose of this paper is to identify how the institutional environment in emerging
markets influences threshold firms owner CEOs’ decisions to cede management to hired CEOs
by analyzing the impact of the perceived attitude of specific environmental factors on the
owners’ decisions. The terms “hired manager” or “hired CEO” as used in this paper refer to
individuals holding these roles in non-ownership positions. The twin notions of “hired CEO” and
“owner CEO” describe the logical framework of principal-agent relations between the owner
and hired outsider. Regardless of who is running the firm — the “hired CEO” or “owner CEO”
— both are expected to be strategic decision makers and administrators. In the event that the
“hired CEO” succeeds the “owner CEO,” he or she becomes the executive who determines
further growth patterns of the firm.

The rest of the paper is organized as follows. A brief discussion of Russian SMEs
development and policy background is presented in Section 2. The conceptual framework
together with the literature review is provided in Section 3. Section 4 describes the data set and
characterizes the differences between subsamples of companies run by hired CEOs and owner
CEOs. Section 5 presents an empirical approach to examining the impact of perceived
environment characteristics on separation of ownership and control. Concluding remarks and

potential policy implementation appear in the final section.



INSTITUTIONAL AND POLICY BACKGROUND OF RUSSIAN SMES
The economic transition in Russia has been characterized by the limited development of
SMEs in comparison with other transition countries and emerging markets (Kihlgren, 2003). In
Russia SMEs contributed only 20-25% of GDP in 2011 (July) and it is expected that by 2020 this
number will reach 30% (OPORA Russia, 2011). According to OECD report (2004) SMEs in

developed countries constitute 95% of all companies and they contribute about 50% of GDP.

Some researchers consider several positive changes in Russian SMEs development in
recent years (Kovaleva, 2004; Chepurenko, 2011). However, these changes are very slow which
is reflected in the slow growth the number of SMEs (for example, from 1996 to 2000 the number
of SMEs grew from 842,000 to 879,000 (Kovaleva, 2004)). In 2009-2010 the number of
registered SMEs was 1,602,000 (Rosstat, 2010). Also worth noting is the high degree of uneven
geographical distribution of Russian SMEs. 29,6% of all SMEs is located in Central region

(around two thirds in Moscow) and 16,2% in North-West region (mostly in St. Petersburg).

Both corruption and significant participation in the “shadow economy” (Williams,
Round, 2009; Williams, 2009) play important roles in the performance of the Russian economy.
According to the Annual Global Competitiveness Research (Sala-i-Martin, 2009), Russia
experienced a decline in performance in comparison with other BRIC countries. Among the most
problematic factors, corruption was highlighted as the most severe (19 percent of poll responses
by business practitioners). Another global research project conducted by the international civil
society organization Transparency International places Russia in a “hostile environment” (Riafio
et al., 2009), along with the least developed countries of Africa and Middle East. According to
the Global Corruption Barometer research (2011), corruption is seriously widespread in Russia.
Indicators concerning police, public officials and civil servants showed them as “most corrupt

institutions” at 3.9, 3.9 and 3.7 out of 5 consequently (5 signified “extremely corrupt”).



Research conducted by PriceWaterhouseCoopers (2011) also showed quite a drastic view
of how the Russian market behaves. According to its 2011 Global economic crime survey, 73
percent of respondents regard themselves as highly vulnerable to economic crime
(PriceWaterhouseCoopers, 2011, p.6). The most frequent form of economic crimes that Russian
firms face are asset misappropriation (72 percent of respondents), bribery and corruption (40
percent of respondents), accounting fraud (24 percent) and cybercrime (23 percent)
((PriceWaterhouseCoopers, 2011 p.8). These responses include both internal and external
sources of economic crime, which highlights that corruption and illegal behavior is a market
wide feature. Companies identified bribery and corruption as well as misappropriation within
their own staff even more frequently than from external sources of crime - 55 percent of internal
fraudsters versus 36 percent of external fraudsters ((PriceWaterhouseCoopers, 2011, p.12).
These factors lead to poor employee credibility and make troublesome the possibility of
delegating authority. These institutional conditions create informal impediments to a normal way
of doing business, substituting it with a distinct “Russian way” of doing business. Aidis and
Adachi (2006) explained that behind the possible reasons for the “Russian way” lay informal
impediments such as “the lack of rule of law, inconsistent enforcement of regulations, regional
autonomy and pervasive corruption” (pp. 31-33). If we look at the experience of an international
ethically-driven company such as IKEA, this exogenous pressure affects even the best global
players who enter the Russian market (Kramer, 2010).

Despite global trends in the Russian context SMEs behave more conservatively, without
changing the once chosen ways of doing business. Some industries are dominated by speculative
activity, manifested in the rapid reorganizations, the operations to increase profits. Based on the
Soviet approach, autocratic management style continues to dominate the management of Russian
firms. This style is characterized by centralized decision-making process, similar to military

discipline, while in the company there is often a select circle of trusted managers which are given



more freedom and rewards than others (McCarthy, Puffer, Darda, 2010). This management style
reflects the Soviet era, when the centralized economy was seen as a continuation of politics and
the failure of economic objectives was seen as a crime.

It is possible to regard observed behavior patterns of entrepreneurs in emerging markets
such as Russia not only as a result of various exogenous factors such as bad laws and corruption,
but also of a complicated endogenous behavior model (Williams, Round, 2009). This behavior
includes both a reaction of business owners to external pressures and their own willful actions of
avoiding formal rules. The current research is based on a pattern of business owner reactions to a
specific exogenous environment, which leads to a specific method of separation of ownership
and control.

HYPOTHESES DEVELOPMENT

In the late 1990’s, starting with an article by La Porta, Lopez-de-Silanes, and Shleifer
(1999) researchers identified a significant divergence of empirical evidence for the actual
separation of ownership and control, especially in emerging markets (La Porta, Lopez-de-
Silanes, Shleifer, 1999; Daily, Dalton, 1992; Claessens, Djankov, Fan, Lang, 2004). Studies of
Asian countries made it possible to identify the impact of institutional factors on separation of
ownership and control (Peng, 2004; Fan, Jian, & Yeh, 2008), and also drew attention to
organization-wide performance impact as a result of difficulties in the separation of ownership
and control (Peng, 2008; Young et al., 2008). Many firms in emerging markets followed
informal institutions to a greater degree. Researchers note that in the context of emerging
markets there is weak institutional protection of minority shareholders’ interests, the majority of
firms is characterized by high concentration of ownership and control and low estimation of
business value (Aguilera et al., 2012; Lin, Chuang, 2011; Claessens et al., 2002; Lins, 2003;
Dolgopyatova, 2007; Commander, Svejnar, Tinn, 2008). Several authors who investigate agency

problems note that in emerging markets significant problems are caused by the fact that hired



managers violate their contractual obligations with the owners, including entrenchment and
possible expropriation of the owner’s assets by these managers (Dharwadkar, George, &
Brandes, 2000). Russian researchers also report on existing problems in Russian companies,
where the actual separation of management and ownership does not occur (Dolgopyatova, 2007;
Yakovlev, Danilov, 2007).

