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Abstract

The paper focuses on listed companies controlled by other (listed or not listed) entities. The decision-
making power of listed subsidiary’s boards could be strongly influenced by (or instead could be
autonomous from) the parent companies’ board. However, so far literature on corporate governance
seems not to have considered adequately this aspect as well as the impact of that influence on listed
companies’ financial performance and on corporate governance variables. The main objective of this
paper is to explore how and why this phenomenon is relevant, giving some preliminary suggestions on
the interpretation of the ownership structure, board demography and the financial performances of
directed listed subsidiaries. In order to explore the relevance of the phenomenon, we use a sample of
Ttalian listed companies controlled and consolidated by other companies for the year 2010. The
analysis shows that 71.4% (145 firms) of Italian non-financial listed companies are consolidated by the
respective controlling entities and 24.1% (35 firms) of these listed subsidiaries declare to be directed by
their parents. Thus, they are not independent economic entities and the effort to study the relationship
between corporate governance variables and firm performance could be strongly biased.
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1. Introduction

The extant literature on corporate governance has
sought various ways to find out how firms’
financial performance can be affected, among
others, by the ownership structure (e.g.
concentrated vs. widely held firms; family vs. non-
family firms) and board demographics, (e.g. board
size, Ceo duality, outsider ratio). However, the so
called input—output studies have given ambiguous
results, stimulating scholars to present new
perspectives on corporate governance research
(Dally et al., 2003; Huse et al., 2011).

Many of the corporations analysed by scholars
are parent companies since they have subsidiaries,
either wholly or partially owned (La Porta et al.,
1999), whose financial data are consolidated into
the parent’s financial statements.

When the company under observation is the
holding of a business group, normally the focus of
researchers is not on its separate financial
statements but instead on the consolidated of the
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group. In fact, the separate financial statemefts o
the holding company has the problem of being
affected by intra-group transactions whereas the
consolidated is considered as the financial
statements of a group of legal entities presensed a
those of a single economic entity, since intragroup
assets and liabilities, equity, income, expense&s an
cash flows relating to transactions between estitie

of the group must be eliminated in full. From this

consideration it seems that the consolidated
financial statements as well as the reporting
economic entity (i.e. the business group) are
independent from external influences.

However, the consolidated financial statements
used by researchers may be provided by sub-
holdings that operate in wider business groups. The
effects of transactions, when present, between the
first level holding and the controlled sub-holding,
as well as those between the latter and the other
affiliates, are not eliminated by the consolidation
procedures.
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This aspect is particularly relevant when the
sub-holding is listed and the transactions with the
parent and the other affiliates are carried out to
serve the interest of the parent itself or thathef
wider group. Indeed, the directed transactionsctoul
strongly affect the financial performance of dieztt
listed companies.

This is obviously an important area also in
terms of relationship between the board of the
parent and that of the sub-holding under
observation. Indeed, the sub-holding’s board may
be absolutely dependent from the parent or instead
it could present an elevated degree of decision-
making autonomy. In the former case, even if a
sub-holding provides the consolidated financial
statements of its group as if it were a single
business entity, the relevant economic entity is
represented in the consolidated of the first level
parent company. In the latter case the sub-
consolidated is more significant since it is more
independent from the parent at the top of the group

So far, the literature seems not to have
adequately considered these important aspects. In
fact, many scholars collected samples in countries
where business groups are pervasive (e.g. ltaly,
France, Spain), without taking into account the
dependency of listed firms from their parents (e.g.
in Italy: Barontini and Caprio, 2005; Perrini et,al
2008; Prencipe et al., 2011; Zattoni and Minichilli
2009). In other terms, researchers seem to
underestimate the delegation/centralization of the
decision-making power by the holding when the
subsidiary is a listed company, since they mainly
treat listed subsidiaries and groups they eventuall
control as independent economic entities.

Moreover, parents of listed subsidiaries may be
in turn listed. For example, for U.S. companies it
has been observed that ‘although in most situations
the parent of a controlled company is an individual
or a non-public entity, in some instances conttblle
companies are, or may become, controlled by a
public parent’ (Rubin, 2006). This phenomenon is
also relevant in all Countries that see the presenc
of pyramidal business groups (La Porta et al.,
1999). For instance in Germany, the largest
shareholder of Volkswagen AG is another listed
company, Porsche AG, in France the listed Louis
Vuitton Moét Hennessy (LVMH) is controlled by
the listed company Christian Dior SA, in Italy the
listed Saipem SpA is controlled by the listed Eni
SpA.

Stemming from these considerations and
focusing on listed subsidiaries, the main objective
of this paper is to explore how and why this
phenomenon is relevant, giving some preliminary
suggestions on the interpretation of the ownership
structure, board demography and the financial
performances of directed listed subsidiaries.