The given conditions present a special case for firms whose owners feel the need for
separation of management and ownership. Zahra and Filatotchev (2004) have stressed that it is
important to study corporate governance issues in young “threshold firms” which are at a
transition stage to professional management. As a result of the growth process, small firms
demand new sources of knowledge and need a replacement for the managing director for
everyday operations and strategic development. A change in the growth stage from small owner-
managed company to professionally oriented larger firm predetermines some possibilities for
creating competitive advantages by the growing organization. Fama and Jensen (1983) stressed
that it is exactly the firm’s need for specialized knowledge that influences the necessity of
separation of ownership and control. However, nobody assumed that the same necessity could
appear not just in corporations but also in the smaller “threshold” firms (Zahra, Filatotchev,
2004). Zahra and Filatotchev also considered the influence of information asymmetry between
managers and owners in the course of creating of new organizational knowledge and skills. They
underline that skills and knowledge which produce owner CEOs become irrelevant for the firm
at a certain moment of development. A resource-based approach helps analyze how companies
cope with resource demands at various stages of firm growth. If the owner CEO is not replaced
by professional management, his/her management can lower the value of operations or even
destroy the success of the company (Jayraman, Khorana, Nelling, 2000). Organizational

capability to search, use and involve new knowledge and skills is connected directly with the



company’s ability to have access to sources of such knowledge (Zahra, George, 2002) on behalf
of hired employees.

Since the institutional environment influences firm growth in emerging markets,
threshold firms may face specific institutional obstacles while trying to solve the task of
transferring management from the owner to the hired manager. If the threshold firms in certain
market conditions face such institutional barriers owing to increasing agency costs and the
decrease in the probability of ownership/management separation, considerable threats for the
growth of firms will appear. This becomes an even more severe threat when entrepreneurial
firms from emerging markets face global competition (Zhu, Hitt, & Tihanyi, 2007). From the
point of view of resource-based theory, such threshold firms lose the possibility to create unique
competitive advantages. As a result, the majority of threshold firms face the risk of growth
pathologies, a decrease in rates of economic growth, and loss of competitiveness (as compared to
their international peers).

Institutions shape the framework for organizational decision-making and shape the
trajectory of an organization’s strategic choices (Cyert, March, 1963; March, Simon, 1958;
Young, et al., 2008; Peng, 2003; Peng, Lee, & Wang, 2005; Powell, 1996; Thornton, Ocasio,
1999; Teegen, Jonathan, & Vachni, 2004; Puffer, McCarthy, Boisot, 2010). Institutions create
limitations for organizational actions, which in turn affect performance (He, 2008; Young et al.,
2008; Welter, Smallbone, 2011). As formal institutions are unstable in developing and emerging
countries, they do not always provide mutually beneficial exchanges between economic agents
(North, 1994; North, 1990). In emerging markets institutional limitations and underdeveloped
institutions limit strategic choices of business (Puffer, McCarthy, & Boisot, 2010). As a result,
many firms tend to use informal institutions in emerging markets (Peng, Heath, 1996; Ahlstrom,
Bruton 2010; Smallbone et al. 2010). A new entrepreneurial culture may be formed via the

informal economy. This can be seen when studying an entrepreneur’s business motivation
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(Williams, Round, 2009). Even such a basic issue of stable economic interaction as trust may
play different roles in various environmental conditions (Welter et al, 2004).

The owner’s decision about management succession is linked to the separation of the
entrepreneur’s ownership from his/her personal control over the firm. In turn, separation of
ownership from control is closely related to the development of institutions of law and the
quality of enforcement of laws that protect property rights. Property rights are the foundation of
business: entrepreneurs will not invest in a business if they cannot secure return on their
investment (Dolgopyatova, 2007; Ben-Amar, André, 2006; Commander, Svejnar, & Tinn, 2008).
In countries with less secure property rights, investment in business is lower and the speed of
economic growth is slower (McMillan, Woodruff, 2002; Puffer, McCarthy, 2001). Another
important aspect of “institutional voids" in regulatory institutions are poor regulatory systems
quality, and lack of contract-enforcing methods (Khanna, Palepu, 2005).

All observable violations of formal institutions and insecurity of property rights force
owners to weigh the need for succession to a hired CEO against the probability of adverse risks
associated with such action. Even in a hostile institutional environment, the hired CEO does not
face the same possible losses in terms of property as does the owner CEOQ. For this reason, we
anticipate that owner CEOs will evaluate such institutional environments more negatively than
hired CEOs. Thus, some owner CEOs prefer to retain full control: the more the owner CEO
perceives the institutional environment as creating serious risks to property rights, the more
likely he or she will continue to manage the company.

To determine whether this theory is valid, we consider the following hypotheses:

Hypothesis Hla. The more hostile the owner CEO perceives regulating authorities and
officials, the less is the likelihood of separation the ownership and control in threshold firms in

emerging markets.
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Hypothesis H1b. The less secure the owner CEO perceives property rights protection, the
less the likelihood of separation the ownership and control in threshold firms in emerging
markets.

Hypothesis H1c. The less secure the owner CEO perceives protection of contract law, the
less the likelihood of separation the ownership and control in threshold firms in emerging
markets.

It is difficult for an owner to monitor the hired CEQ’s activity effectively, and within
hostile environmental conditions such as in emerging markets and particular in Russia there is a
high risk of contractual breach between the owner and hired CEO. In itself this is problematic,
but this issue is compounded by the role of corruption and other illegal operations (such as tax
evasion) endemic to emerging markets in business operations: as stated above, the business
decision makers may face pressure to participate in some form of illegal activity. Further,
institutional weaknesses increase the reliance of business success on the owner’s personal
relations with clients, officials, and other stakeholders (Peng, Shekshnia, 2001). Some research
reveals that retaining an owner CEO protects specific assets that are difficult to separate,
measure, and transfer across organizational boundaries (Fan et al., 2008). For this reason, we
presume that the presence of specific assets in the form of the owner’s personal contacts with
those taking bribes and those providing illegal schemes will reduce the likelihood of managerial
succession to a hired CEO. Peng (2004) and Peng, Lee, and Wang (2005) suggest that because
institutional support for corporate governance is weak in emerging markets, concentrated
ownership and other informal strategic instruments are the prevailing entrepreneurial strategies.

Not only regulatory aspects of environment define business conditions of firms. Findings
by Meek, Pacheco and York (2010) suggest that the effect of regulatory environment is
influenced by social norms that prevail in the business environment. The dependence of business

operations on illegal schemes such as tax evasion, bribery, and other corrupt methods for the
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sake of survival or growth (Aidis, Adachi, 2006) in a regular violation of existing rules creates a
legitimate threat to a business and its owner, but also increases the likelihood that authorities
themselves will engage in semi-legal or illegal predatory behavior (for example, in a form of
selective police raids officially aimed at financial fraud crimes but informally aimed at money
extortion). According to Hibbs and Piculescu (2009) the way taxation and regulation is done in
certain country conditions and the way institutional benefits are supplied by government to firms
has influence on likelihood of firms’ tax compliance and tax toleration. Even though tax
compliance is strongly firm-based issue, empirical findings support the idea that certain
government policies and formal institutions do affect supply of corruption, where high quality of
institutions support positive tax compliance in firms and vice versa.

In the case of conflict between an owner and hired CEO in such a context, the awareness
of such practice would pose significant risks of blackmailing and other threats for anyone who
gets himself in a vulnerable position — both hired CEO and owner. If a hired CEO carries out
illegal activities, it becomes difficult for the owner to control both the hired CEO and
organizational activities. At the same time, if the owner gets caught doing something illegal in
front of his employees and they are having an informal disagreement, the possibility arises of the
employees acting against the owner in retaliation. Under such circumstances, owners whose
businesses are most exposed to risks of illegal conduct (i.e. a high proportion of cash settlements
with customers and suppliers) will avoid delegating authority and will try to avoid sharing
sensitive information with subordinates as much as possible. In cases where such risks are lower,
it is more likely that managerial responsibilities will be transferred eventually to a hired CEO. In
this case "business compliance with legal standards™ is the main risk indicator: the less the SME
complies with institutional rules, the greater the likelihood that the owner CEO will continue to

manage the company. Thus we suggest the following hypotheses regarding institutional norms:
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Hypothesis H2a. The less a firm complies with existing tax regulations, the less the
likelihood of separation the ownership and control in threshold firms in emerging markets.

Hypothesis H2b. The less a firm complies with existing regulatory rules and safety
regulations, the less the likelihood of separation the ownership and control in threshold firms in
emerging markets.

Hypothesis H2c. The higher the owner CEO perceives the business’ dependence on
corrupt relationships, the less the likelihood of separation the ownership and control in threshold
firms in emerging markets.

Some comparative studies of firm performance in emerging markets show that
managerial succession usually destroys the value of the firm, in contrast to the same process in
developed countries (Fan et al., 2008). The investigation of managerial succession and
performance thus raises one more question: what is the impact of the concentration of ownership
on the likelihood that the owner CEO will retain managerial responsibilities (cf. (Rubenson,
Gupta, 1996))? Some scholars claim that a dispersed ownership structure and the presence of
external interests dictate a higher standard of performance (Pfeffer, Salancik, 1978). The more
owners a company has, the more demands they will put forward to a CEO. According to Denis,
Denis, Sarin’s (1997) empirical research, there is a connection between top executive succession
and managerial ownership; a change in high managerial ownership is less likely to affect stock
price change. Peng (2003) presents some evidence that in emerging markets the largest group of
shares in entrepreneurial firms is held by the owner or owner's family, who also hold managerial
responsibilities. This study emphasizes how management succession from owner CEO to hired
CEO is related to concentration of ownership (Peng, 2003; 2004). According to study by Liu, Li
Xue (2011) strategic choices of firms in emerging markets have tight connection between
environmental conditions, ownership concentration and CEO ownership. For example due to

poor quality of formal institutions (Liu, Li & Xue, 2011, p. 383) there is a high level of
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ownership concentration in firms which in its turn leads to internationalization impediments.
Also according to Peng and Jiang (2010) quality of legal and regulatory institutions (and
especially level of shareholder protection) impacts structure of ownership and control in firms, as
well as different performance outcomes from owner-CEO management. Thus, the likelihood that
the founder will leave the CEO position is less when he or she is the sole owner of the firm, in
contrast to ownership dispersed across a group. On this basis, we formulate the following
hypothesis:

Hypothesis H3. Concentration of ownership in firms managed by the owner CEO on
average will be higher than the concentration of ownership in firms managed by a hired CEO.

Summing up the conceptual model the following can be said: in emerging markets similar
to Russia, weak legislation and poor law execution cannot protect the owner's interests.
Moreover, being under institutional pressure the owner-manager is often forced to use illegal
business schemes (tax evasion, bribing officials) (Javorick, Wei, 2009; Cheng, Rau & Stouraitis,
2012; Aidis, Adachi, 2006; Peng, 2003). This leads to the fact that in actual practice, the owner
has something to hide and it is very difficult for him/her to trust others. When deciding on the
separation of ownership and control, the owner estimates high risks of property loss and
extremely high agency costs (Fan et al, 2008). Negative external institutional environment
(corruption, dependence of business survival from informal relations of key persons with
government officials and illegal operations) hinder the separation of ownership and control. In
such circumstances, the owner possesses a limited set of alternatives to address the problem of
management professionalization, the transfer of management responsibilities from the owner to a
hired manager is difficult, and the prospects for future growth without losses of the value to the
business become unlikely. This issue has an especially high impact on the subset of the threshold
firms. Such threshold firms maintain attributes of small and medium-sized enterprises and tend

to obtain specific organizational attributes and routines by separating ownership and control
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(Zahra, Filatotchev, 2004). In other words these firms experience growth-related necessity in
specialized knowledge and skills that can be obtained only by delegating management authorities
from the owner CEO to a hired CEO. Since separation of ownership and control is inaccessible

by owners’ efficiency and growth, loss of threshold status is possible (Jayraman et al., 2000).

METHOD

Theoretical model

This research aims at testing the aforementioned hypotheses with survey data that
includes responses of 500 SMEs decision makers from St.Petersburg and Moscow. In order to do
this we have elaborated the empirical model that reflects how environmental characteristics
influence the owner’s decision to delegate authority in threshold firms.

Since our study focuses on threshold firms (SME's that need to transfer management
authority from owner-CEO to a hired CEQO), a more technical definition of a threshold firm was
required in order to construct the research sample. We assumed that, according to Zahra and
Filatotchev’s logic (2003), along with firm growth (larger size, age and growth rates) there would
appear a higher need for changes, thus depicting a threshold firm. Following the approach to
threshold firms introduced by Zahra and Filatotchev (2003), we estimated that the likelihood of
being a threshold depends on such main criterion as need for change and will be influenced by
such characteristics as growth rate, size, age, and industry.

As a basis of the theoretical model we have assumed that, when making a decision to
separate ownership and control, every owner is using a weighted decision mechanism that
balances his/her desire to get positive results out of separation and minimize direct risks
connected with bearing agency costs that appear due to the nature of the agency contract. In this
way the separation of ownership and control will not take place in those situations where risks

connected with separation of ownership and control overwhelm the benefits of same. According
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to Fama and Jensen (1983) institutions influence the size of agency costs, so therefore it is
possible to test the influence of how the owner sees the institutional environment on his/her
decision to separate ownership and control. Informative preview of such model is given in Table

1.

We assume that if the owner perceives that certain conditions of the environment are
hostile to his/her assets and rights, he/she may consider a number of negative scenarios which
will lead to economic losses and which may occur after the ownership/control separation.
Therefore owners of threshold firms who continue to control their business will most likely
estimate the environment negatively. At the same time hired-CEOs or owners of companies
where the separation of ownership and control have already occurred will estimate the
environment more positively. In this way the owner-CEO evaluates the environment and makes
his/her decision among the possible alternatives: if the owner considers certain features of
environment as negative, then he/she will remain CEO, and vice versa.

Our hypotheses are based on a set of those negative institutional factors that usually are
studied in transitional settings such as Russia, including fitness with regulatory and tax rules,
dependence on corrupt relations, security of ownership and contract rights, and hostility of
officials. Owners characterize those factors as negative or positive and assume their influence on
their decision to delegate authority. This suggests that certain environmental conditions may be
associated with negative factors for the positive separation of management and control owner’s
decision.