In order to answer to these research questions,
supported by the literature on centralization-
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autonomy within the business groups and on
subsidiaries’ board, the paper focuses the attentio
on the Italian listed companies. Our use of the
Italian context is motivated by the fact that
according to the Regulation introduced by the
ltalian Corporate Law Reform of 2003, it is
possible to know if the parent company exercises
the decision-making power or whether this power is
delegated to the subsidiaries’ insiders (direcsors
executives). Indeed, subsidiaries have to indicate
their correspondence and official documents, such
as in their financial statements, whether the
controlling parent company exercises a
management activity over them.

To explore the relevance of the phenomenon
we use a descriptive statistics on the sample of
companies listed in the Italian Stock Exchange
controlled and consolidated by other companies at
the end of 2010. The analysis shows that 71.4%
(145 firms) of ltalian non-financial listed
companies are consolidated by the respectivedliste
or non-listed) controlling entities. In addition,
following the Italian group Regulation, 24.1% (35
firms) of these listed subsidiaries declare to be
directed by their parents. Thus, they are not
independent economic entities and the effort to
study the relationship between corporate
governance variables (e.g. ownership structure and
board composition) and firm performance could be
strongly biased.

Our findings have several implications to
academics, practitioners and policy makers.

First, we explore an important bias in the
interpretation and use of empirical research that
investigate  the relationship  between the
performance of directed listed subsidiaries ani the
board of directors. Thus, we address the resulting
ambiguity that characterises this type of corporate
governance studies (Dalily et al., 2003).

Second, we give some preliminary suggestions
on how should, this phenomenon be reflected in
regulatory policies and codes of corporate
governance. In particular, regulators should rejuir
a transparency of the eventual directing activity o
the parent, imposing additional disclosure whes thi
activity is carried out. The code of corporate
governance of directed subsidiaries should disclose
how they manage the potential conflict of interest
that arises from the agency problem between the
directing holding company and their minority
shareholders and creditors.

The reminder of this paper is organized as
follows. The next Section discusses the ownership
control and management within business groups.
Section three is dedicated to the institutional
background in Italy and to the description of the
most relevant aspects of the Italian business group
Regulation. Section four describes the research
design. Section five is dedicated to the descriptiv
statistics results and to the answers to our rekear
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guestions. Section six concludes with a summary of
the basic results and a discussion of potential
implications for researchers, practitioners and
regulators.

2. Ownership, control and management
within business groups

Several studies have documented the presence of
business groups around the world (Claesstra,
2000; La Porta et al, 1999; Morck, 2006).
Nonetheless, business groups are a relatively
underserved research topic (Boyd and Hoskisson,
2010). Scholars propose different definitions of
what a business group is (Cuervo-Cazurra, 2006;
Khanna and Yafeh, 2005). In this study we adopt
that of Chang and Hong (2002: 266), who define
the business group as a ‘gathering of formally
independent firms under single common
administrative and financial control, and are owned
and controlled by certain families’. That definiiio

is particularly useful for our purpose, because
despite the presence of formally independent legal
entities, the business group is considered asghesin
economic entity.

The term “economic entity” is often recalled by
accounting standards, especially for what concern
the consolidated financial statements, i.e. ‘the
financial statements of a group in which the assets
liabilities, equity, income, expenses and cash $low
of the parent and its subsidiaries are presented as
those of a single economic entity’ (IFRS 10),
without considering the borders of the legal esiti
The entity theory of consolidated financial
statements focuses on the economic entity as a
whole, recognizing that the parent, while not
owning 100% of the assets, has effective control of
the entire subsidiary (Moonitz, 1942).

To be consolidated, a legal entity must be
controlled by its parent company. According to
IFRS 10 (8 6) ‘an investor controls an investee
when it is exposed, or has rights, to variablerretu
from its involvement with the investee and has the
ability to affect those returns through its poweeio
the investee’. Moreover, ‘an investor controls an
investee if and only if the investor has all the
following: (a) power over the investee; (b)
exposure, or rights, to variable returns from its
involvement with the investee; and (c) the abitay
use its power over the investee to affect the aoun
of the investor’s returns’ (IFRS 10, § 7).

Therefore, the accounting standard requires the
parent (theinvesto) to consolidate a subsidiary
legal entity (theinvesteg when it issubstantially
controlled even if the parent does not exert its
power. Indeed,control is the ability to use the
power (to direct the relevant activitieswhile
managements the exercise of the control power,
i.e. the exercise of the decision-making power.
These are the definitions of control and
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management that we use in this paper, since we
want to investigate also the significance of the
consolidated financial statements of different leve
of sub-holdings companies.