Data

17



Data was collected in Russia in 2007-2008. This survey was originally designed to
analyze firm growth, and the survey sample was dedicated to Russia’s most entrepreneurially
active regions. Moscow and St. Petersburg were chosen due to their high level of entrepreneurial
activities per indices in 2007-20092, and because more than 50 percent of all SMEs in 2004-2006
were registered there®. The total number of Russian SME’s in 2008 was 1,618,038 firms; the
population of SMEs in Moscow and St Petersburg was around 377,473 companies®.

The initial targeted population included only privately owned commercial enterprises
with up to 500 employees and which had been in business from 2007. We used a similar
approach for industry selection. These companies represented three of the most rapidly
developing sectors in the Russian economy of the pre-crisis period: wholesale and retail trade,
catering and hotel industry (HoReCa), and the IT industry (information technology and
telecommunications, digital television, software, etc.)®. Issues of growth are crucial for this
study, since the problem of threshold firms is directly connected with the rate of firm growth, its
size, need for specialized knowledge, and age (Zahra, Filatotchev, 2003). Even though local
SME classification sets company size limits to 250 employees (Federal Law #209, from
24.07.2007), current research aimed to include companies with 500 employees. The main reason
for that was an attempt to include those companies which are closer or are at the threshold
moment of their growth (Zahra, Filatotchev, 2003). Another stimulus for that was the discussion
of the Russian Trade Chamber addressing usability of the US approach to SME classification® in
Russia’. Due to size heterogeneity of the studied firms’ additional question may arise. Since we
study both small and medium-sized firms it means that different tax reporting regimes may be

selected by them. For example such a trade firm as a small corner shop may be using the

2 www.corp-gov.ru/upload/file/20061117%20-%20Pressa%20INVEST

® www.giac.ru/content/file.asp?r=%7B470C4969-0B5B-4D51-88DB-970DF19DF654%7D

* http://www.gks.ru/bgd/regl/b10_47/1ssSWWW.exe/Stg/01-06.htm

5  http://www.gks.ru/bgd/free/b01_19/1ssWWW.exe/Stg/d000/i000510r.htm

6 US Gov. classification — up to 500 employees:
http://www.sba.gov/contractingopportunities/officials/size/index.html

7 http://www.tpprf.ru/common/upload/documents/activities/podpred/a3.zip
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simplified tax reporting regime, whereas larger firms are obliged to use standard tax reporting
regime. However when considering these differences it is important to think more of the
different forms of institutional interactions rather than of different levels of institutional pressure
due to selected reporting tax scheme. We may assume that the size of business profits represent a
much more serious issue in terms of asset “attractiveness” to hostile environment which must

always be taken into account when studying these firms.

To insure external validity of the study we used proportional random sampling. After
having chosen the sample aforementioned traits, we identified two subgroups of the general
population (all private firms with up-to 500 employees from 3 industries registered in St.
Petersburg and Moscow). Then we randomly extracted firms from the general population
proportionally with region, industry, and size of firms. Industry distribution of sample quota has
been made according to the firms’ distribution across these three industries out of general
population in each city using state statistics, also due to study aims employment size has been

taken into consideration.

The sample was limited to companies with solely Russian ownership because part of the
research was devoted to the issue of transition to professional management in Russian firms and
the behavior of the company owner who was making decisions about dividing ownership and
management control.

The data were collected through face to face interviews with top managers by a research
company: Russian Public Opinion Research Center (VCIOM®). This company was contracted to
collect data by the research team. The decision to bring in an outside organization to collect data
was made for several reasons. First, we acknowledged the difficulties in conducting such
research of SMEs, not only in Russia but in other countries as well, as SMEs are “notorious for

their inability and unwillingness to provide desired information” (Fiorito, LaForge, 1986, p. 11).

® Russian Public Opinion Research Center (VCIOM) is the oldest and the leading marketing and opinion research
company in the post-Soviet space. See more information about it: http://wciom.ru/
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Second, the research team already had experience working with VCIOM and could rely on the
quality the data obtained. VCIOM has the necessary resources and a good reputation in Russia.
And, finally, the research team could check the quality of data as it selected the companies for
the sample based on the general population. We had all contact details of each firm.

Representatives of VCIOM conducted structured interviews with the heads of firms
(general directors, owners or top management members) from November 2007 to August 2008
face to face. These interviews were based on a survey questionnaire developed by the research
team. This questionnaire focused on various aspects of company management with questions
related to firm activities in 2007. Interviews were done in the Russian language and lasted from
60 to 90 min. In the survey a guarantee of anonymity for the companies was provided, and the
respondents were assured that only summarized test results would be released. Furthermore, we
controlled for indifference in answering questions by purposefully posing two essentially
identical questions in different places and in different formats to see if the respondents’ answers
were consistent, rejecting those whose answers were not.

In the sample, 27.8 percent of companies had fewer than 50 employees, 31.2 percent had
50 to 100 employees, 24.2 percent had 100 to 200 employees, and 16.6 percent had 200 to 500
employees. In terms of legal structure and form, 78.2 percent were limited liability companies,
17.4 percent were closed corporations, 3.2 percent were open joint stock companies, and 1.2
percent had other legal forms. The distribution of companies by sector was 71.8 percent in
wholesale and retail trade, 15 percent in HoReCa, and 13.2 percent in communications and
IT&C. According to the data set 315 of firms were run by owner-CEO, whereas 185 firms were
run by hired-CEO.

In order to add exogenous factors to the dataset, additional information regarding the
surveyed companies was manually extracted from official SPARK-Interfax database (data of

registration, address of registration, declared profits). Using this data we were able to calculate
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total responses regarding environmental characteristics among various tax districts and
eventually build average tax district environment characteristics. It is important to mention that
organizations are part of different levels of institutional environment, including country-specific,
industry level, local environment (Buzenitz et al., 2000). Current data allows us to control for
local environment characteristics (through respondents opinions), which have direct effect on

threshold firms.

Operationalization of threshold firms definition
As we already mentioned in our study we were basing our technical definition of a
threshold firm in such a way that a probability of being a threshold firm depends on firm’s need
for change, firm size, age and growth rates (Zahra, Filatotchev, 2003, 2006). Following this logic
we estimated the likelihood of being a threshold firm by using a probability model that allowed
us predict how the need for organizational change was affected by such firm performance
characteristics as growth rate, size, age, and industry using logit regression model:
P(Need for change=1|Profit growth, 2007; Profit growth, 2006; Net profit, 2007; Return on
assets, 2007; ROA Square, 2007; Average employment by age groups; Average employment
by age groups square; Age; Age square; Age cube; HoReCa; IT&C; Industry (HoReCa) x
Employees number; Industry (IT&C) x Employees number; Industry (HoReCa) x Age;

Industry (IT&C) x Age; Region; Audit; Use of new management solutions;).

The variable “Need for change” was used as a dependent variable. This variable was
constructed in the following way: variable equals 0, if respondent answered that the actual
management style, corporate strategy and structure corresponded to the existing business needs,
and 1, if they did not correspond. Most dependent variables are self-explanatory and are
continuous variables measured in Rubles (i.e. ROA, Net profit). Detailed description of how the
variables were constructed is mentioned in Appendix. All questions were measured by 5-point

Likert scale.
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The results of the model estimation are shown in Table 2. Table 2 represents obtained
coefficient valuations, standard deviations, significance of the obtained results and estimated
goodness of fit. Using this model the likelihood of being at the threshold was predicted for each
observation in the full dataset. We assumed that each observation with predicted probability of
being a threshold firm at higher than 0.6 would be included in the research sample. This allowed
us to obtain a technical definition of a threshold firm and compare above- and below-threshold

observations.

Table 3 shows this difference in descriptive statistics. The results that we obtained mainly
support our theoretical assumption regarding the threshold firm. Above-threshold firm tend to be
older, have higher mean number of employees and greater profit growth value. Also according to
Table 3 we can see that among below-threshold firms, firms which are managed by owners tend
to have higher profit growth and lower ownership concentration than firms managed by hired-
CEO's. To continue with this study we have reduced the sample size only to the “above threshold
firms” leaving 336 threshold firms in the dataset. This approach corresponds to practical
determinations of “What is a threshold firm” by Quinn, Cameron (1983) and lvashkovskaya,

Konstantinov and Filonovich (2004).

The database contains the responses of top managers and firm owners regarding their
view of hostility of officials, security of property and contractual rights, compliance with the

regulatory and tax climate, acceptance of corruption payments and informal networks. These
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responses constitute the endogenous valuation of institutional factors by respondent. Since only
the owners’ opinions about the environment is important regarding the decision to transfer
management, only owners’ attitudes regarding security of property rights and management
practices are relevant for this research. However, since the responses in the dataset were

collected from both managers and owners, we needed to construct additional variables.

Table 4 reports the means of variables for the samples of owner-CEO and hired-CEO run
companies and the results of two-sample t-tests of the hypothesis that the sample means are the

same.

Table 4 shows that owner-CEO run firms on average have smaller companies than hired-
CEO run firms. Also significant t-test estimates show that the hired-CEO subsample has
somewhat lower values of average district ownership security. As expected, we find specific
differences between the owner-CEO and hired-CEO subsample, but they show no statistical
significance (for example, higher district security of contract law and high district ownership
security). This may result from the structural complexities of the sample, such as industrial

differences.

According to the data, on average hired-CEO companies are older and have more
employees. This supports the basic idea of the threshold firm: the transition of management
authority is more likely to happen in older and larger companies (Quinn, Cameron, 1984). Hired-
CEOs are on average younger than owner-CEQs, and they show equal or lesser need for change
in management style (need for change is referenced by a dummy variable, with 1 for “there is a

need for change in management style and O for “no need for change™).
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Model

Taking into consideration the approaches to management succession modeling in such
papers as Corsi (2006) and Furtado and Caran (1994) we can sum up this conceptual model in a
linear probability model. The first two sets of hypotheses are tested with three estimation
methods - logit, probit and an LPM (Greene, 1993; Wooldrige, 2000). The model is solved with
the maximum likelihood estimation. The resulting outcomes are compared against each other.

For logit and probit methods, marginal effects are computed.

Model variables were constructed based on the survey questionnaire. For example, for the
item, “Who manages the company owner of a hired CEO?” the following variable was
constructed:

Owner = {1, if respondent answered Owner; 0, if respondent answered Hired-CEO;}.

If the respondent was asked “Estimate the hostility of behavior of the government on the
market where your company operates” then based on his answers a corresponding variable was

constructed:

Official = {1, if respondent answered “Very low level of hostility””, 2, if respondent
answered ““Rather low than high level of hostility”, 3 if respondent answered ““Average level of
hostility”, 4 if respondent answered ““Above average level of hostility”, 5 if respondent answered

“Very high level of hostility”’}.

Since the resulting “Official” variable was categorical and we could not valuate the
distance between categories, we constructed corresponding group dummy variables in order to
use it in the logit model. We transformed all such categorical variables into dummy variables that
would consider only negative and positive environment characteristics. Thus, we constructed 2

dummy variables out of the hostility variable so that:

24



Low hostility = {1, if respondent answered “Very low level of hostility” or “Rather low

than high level of hostility”, O if respondent gave another answer’’}

High hostility = {1, if respondent answered ““Above average level of hostility”” or “Very

high level of hostility”, 0 if respondent gave another answer”’}

According to this principle other variables were constructed (see Appendix). However,
we needed to substitute personal opinions on the environment with average district environment
characteristics to avoid endogeneity and resolve the problem that not all respondents were
owners. In order to do so, for each observation that belonged to a specific tax district we
calculated the average district responses for each environment category excluding personal

observations of respondents regarding environment.

When constructing the “High district ownership security” and “Low district ownership
security” variables, we assumed that an additional variable was needed that would take into
consideration changes in individual ownership risks due to an increase in the number of owners.
In order to consider this we introduced the “Number of owners” variable in the model, and
multiplied it to both ownership security variables, which resulted in the additional variables
“Number of owners * High district ownership security” and “Number of owners * Low district
ownership security”. To control for personal risks we introduced a variable “Ownership size that

belongs to largest shareholder”.

We also added two binary variables to control for industrial background: the variables
“Industry: HoReCa,” and “Industry: IT and Communications.” “Industry: Trade” is the base
group and is included in general intercept. Additional variables to check for industry
heterogeneity are added by multiplying two industry dummies and the employees number
variable. Also since among respondents we had both owners and non-owners we introduced

additional control variables such as “Respondent's sex” and “Respondent's age”
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The constructed basic estimation model can be represented in the following way:

P{Y=1/x} = F (Bo+ P1 * lo_dhost + B, * hi_dhost + B3 * lo_dosec + B4 * hi_dosec+ fs*
ownnum + g * ownnum + 7 * ownsize + g * nlo_dosec + Py * nhi_dosec + 1o * lo_dcont +
B11 * hi dcont + P12 * lo dtaxc + P13 * hi_dtaxc + B4 * lo_ddepc + Bis * hi_ddepc + Bi1s *
lo_dcorc + B17 * hi_dcorc + B1g * horeca + P19 * IT + oo * sizehor + Bo; * sizeit + By * respx +

B2 * respa +¢}

Where F= (in the case of probit regression) and F= (in the case of logit regression), Ri
presents unknown parameters of the model and ¢ is a random error characterizing the impact of

random factors on dependent variable Y.

In our empirical study we used a two stage estimation strategy. First using logit
regression estimation we predicted the probability of each company in the sample being a
threshold firm. We introduced a technical definition: if the firm had a predicted value of being
the threshold firm of more than 0.6, then the firm would be considered as “above threshold
firm”, whereas firms below that predicted value would be “below threshold firms”. Next we
observed the characteristics of the studied firms and estimated them as satisfying our theoretical

expectations of above/below threshold firms.

RESULTS AND DISCUSSION
We used LPM (linear probability model), logit and probit regressions, and calculation for
logit and probit marginal effects in our main research stage as estimation methods. An additional
two-sample paired t-test was run. The results of the hypothesis testing are shown in Table 5. This
table represents obtained coefficient valuations, marginal effects for logit and probit methods,
standard deviations, significance of the obtained results and estimation goodness of fit. Since we

use logistic and probit regressions, the pseudo R-square produced is no good for explaining the
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power of the model. Therefore we decided to use McKelvey and Zavoina (1975) adjusted R-
square since this method is considered best compared to other R-square analogues (De Maris,

2002).