The control is generally presumed by reason of
the ability to elect the majority of the board of
directors —de jurecontrol. Since the parent retains
voting control, it has the authority to select the
subsidiary’s directors. However, the concept of
control also includes what is often referred talas
facto control. An example ofle factocontrol might
be a situation in which a parent holds less tha 50
of the voting rights of a subsidiary but it is egbu
to force the latter to act in accordance with its
wishes.

Pursuant to IFRS 10de jure and de facto
controls are only indicators of a potential
substantial control, i.e. the power to govern. butle
there could be exceptional circumstances where it
can be clearly demonstrated that possessiodeof
jure and de facto control does not constitute
substantial control (IFRS 10, § 11).

Following this reasoning, we can say that the
substantial control can be an important indicator,
which lets presume the direction activity by the
parent. However, as seen for the indicators of
substantial control, the controlling entity may
demonstrate that control does not lead to a doecti
activity.

2.1. Separation betwween ownership,
control and management

Scholars use cash flow rights to measure corporate
ownership and voting rights for control. The most
common instruments to separate ownership from
control are: pyramiding, cross-ownership, golden
shares and dual class equity.

While the separation between ownership and
control has been widely investigated (Claessen et
al., 2000; Faccio and Lang, 2002; Grossman and
Hart, 1986; La Porta et al1999), that between
control and managemenhas not been adequately
explored.

Claessens et al. (2000) study the separation
between control and management ‘by investigating
whether a member of the controlling family or an
employee of the controlling widely held financial
institution or corporation is the CEO, chairman,
honorary chairman, or vice-chairman of the
company’. They find that in East Asia countries the
separation of management from ownership control
is rare while there is no separation between contro
and management.

In this paper we analyse the separation between
control and management, referring to the parent-
subsidiary relationship and more specifically te th
parent-listed sub-holding relationship.

Indeed, we state that in a business group the
control is separated from the management when the
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parent (listed or not listed) company delegates the
exercise of the decision-making power to the
subsidiaries (see, Figure 1, Hypothesis A).

We can also say that the delegation of the
decision-making power proves that the subsidiary is
the parent's agent. That delegation raises the

headquarters—subsidiary agency problem, mainly
studied in multinational enterprises (Kim et al.
2005), since the interests of the subsidiaries may
not always be aligned with those of the parent or
whit that of the group as a whole.

Figure 1. Control with and without direction activity

Hypothesis A: Control without direction

Hypothesis B: Control and direction

Consolidated financial statements of Alfa

Controlling (but not Parent as a
directing) company “Alfa” principal
’ 4
Sub~conso|idated‘ﬁnancia|
statements of Beta
v v
Non-directed listed Subsidiary
sub-holding “Beta” asa
| E— parent’s
— agent

Subsidiary A ‘ ‘ Subsidiary B

Consolidated financial statements of Alfa

Controlling and directing
company “Alfa”

Sub-consolidated|financial
statements of Befa

Directed listed sub-
holding “Beta”

’ Subsidiary A ‘ ‘ Subsi;yiary B ‘

Source:Our elaboration.

Subsidiary autonomy can be defined as the
decision-making rights that are granted by the
parent (Gammelgaard et al., 2012). A subsidiary
possesses high autonomy when it exercises the
power to direct the operational and/or strategic
decisions. Low autonomy arises when the parent
largely makes such decisions. Some scholars make
this distinction, clarifying that autonomy ‘may
either be delegated by headquarter or developed by
the subsidiary’ (Young and Tavares, 2004: 228),
while  decentralization concerns  delegation.
However, for this study we use the terms
decentralization (of the parent) and autonomy (of
subsidiary) synonymously, without make a
distinction between the two.

Following the IFRS 10, it means that even if
the parent has the ability talifect the relevant
activities’ of its subsidiaries — and for that reason
the consolidated financial statements are requested
— the former may decide to delegate the
management to the latter.

Nevertheless, despite the possibility of the
parent to separate control from management of the
subsidiaries, scholars on corporate governance
normally consider the group as single economic
entity with a unitary direction activity exerciség
the holding company.

The main assumption is that the group
facilitates the reduction or even the removal of
important transaction costs, since the corporate
hierarchy performs more efficiently than is possibl
through the market governance of transactions
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(Coase, 1960; Williamson, 1985). The costs
reduction is one of the reasons for the establigtime
of business groups, especially in developing
economies, where markets have a high degree of
inefficiency (Claessens et al., 2006; Goto, 1982;
Khanna and Palepu, 1999; Khanna and Yafeh,
2007; Leff, 1978).

Moreover, from the literature on pyramidal
groups, characterised by a high separation between
ownership and control, it seems that the first lleve
holding company manages all the companies
located at different levels of the control chairg(s
Figure 1, Hypothesis B). In this case the subsydiar
does not have the role of the parent’s agent, lsecau
of the absence of the decision-making power
autonomy. In other terms, parent and subsidiary are
considered as a single economic entity.