According to the estimation results, the quality of the chosen model is relatively high: all
three methods provide statistically significant estimations at 1 percent and have average
goodness-of-fit estimates. The general intercept obtained a statistically significant estimate using
the LPM method. Significant negative estimates of Industry (HoReCa) x Employees number
allows us to assume that there exists industry heterogeneity as to how the issue of
ownership/control separation is addressed. More thorough research of HoReCa industry firms
may lead to additional findings regarding the ownership/control dilemma. In addition, significant
estimates of the respondent's sex variable were obtained, which may mean that gender plays
important role in how the environment is perceived and how organizational issues are addressed.
The following variables obtained statistically significant estimates: high district security of
ownership, number of owners, ownership size that belongs to largest shareholder, number of
owners * high district security of ownership, low district security of contract law, high district
compliance with departmental rules, low district corruption dependence, high district corruption
dependence. Using the obtained variable coefficient estimates we primarily test hypotheses H1a,
H1b, Hlc, H2a, H2b and H2c to identify factors that influence the likelihood that an owner-CEO

will transfer managerial responsibilities to a hired CEO.

Hypothesis Hla - a hostile environment has a negative impact on the likelihood of
handing over management - could not be refuted or accepted. This can be explained by the fact

that in practice, hostile environments affect both parties in the dilemma of separating ownership
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and control equally (owner-CEO and hired CEO). We cannot say that the hostile influence of

officials forces the owner-CEO to retain control.

Hypothesis H1b, “security of ownership,” obtained statistically significant support with
negative coefficient estimate for “high ownership security”. We can assume that when property
rights are more secure it provides additional stimulus for managerial succession from owner-
CEO to hired CEO. Also we received significant negative estimate for the variable “number of
owners”. With this result we may assume that an increase in the number of shareholders
demands a more transparent approach to management. Also, a significant positive estimate for
variable “high ownership security * number of owners” reveals to us a possible explanation that
with an increase in the number of owners the firm becomes more formally institutionalized (i.e.
less informal) and bears fewer ownership risks, since they become spread among a larger set of
owners. Since the risk of property loss decreases for an individual owner, the issue of the risk of
performance failure and the dependence of the business on the one owner’s competence becomes
crucial. A significant positive coefficient estimate for variable “ownership size that belongs to
the largest shareholder” may show the opposite picture of the same logic that with the personal
ownership growth the individual owner's risk also grows, thus creating more necessity to ensure

its protection with all possible means.

Hypothesis H1c was refuted with a significant positive coefficient estimate of the variable
“high district security of contract law” and “low district security of contract law”, likely by the
owner’s application of other “non-market” instruments to protect contracts. The more actively
the owner participates in business management and the more pronounced his/her role in contract
defense, the higher his/her confidence will be. Such decisions can complement the owner’s
confidence in the security of contract rights. Meanwhile, the hired CEO will not receive such an

opportunity, as the owner will monitor and control him through all possible methods.
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Hypothesis H2a could not be refuted or accepted. It is worth noting possible difficulties
for testing this hypothesis. The researchers have been faced with the respondents’ reluctance to
disclose information about violations that might be detrimental to decision-makers. According to
Alexander Surinov, head of the Federal State Statistics Service, about 20 percent of the Russian
economy is unobservable or “shadow” (Smolyakova, 2010). This means that at least every fifth
company operates in the illegal sector or practices tax evasion. These results suggest that
respondents may be reluctant to share the real story, and so they provide false answers.
According to Yevgeniya Shkolova, Deputy Minister of Home Affairs of Russian Federation,
small and medium businesses are the main “bribers,” and the amount of bribes to officials grows
annually. The amount of bribes in 2009 tripled over that in 2008 (Arsyukhin, 2010). For example
more than 70 percent of respondents have stated that the behavior of controlling officials
(including police) can be considered “aggressive.” Under such conditions, even if external
surveys show that every third businessman in Russia pays bribes, anyone who would confess to
such behavior would be at risk of scrutiny from other aggressive and bribe-seeking officials.
Previous research based on BEEPS survey data on CIS sample shows that “bribes” and “corrupt
payments size” may have significant negative effect on probability of separation of management
and control (Shirokova, Shatalov, Knatko, 2009). This also allows us to assume that there is a

good opportunity for additional study.

Hypothesis H2b was refuted with a positive coefficient estimate for the variable “high
district compliance with administrative rules” suggesting that violations of formal regulatory
codes are less common for owner-CEOs. This may mean that owners normally have a higher
expectancy of how their businesses correspond to administrative regulations. Thus, even when
using schemes that optimize their administrative costs, owners may consider it a partially legal
tool to diminish costs while formally satisfying formal rules. On the other hand, this may mean

that generally, managers follow less satisfactory administrative practices.

29



Hypothesis H2c was partially accepted with significant negative coefficient estimate for
the variable “low district corruption dependence” dependence. It means that the owner will more
likely delegate management authority to a hired-CEO if the district is characterized with lower
dependence on corrupt relationships. However since we also get a negative significant estimate
for the variable “high district corruption dependence” it appears that the hypothesis hides a more
complex mechanism. In order to explain the second finding we may think of the owner's decision
to delegate authority to an outsider-manager will minimize current external corruption pressure,
or on the contrary will hire a hired-CEO who will provide additional benefits from corrupt
relationships. In any case both findings may represent an idea that the level of corruption and
probability of management succession are somehow interrelated. This finding leads to a need for

a more complex model and additional research

Table 6 contains the results of two-sample t-tests for testing hypothesis H3. The result of
an independent group two-tailed t-test for concentration of ownership supports hypothesis H3,
confirming the claim that on average in many Russian companies with a high concentration of
shareholding, the owner would occupy the leading managerial position (Dolgopyatova, 2007).
This requires further study as to the factors that promote a high concentration of ownership in
Russian companies. Most empirical studies on Russian corporate governance show that a high
concentration of ownership is typical and that the level of concentration increases annually
(Yakovlev, Danilov, 2007; Dolgopyatova, 2007). Peng and Shekshnia (2001) suggest one
possible reason for this is that in emerging markets, the poor quality of institutions hinders
managerial succession, and so ownership and control remain in the hands of the owner. It would
be fruitful to explore further the influence of different institutional factors on the concentration of

ownership in companies.
Insert table 6 about here

30



CONCLUSION

In sum, hypothesis H1b (security of property rights), hypothesis H2c (impact of
corruption dependence), and hypothesis H3 (higher concentration of ownership in companies
managed by owner-CEOs) are supported. These results may indicate that, among numerous
institutional factors, some act as barriers to managerial succession in threshold firms and some
have specific influence on the owner's decision to delegate authority to a hired-CEO. Among
external factors, insecurity of property rights can impede management succession. As mentioned,
owners of threshold firms that become convinced of the high risk of property loss would not
pursue the separation of ownership and control. Since the owner has limited trust in the
protection of his rights with the current law, he would prefer using informal measures and limit
his exposure to formal institutions. This conforms to results of the Doing Business 2011 report
produced by the World Bank and IFC regarding the importance of property rights protection for
entrepreneurship development. Property rights protection serves as a quintessential factor for the
ease of doing business, entrepreneurial growth and overall country economic growth. Our
findings give additional support for this idea and uncover the influence of property rights

protection on the owner’s decisions to separate ownership and control.