For the Italian context, Zattoni (1999) states
that ‘large Italian groups are characterised by a
pyramidal structure at the head of which there is a
holding company, that is the managing centre of all
group’s activity’. Indeed, it would seem that the
parent company at the top of the wider group not
only controls but also directs its controlled sub-
holdings, to achieve, among other things, the
synergy effect in the interest of the whole group.

However, in pyramidal groups scholars
normally interpret the direction activity of the
parent in a negative way since the controllingypart
at the top of the control chain, has an incentve t
divert resources within the group through
intragroup transactions (Almeida and Wolfenzon,
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2006; Claessens et al., 2000; Friedman et al., ;2003
La Porta et al., 1999). The high separation between
ownership and control associated with the
management of the controlled subsidiaries could
lead to significant private benefits for the

controlling party at the expense of minority

shareholders (Doidge et al., 2009; Dyck and
Zingales, 2004; Nenova, 2000).

2.2, The autonomy-dependence of
subsidiary boards in MNEs

The issue of subsidiary autonomy or dependence
has been mainly investigated by the literature on
multinational enterprises (MNEs) (Birkinshaw,
1997; Birkinshaw et al., 2005; Gammelgaard et al.,
2012; Young and Tavares, 2004). From the
literature review on MNEs conducted by Young
and Tavares (2004) emerges that the attitude to
centralization/decentralization  of the parent
company’s decision-making power depends, among
other things, on parent company factors (e.g.
culture and management style, mission and
objectives, planning and control mechanism),
certain subsidiary characteristics (acquisition enod
of establishment) and subsidiary evolution (longer
established affiliates), MNEs strategies of glotal
regional integration. These factors are particularl
relevant in MNEs because of the different
geographical contexts in which subsidiaries operate

Thus, the lack of studies of subsidiaries
autonomy in non-multinational business groups
probably depends on the fact that in these groups
the parents normally centralizes the decision-
making power, since subsidiaries do not need
adaptation to the local contexts.

Also the literature on corporate governance is
mainly focused on the autonomy-dependence of
subsidiary boards of MNEs.

Kiel et al. (2006) explore the autonomy of
decision-making power for subsidiaries that are
called to deal with a global business strategy. The
alternatives mostly arise ‘considering cost redrcti
pressures on the one hand and the extent of local
market responsiveness on the other hand’ (Kiel et
al., 2006: 570). Thus, while in a global stratelg t
subsidiaries board are completely dependent by the
parent (they are rubber stamp boards), a
multidomestic strategy is often associated with
substantial strategic decision making at the
subsidiary level, and then the subsidiary boards ar
much more independent. In case of total
dependence from the parent ‘the subsidiary’s legal
board, comprised entirely of local managers, is a
compliance board with no formal responsibilities
outside those required under law’ (Kiel et al., @00
572).

Leksell and Lindgren (1982) find three
different roles for foreign subsidiary board: extar
roles; internal roles; legal role. For the firsterthe
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function of the board is to act as a link betwe®n t
foreign board subsidiary and its host environment.
The second focus on the linkages and relationships
between the foreign subsidiary and the MNC as a
whole. The third is just a law role since the law
countries in which subsidiaries operate prescribe
obligations to the board of directors, which of
course must be fulfilled by the subsidiary board
(e.g. conducting the annual general meeting and
attesting to legal matters such as the annual
corporate reporting to regulators). Indeed, some
countries require that foreign corporations do
business through a domestically incorporated legal
entity.

2.3. The legal role of board of directors
and the subsidiary directors’ dilemma

As observed in the previous sub-section, scholars
agree on the fact that when the parent centralizes
the decision-making power the subsidiary board
play merely a passive legal role. Thus, the
importance of that role seems to be underestimated
by the literature on MNEs, especially for what
concern the influence of legal obligations on
decision-making power.

Conversely, the legal role of subsidiary boards
has been underlined by the corporate law literature
also for non-multinational groups.

In his article, Padfield (2004: 111) writes
‘subsidiaries: separate entities with their ownrboa
of directors-that should mean something’. The
importance is primarily connected to the legal
responsibility (Huse and Rindova, 2001) toward
parent company, creditors, minority shareholders
and Government.

Gouvin (1996: 288) argues that ‘although
subsidiaries play a significant role in our econpmy
surprisingly little has been written about the dsti
of their directors. Holding companies raise legal
dilemmas for subsidiary directors that are easier t
ignore than to resolve’. The subsidiary director’s
dilemma is well represented by Padfield (2004: 80)
when he writes: ‘imagine, for example, that you are
a director of a wholly-owned subsidiary. You are
faced with a dilemma. You can either: serve the
parent and risk being sued by creditors, regulators
and/or other constituencies; serve the subsidiary
and risk being sued and/or fired by the parent; or,
you can quit. Where shall you look for guidance?’.

As we will discuss later, the subsidiary
director’'s dilemma is particularly relevant in case
of non wholly-owned subsidiaries especially if they
are listed, because of the conflict of interestt tha
could arise from the agency problem between the
directing holding company and minority
shareholders of those controlled companies. Indeed,
boards have a legal responsibility to protect
owners’ interests (Fama and Jensen, 1983; Jensen
and Meckling, 1976). This role is important not
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only when the controlling shareholder (or the
management) intends to extract private benefits but
also when the subsidiary is managed by the parent
in the interest of the group but against the irgtisre

of its shareholders.

We could expect that the outsiders of listed
subsidiaries ask for a board that is autonomous
from the parent mainly when the separation
between ownership and control is elevated. Indeed,
there are at least two perspectives through widch t
interpret the directing of the parent company over

the subsidiaries: efficient and opportunistic
perspectives.
The efficient perspective interprets the

directing activity as favourable to the firm and it
outsiders. The main assumption is based on
transaction costs theory and assumes that corporate
hierarchy performs more efficiently than is possibl
through the market governance of transactions
(Williamson, 1985). Theopportunistic perspective

is based on agency theory (Jensen and Meckling,
1976) and interprets the direction activity as
potential tools of expropriation by insiders, i.e.
managers, dominant shareholders or both, to extract
private benefits at the expense of the outsiders.
Thus in controlled listed subsidiaries with high
separation between ownership and control the
direction activity may be interpreted in a negative
way, since that separation is considered as a proxy
to assess indirectly the degree of expropriation
(Claessens et al., 2000; Faccio et al., 2001).

3. Institutional background in Italy and
the Italian business group regulation

3.1. Institutional background in Italy

Italian companies are characterised by the
ownership concentration, for both unlisted and
listed companies (Bianchi et al., 2001), as well as
by the presence of pyramidal business groups
controlled and managed by families via a complex
chain of holding companies (Aganin and Volpin,
2003; Bianchi and Bianco, 2006; Zattoni, 1999).

Differently from the widely held firms, in those
with  concentrated ownership the dominant
shareholder protects its interests against maregeri
abuse, because the marginal benefits of improved
performance exceed the marginal costs of
monitoring (La Porta et al 1999). In lItaly, the
major shareholder generally controls the
composition of the board of directors and
influences the corporation’s activities (Di Pieta
al., 2008). That situation gives a high probabitiy
implement actions which can be advantageous to
the controlling shareholders but cause damage to
minority ones through the extraction of private
benefits of control (Type Il agency problem).

In Italy banks and other financial institutions
have a limited role in the corporate governance
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because of their not having a significant ownership
in the companies, even if the banking system is the
main source of outside corporate financing (Melis,
2000). Scholars have shown the poor investor
protection that characterised Italian listed
companies (Melis, 2000; Volpin, 2002; Zingales,
2008) and the risk of minority expropriation
through related party transactions (e.g. tunnéljing
especially in complex group structures (Johnson et
al., 2000; Kirchmaier and Grar)05).

3.2. The interest of the whole group and
the holding liabilities. Pierce the
corporate veil

The law has for the most part treated parent
companies and their subsidiaries as separate legal
entities (Padfield, 2004).

Parent companies are not traditionally held
liable for the debts or actions of their subsidiari
However, under corporate law of some countries, a
court may “pierce the corporate veil” of the parent
if it finds an appearance of impropriety through
guestionable share transfers or other fraudulent
means of avoiding the subsidiary’s liabilities (Ese
et al., 2008). In other words, when the group is
managed as aingle economic entifyall the legal
entities of a group may be treated asirgle legal
entity.

The Iltalian ‘Corporate Law Reform’
(Legislative Decree No. 6/2003) has introduced
some corporate rules for the regulation of business
groups. These rules are related to the “management
and coordination activity” dttivita di direzione e
coordinamentp exercised by the parent over its
subsidiaries.

The headquarters-subsidiaries relationship is
often based on the centralization of the decision-
making power in the parent company, in order to
manage the group as if it were a single economic
entity and then to reach the system effect allowing
subsidiaries to bring different benefits (e.g. sop
and scale economies, financial synergies).

However, complying with the group’s policy
may have negative consequences for subsidiaries,
for example when the interest of the group corlict
with that of the single subsidiary and consequently
with its stakeholders (e.g. minority shareholders
and creditors).