Partial support for hypothesis H2c concerning corruption suggests these issues requires
further investigation, but through case-study analysis and not quantitative studies, as respondents
are likely to give false answers to the questionnaires. It is also important to identify the influence
of the time factor on implementation of business strategies for threshold firms. As for hypothesis
H3, the confirmation of differences in the concentration of ownership, subject to the owner's
participation in management, can provide a new direction for future research. Many researchers

note that, in the context of emerging markets (such as the Russian setting) in most firms there is

31



a dominant owner-CEQ; this is considered a response by entrepreneurial business to the current

institutional environment.

Firms from emerging markets and firms from developed countries use different strategic
choices due to different solutions on resource management and organizational learning
procedures custom to the existing environment (Hitt et al, 2004). Current research allows us to
see how emerging market setting may influence threshold firm owner-CEQ’s existing strategic

choices.

Our research has a number of limitations which represent future research directions. First
of all since there are doubts about adopting similar theoretical perspectives in emerging and
mature market contexts, it is crucial to study separately institutional in contexts and compare if
possible to other institutional contexts (Kiss, Danis, Cavusgil, 2012). Therefore it is important to
compare current results of Russian threshold firms study to the threshold firms from other
emerging markets and other developed countries to explain differences in various institutional
settings and to study possible macro-economic consequences of such stumbling blocks that
prevent threshold firms from evolving. While Russia can be classified as a good example of
emerging market, it has less resource constraints than other emerging markets which may have
implications on overall institutional factors effect. Another serious limitation is a cross-sectional
nature of data used in current research. As was addressed earlier threshold condition is a
temporary state that many firms develop through (Filatotchev, Toms, Wright, 2006). This way it
is important to study longitudinal cases of threshold firms studying how institutional factors are
interlocked with various strategic choices of owner-CEQO’s. Also it is important to study
situation-specific influence of institutions on certain aspects of firms (Orru, Biggart, Hamilton,
1997), which may be possible only with the research case method. Both methodology
construction and conducting such research will be beneficial for study of SMEs growth strategies

in emerging markets. Also since family businesses generally play important role in emerging
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markets it would be interesting to see if family ownership plays important factor in the
transfer/non transfer of control while retaining ownership of the company. Firms heavily depend
on their social network since they may partially substitute the rule of law (if some firm avoids
contract terms it may be closed from access to the network) (Ahlstrom, Bruton, 2010). There are
also findings that show positive impact of informal connections of CEO’s onto emerging markets
firm performance (Peng, Luo, 2000). The same may be referred to Russia, as informal ties
between businesses and administration provide huge business opportunities (Aidis, Estrin,
Mickiewicz, 2008). This is somewhat related to the findings by Li, Zahra regarding influence of
formal and informal institutions on venture capital activities (2012). Social aspect of threshold
firm strategies has been omitted in this study, although we may assume that such research could
provide us with a number of owner options for knowledge resources in the conditions of
institutional impediments. Another possible direction for further research could be the issue of
management boards in threshold firms. Recent studies show that introduction of management
boards, external directors and corporate entrepreneurship to threshold firms may substitute poor

absorptive capacity of owner-CEQ’s (Zahra, Filatotchev & Wright, 2009, Di Toma, 2010).
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Firm size and agency costs

Table 1.

Size of the firm

Agency costs

Management

Small/new firms

E(Agency Cost*)>E(Gain from
better management)

owner-CEO

Threshold firms

E(Agency Cost*)=~ E(Gain from
better management)

owner-CEO/hired -CEO

Large/established firms

E(Agency Cost*)<E(Gain from
better management)

hired CEO

* where Agency Cost=Loss*risk

Table 2

Results of threshold firm formulation

Variables Estimation Standard error
Profit growth, 2007 0,01 (0,01)
Profit growth, 2006 -0,01 (0,01)
Net profit, 2007 0,01** (0,01)
Return on assets (ROA), 2007 -0,006* (0,00)
ROA Square, 2007 0,00 (0,00)
Average employment by age groups 0,01** (0,005)
Average employment by age groups

square -0,00* (0,00)
Age 0,26** (0,11)
Age square -0,01** (0,006)
Age cube 0,00* (0,00)
HoReCa -0,88 (0,75)
IT&C 0,47 (0,89)
Industry (HoReCa) x Employees

number -0,00 (0,38)
Industry (IT&C) x Employees

number -0,00 (0,00)
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Industry (HoReCa) x Age 0,06 (0,01)
Industry (IT&C) x Age 0,05 (0,10)
Region 0,73** (0,33)
Audit 0,49* (0,29)
Use of new management solutions -0,23 (0,28)
Intercept -0,82
Prob > chi2 0,00
Pseudo R-square 0,10

* significant at 10%; ** significant at 5%; *** significant at 1%
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Table 3. Description of above and below threshold firms managed by owner-CEO and hired-CEO

Below threshold — owner-CEO managed

Below threshold — hired CEO managed

Above threshold

Vars

Obs

Mean

St.D

Min

Max

Obs

Mean

St.D

Min

Max

Obs

Mean

St.D

Min

Max

Profit
growth,
2007

18

28,5

40,81

160

17

8,76

11,51

30

336

19,67

18,90

160

Employe
es
number,
2007

17

48,2

127,86

540

13

52

77,58

231

281

84,64

112,81

490

Age

18

6,27

4,81

18

17

6,88

7,76

32

336

10,91

7,75

84

Threshol
d
probabili

ty

18

0,50

0,13

0,08

0,59

17

0,54

0,065

0,38

0,59

336

0,82

0,09

0,60

Ownersh
ip
concentr
ation

17

65,05

33,23

100

17

72,35

27,44

35

100

323

73,01

27,29

10

100
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Means for owner-CEO and hired-CEO responses

Table 4.

Mean value Mean value
Variables Owner-CEO run Hired-CEO run t-test
companies companies

Low district hostility of 0,30 0,31 0,37

officials

High district hostility of 0,28 0,29 0,46

officials

Low district security of 0,12 0,15 1,72*

ownership

High district security of 0,67 0,66 -0,44

ownership

Low district security of 0,13 0,13 -0,01

contract law

High district security of 0,65 0,63 -0,76

contract law

Low district compliance 0,03 0,04 0,62

with tax rules

High district 0,84 0,84 -0,07

compliance with tax

rules

Low district compliance 0,04 0,04 -0,33

with departmental rules

High district 0,81 0,80 -0,95

compliance with

departmental rules

Low district corruption 0,31 0,32 0,64

High district corruption 0,42 0,45 1,33

Size: average number of 50,59 115,49 5,8 ***

employees

No. of observations 219 112 311
Table 5.