Under Article 2497 of the Italian Civil Code, a
specific liability of parent companies with direagi
and coordinating power (directing company) over
their subsidiaries (directed legal entities) for
damages incurred by the latter is expressly
maintained. In particular, legal entities which, in
carrying out management and coordination
activities on other companies, act in the inteodst
their own or third parties’ business, in breacthaf
principle of correct corporate management, are
directly liable: (i) with the minority shareholdeo$
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the directed and coordinated companies and (ii)
with the creditors of the same companies. Thus, the
Italian Group Regulation pierces the corporate veil
of the parent, treating the group as a single legal
entity.

The Italian group regulation aims to advert and
discourage the activities imposed by the parent
without considering the interests of the subsidiri
and its stakeholders.

This law is significant at least for two other
reasons: (1) it is based on the theory of
compensatory advantages (Cariello, 2006; Denozza,
2000; Fasciani, 2007; Rossi et. al., 2002), whieee t
prejudicial impact of the parent company’s decision
may eventually be offset by the benefits arising
from the directed companies’ participation in the
group structure; (2) the subsidiaries board haee th
obligation to disclose if they are managed and
coordinated by the parent company and the reasons
that led to transactions with some particular types
of related parties (e.g. transactions between two
subsidiaries directed and coordinated by the parent
company).

Thus, because of the group regulation the legal
role of Italian subsidiary boards has an important
impact on the decision-making power of the
holding company and its subsidiaries.

Indeed, the subsidiary board members will be
able to disregard the directives of the parent anly

they consider that the latter actdrinthe interest of
their own or third parties’ business, in breach of
the principle of correct corporate managemelit
board members carry out the detrimental directives
of the parent they jointly and severally liable wit
the parent for the damage caused to the outsider of
the subsidiaries. Thus the Italian group regulation
allows to the subsidiary board members to solve
their dilemma (serve the parent or the subsidiary
interest? See Section 2.3).

3.3. The publicity of management and
coordination activity within the Italian
business groups

The Italian group regulation (Article 2497-bis of

the Civil Code) requires that the submission to
directing activity be expressly indicated in the

company’s correspondence and official documents,
including the notes to the financial statements and
the management report of the directors.

That disclosure allows analysing the parent-
subsidiary relationship in order to understand
whether the controlling company also manages and
coordinates its subsidiaries, regardless the pcesen
of directors and managers of the parent in the
subsidiary board.

Figures 2 and 4 show the legal entities map of
two Italian family listed groups.

Figure 2. De Benedetti business group

De Benedetti family

i

Carlo De Benedetti &
Figli Sapa

1
. I 51.6%
()

[Comessa]

[}
. 45.9% +5,4%*
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Other non listed companies
controlled and directed by Cofide

Other non listed companies
controlled and directed by Cir
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* Treasury shares without voting rights
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- ruppo Editoriale
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Spresso
E’] Listed company Non listed company e Ownership link = +» Management and coordination link

Note: The ultimate owner is indicated in a dash-line bordered box at the top.

Source:Di Carlo (2013).

The listed group controlled by De Benedetti
family has a pyramidal structure (Figure 2) and
operates in unrelated sectors. Cofide is the pure
listed holding of De Benedetti group. CIR is a
Cofide investment listed subsidiary. It is active i
the energy sector, media, automotive components,
healthcare and financial investments (private
equity, venture capital, non performing loans,tstar

ups).
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Sogefi is a CIR listed subsidiary and one of the
major international groups operating worldwide in
the sector of automotive components. Gruppo
Editoriale L'Espresso is also a CIR listed subsigia
and it is one of the leading media groups in Italy
with interests in publishing, radio, advertising,
internet businesses and television. Consolidated of
Cofide group combines financial statements of the
listed sub-holdings CIR, Sogefi, L'Espresso and all
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of those of their subsidiaries, while that of CIR
combines Sogefi and L’Espresso groups. Thus,
within the consolidated statements of Cofide group
we find the effect of the different industries and
sectors where listed De Benedetti companies and
their subsidiaries operate. Often researchershese t

variable “industry” in their empirical study withbu
considering this aspect. In other term, the ingustr
and sector are normally referred to the holding
company while the financial performance
represented in the consolidated are referred to the
whole group.

Figure 3. Share market price of listed sub-holdings of Da&ketti group
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bresso | Loouel | [RSIN R
Yahoo! AW 0
giu-12 |ug-12 age12 %12 oft12 nov-12 -
Sourcewww.it.finance.yahoo.com
Moreover, Figure 3 highlights the dependence largest communication groups that includes

of the share market price of the listed parent
company Cofide from the results of its controlled
and directed listed sub-holding CIR. The share
market price of the latter company depends, among
other things, on that of the other direct and ieckr
listed sub-holdings (Sogefi and L'Espresso).