Combined results of LPM, logit and probit methods

Variables Marginal effects after

LPM logit Marginal effects after probit
Low district hostility of
officials 0,09 (0,17) 0,15 (0,20) 0,15 (0,20)
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High district hostility

of officials

0,14

(0,22)

0,31

(0,30)

0,28

(0,28)

Low district security of

ownership

-0,47

(0,28)

-0,56

(0,52)

-0,50

(0,54)

High district security

of ownership

-0,54**

(0,28)

-0,97**

(0,42)

-0,95**

(0,40)

Number of owners

-0,21%**

(0,07)

-0,33**

(0,13)

-0,32**

(0,13)

Ownership size that
belongs to largest

shareholder

0,002***

(0,001)

0,004***

(0,001)

0,003***

(0,001)

Number of owners *
Low district security of

ownership

0,09

(0,06)

0,07

(0,23)

0,06

(0,25)

Number of owners *
High district security

of ownership

0,32**

(0,12)

0,52**

(0,20)

0,50**

(0,20)

District low security of

contract law

0,47**

(0,26)

0,66**

(0,31)

0,62**

(0,31)

District high security

of contract law

0,32

(0,21)

0,54**

(0,26)

0,50**

(0,25)

District low
compliance with tax

rules

0,03

(0,33)

-0,28

(0,48)

-0,29

(0,49)

District high
compliance with tax

rules

-0,21

(0,25)

-0,25

(0,33)

-0,22

(0,32)

District low
compliance with

departmental rules

0,20

(0,38)

0,62

(0,52)

0,63

(0,53)

District high
compliance with

departmental rules

0,46**

(0,21)

0,61**

(0,25)

0,61**

(0,25)

District low corruption

-0,62*%**

(0,22)

-0,85***

(0,30)

-0,83***

(0,28)
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District high corruption | -0,62*** (0,18) -0,88*** (0,25) -0,86*** (0,14)
HoReCa 0,17(**) (0,09) 0,38*** (0,09) 0,37*** (0,20)
IT&C -0,03 (0,10) -0,04 (0,12) -0,05 (0,11)
Industry (HoReCa) x
Employees number -0,002*** | (0,003) -0,01*** (0,004) -0,01*** (0,003)
Industry (IT&C) x
Employees number 0,00 (0,00) 0,00 (0,01) 0,00 (0,00)
Respondent's age 0,00 (0,002) 0,00 (0,002) 0,00 (0,002)
Respondent's sex 0,18** (0,06) 0,19** (0,07) 0,18** (0,07)
Intercept 0,63 ** (0,30) -
Prob>F 0,00 -
Prob > chi2 - 0,00 0,00
R-squared 0,18 -
Pseudo R-square - 0,18 0,18
McKelvey & Zavoina's
R2 - 0,62 0,63
No. of observations 318

* significant at 10%; ** significant at 5%; *** significant at 1%

Table 6.

Results of comparative analysis of subsamples

Independent sample\Variable Concentration of ownership
Hired CEO, mean value 68.88

Owner-CEO, mean value 75.06

Pr(T <1) 0.02

N 335
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Appendix.
Estimation model variables’ description

Variable label

Variable name

Variable contents

Dependent variable (Y)

Variable equals 0, if respondent answered that the actual management style, corporate strategy and structure

change Change necessity correspond to the existing business needs, 1, if respondent answered that the actual management style, corporate
strategy and structure do not correspond to the needs of business existing on market.
o Variable equals 0, if respondent answered, «hired CEO manages the firm », 1, if respondent answered «owner
owner Owner participation )
manages the firm ».
Independent variables (X)
o dh Low district hostility of The variable equals an average value of all responses “Very low level of hostility”, and “Rather low than high level
o_dhost
B officials of hostility” in the tax district that respondent's firm belongs to, excluding the opinion of the very respondent.
hi dh High district hostility of The variable equals an average value of all responses “Rather high than low level of hostility”, and “Extremely high
i_dhost
B officials level of hostility” in the tax district that respondent's firm belongs to, excluding the opinion of the very respondent.
o d Low district security of The variable equals an average value of all responses “Low level of ownership security”, and “Below average level
0_dosec

ownership

of ownership security” in the tax district that respondent's firm belongs to, excluding the opinion of the very
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respondent.

High district security of

The variable equals an average value of all responses “Above average level of ownership security” and “High level

hi_dosec i of ownership security” in the tax district that respondent's firm belongs to, excluding the opinion of the very
ownership
respondent.
ownnum Number of owners This variable equals to the number owners there were in the respondent’s firm at the moment of survey.
_ Ownership size that belongs This variable equals to the percentage that largest shareholder(s) of respondent's firm owned at the moment of
ownsize
to largest shareholder survey.
o d Number of owners * Low | This variable is obtained by multiplication of variables ownnum and lo_dosec.
nlo_dosec
B district security of ownership
hi d Number of owners * High | This variable is obtained by multiplication of variables ownnum and hi_dosec.
nhi_dosec
B district security of ownership
o ] The variable equals an average value of all responses “Low level of contract rights security” and “Below average
District low security of ) ) ) o ) ] o
lo_dcont level of contract rights security” in the tax district that respondent's firm belongs to, excluding the opinion of the
contract law
very respondent.
R ] The variable equals an average value of all responses “Above average level of contract rights security” and “High
) District high security of ) o o ) ) o
hi_dcont level of contract rights security” in the tax district that respondent’s firm belongs to, excluding the opinion of the

contract law

very respondent.
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District low compliance with

The variable equals an average value of all responses “Low level of tax rules compliance” and “Below average level

lo_dtaxc | of tax rules compliance” in the tax district that respondent's firm belongs to, excluding the opinion of the very
tax rules
respondent.
o ) The variable equals an average value of all responses “Above average level of tax rules compliance” and “High level
) District high compliance ) ) o ) ) o
hi_dtaxc ) of tax rules compliance” in the tax district that respondent's firm belongs to, excluding the opinion of the very
with tax rules
respondent.
o ) ) The variable equals an average value of all responses “Low level of departmental rules compliance” and “Below
District low compliance with ) ) o ] )
lo_ddepc average level of departmental rules compliance” in the tax district that respondent's firm belongs to, excluding the
departmental rules o
opinion of the very respondent.
o ) The variable equals an average value of all responses “Above average level of departmental rules compliance” and
) District high compliance ) ) ) o ) )
hi_ddepc ) “High level of departmental rules compliance” in the tax district that respondent's firm belongs to, excluding the
with departmental rules o
opinion of the very respondent.
The variable equals an average value of all responses “Low dependence of business on personal relations with
lo_dcorc District low corruption officials” and “Below average dependence of business on personal relations with officials” in the tax district that
respondent's firm belongs to, excluding the opinion of the very respondent.
The variable equals an average value of all responses “Above average dependence of business on personal relations
hi_dcorc District high corruption with officials” and “High dependence of business on personal relations with officials” in the tax district that
respondent's firm belongs to, excluding the opinion of the very respondent.
audit Audit This variable equals 1 if respondent answered “My firm has its annual financial statement checked and certified by
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an external auditor”, 0 if respondent gave negative answer. to the same question.

Use of new management

This variable equals 1 if respondent answered “Above average dependence of business on personal relations with

new_ap uti officials”, or if he responded “High dependence of business on personal relations with officials”, 0 if respondent
solutions
gave different answer.
Control variables
size Employees quantity Variable equals the average number of employees for three years.
] Variable equals 0 if respondent’s company does not belong to a HoReCa industry, and 1, if respondent’s company
horeca HoReCa industry o
does belong to this industry.
] Variable equals 0 if respondent’s company does not belong to an IT&C industry, and 1, if respondent’s company
IT IT&C industry o
does belong to this industry.
e Industry (HoReCa) x This variable is obtained by multiplication of variables logsize and horeca.
sizehor
Employees quantity
it Industry (IT&C) x This variable is obtained by multiplication of variables logsize and IT.
sizei
Employees quantity
respx Respondent's sex The variable equals 1 if respondent’s sex is male, O if respondent’s sex is female.
respa Respondent's age The variable equals respondent's age.
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