The market capitalizations of the listed
companies of De Benedetti group are strictly
related. Thus, for a research conducted on this
group it may be better to consider just the
capitalization of the Cofide company, since all the
controlled parties are subjected to the direction
activity of the ultimate controlling parent (Caile
Benedetti & Figli Sapa).

In Figure 4 Fininvest is the non-listed holding
company of Berlusconi group and the world's
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Mediaset, Medusa, a leading company in the
cinema sector, the publishing listed company
Mondadori and Milan A.C. in sport. Mediaset listed
group is the first commercial broadcaster in Italy
and one of the major media companies at European
level. Mondadori is the Italy’'s biggest book and
magazine publisher and the third-largest publisher
of consumer magazines in France. Fininvest has
also an important joint stake with the Doris Group
in Mediolanum, specializing in pensions, banking
and insurance financial services. Consolidated of
Fininvest combines the sub-consolidated of
Mediaset and Mondadori and all their subsidiaries.
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Figure 4. Berlusconi business group

100%

Milan SpA [

Fininvest SpA
39% __——

i Berlusconi family

T |s01% TTea35%

>| Other non listed companies
controlled by Fininvest

|

v v oy

[ Wedissetspa | [ Mondadorispa | I Medi;ianumSpAH
I ] |

T

¥

Other non listed
companies controlled and
directed by Mondadori

Other non listed
companies controlled
directed by Mediaset

Other non listed
companies controlled and
directed by Mediolanum

===» Joint Venture link

Eﬂ Listed company Non listed company == Ownership link = > Management and coordination link

Note: The ultimate owner is indicated in a dash-line bordered box at the top.

Source:Di Carlo (2013).

De Benedetti and Berlusconi listed groups
present different situations, not only in terms of
separation between ownership and control but also
between control and management. Indeed, all the
listed sub-holdings of Berlusconi group declare to
be not managed and coordinated by the parent
company Fininvest, whereas in De Benedetti group
all listed sub-holdings claim to be managed and
coordinated by the respective parent.

4. Research design

This section discusses the methods, variables and
data collection employed to explore the
phenomenon of the separation between control and
management within business groups, giving some
preliminary suggestions on the interpretation & th
ownership structure, board composition and the

4.1. Sample selection and data
collection

Taking into consideration what was observed for
De Benedetti and Berlusconi groups (Figure 2 and
4), we present the first results of an empirical
investigation conducted on companies listed in the
Italian Stock Exchange at the end of 2010. This
year is particularly significant in that is the yea

before a further Consob Regulation (No. 16191 —
implementing the provisions on markets of
Legislative Decree 58/1998) that prohibits to
consider as independent directors the personseof th
directed subsidiaries that are also directors & th
directing parent company. For instance, in De
Benedetti group (see Figure 2) the directors of the
listed sub-holding CIR Spa, who are also directors
in Cofide, cannot be qualified as independent

financial performances of the directed listed directors in CIR Spa.
subsidiaries. Therefore, the results of our analysis can be
more easily extended to listed companies that do
not operate in countries having regulation sinmidar
the Italian one.
The initial sample for this study is composed of
all the listed companies of Borsa lItaliana Stock
Exchange (261 firms). Panel A (Table 1) shows the
selection procedures.
Table 1.
Panel A: Sample size and selection procedures fdre study
Description 2010
Initial sample (Borsa Italiana 261 firms) 261
Excluded:
Financial companies -58
Companies without a controlling and consolidatin¢ding -58
Final usable sample 145

Because of a patrticular regulation provided for
financial companies they were excluded from the
initial sample. Indeed, compared to other
companies, financial ones have to follow the Banca

d’ltalia regulation in terms of financial statement
disclosure.

We also excluded all the companies that are not
controlled and consolidated by other companies.
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For instance, we did not include companies
controlled directly by individual, coalitions, and
those widely held. According to the Italian group
regulation only for controlled and consolidated
subsidiaries is due the presumption of management
and coordination activity of the parent (see the
Italian Civil Code, Article 2495exie3.

Thus, the sample selected consists of all the
companies listed on the Italian Stock Exchange,
controlled and consolidated by other companies
with different types of ultimate owner (e.g. State,
family, coalitions). Since the selected listed
companies control at least one entity they all
present the sub-consolidated financial statements,
and therefore they are all sub-holdings.

Panel A shows that 71.4% of the Italian non-
financial listed companies (203 firms) are
controlled and consolidated by other companies
(see also Bianchi and Bianco, 2006). This
information is of great interest, since under the
Italian group Regulation the management and
coordination activity by the parent is presumed in
case of consolidation. In other terms when a parent
controls a subsidiary it is presumed that the farme
exercises the direction activity over the latter.

The analysis is based on secondary data
collected using the annual report of the listed
companies, the Borsa lItaliana (the Italian Stock
Exchange) and Consob websites, the annual reports
on corporate governance, all for the year ending 31
December 2010. As the analysed companies are
listed, they all adopt the IAS/IFRS and in partiul
the same consolidation procedure.

In particular, data on ownership structure were
hand collected from the Consob website.

Companies’ annual report provided the
necessary data to populate the information
regarding the direction activity, while from the
corporate governance codes we extracted the
information on board composition.

5. Descriptive statistics results

5.1. Characteristics of the controlled
listed companies

The sample was divided into three subgroups
(Table 2): the first is composed by the listed
companies that claim to be subjected to the
direction activity of the parent (hereinaftdirected
subsidiaries or directed sub-holdings see Figure

1, Hypothesis B —, the second group includes
companies that claim to be not directed (hereinafte
non-directed subsidiaries or non-directed sub-
holdingg — see Figure 1, Hypothesis A —, while the
third group includes those companies that do not
declare whether they are directed or not
(hereinafter, non-declaring subsidiaries or non-
declaring sub-holdings However, under the Italian
law, companies must provide the disclosure on the
direction activity by the parent only if they are
subjected to this direction. So companies that do
not declare anything are presumably not directed.
Nevertheless, the third group is distinguished from
the first one, since the absence of such disclosure
can be interpreted as an index of low transparency.

Table 2.

Panel B: Industry Distribution of the Sample

Declare to be not directed Declare to be directed

No declaration

Industry group Number Percentage Number Percentage Number Percentage
Basic Materials 3 4,1% 1 2,9% 0 0,0%
Consumer Goods 18 24,3% 8 22,9% 9 25,0%
Consumer Services 10 13,5% 8 22,9% 4 11,1%
Health Care 5 6,8% 0 0,0% 1 2,8%
Industrials 25 33,8% 11 31,4% 12 33,3%
Oil & Gas 4 5,4% 1 2,9% 1 2,8%
Technology 6 8,1% 2 5,7% 5 13,9%
Telecommunications 1 1,4% 0 0,0% 1 2,8%
Utilities 2 2,7% 4 11,4% 3 8,3%

Total 74 100,0% 35 100,0% 36 100,0%

Despite the presumption of direction activity in
case of control, out of the 145 sample firms (Table
2, Panel B), 74 declare to be not directed by the
controlling company (51%), whereas 35 firms
(24%) declare to be directed and 36 firms (25%) do
not declare anything. Therefore most of the listed
companies controlled by other companies assert to
be not managed and coordinated by the respective
parent (see Figure 1, Hypothesis A). These first
results seem to contradict studies that consider th
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group as if it were a single economic entity beeaus
of the managing activity centralized by the
controlling parent company.

The following two examples contain the
declaration of direction activity given by
Lottomatica SpA controlled and consolidated by the
non-listed company De Agostini SpA, and the
declaration of non-direction activity given by
Mediaset SpA controlled and consolidated by the
non-listed company Fininvest SpA:
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The majority shareholder of company interests
is De Agostini S.p.A., whose wholly owned by
Marco Drago’s B&D Holding and C. S.a.p.A.
Pursuant to Article 2497 of the Italian civil
code, the Company is subject to the
management and coordination of De Agostini
S.p.A., and is publicly traded on the Italian
Stock Exchange. Lottomatica annual report
(2010).

Mediaset SpA defines its own strategies
independently and that it has total
organisational, operational and transactional
autonomy, not being subject to absolutely any
directional or coordinating actions by
Fininvest, regarding its own business activities.
Specifically, Fininvest does not issue any
directives to Mediaset nor does it carry out any
technical, administrative or financial support
or coordination activities on behalf of Mediaset
and its subsidiaries’. Mediaset annual report
(2010).

The main reasons provided by the controlled
companies in their annual report on the fact of not

being subject to management and coordination (74
companies) can be grouped into the following
categories: (a) presence of a number of independent
directors capable of ensuring the independence of
the board of directors; (b) autonomy of the bodrd o
directors from the parent; (c) lack of strategic
management and coordination activity by the
parent; (d) the management of the investments in
subsidiaries by the parent has only of a financial
nature; (e) prohibition in the company bylaw of the
parent to exercise management and coordination
activity over the subsidiaries; (f) absence of fakm
rules or procedures, which may emerge a concrete
management and coordination activity; (g) simple
declaration of not to be subjected to management
and coordination activity by the parent.

Thus, the level of transparency provided in the
financial statements ranges from a minimum in
which the subsidiary declares simply not be
directed at a level where firms indicate, point by
point, the reasons that lead to preclude the eserci
of the management activity by the parent, sinég it
presumed in case of consolidation.

Descriptive statistics on the characteristic of
the controlling parent company are provided in
Panel C (Table 3).

Table 3.

Panel C: Characteristic of the controlling company

Declare to be not directed Declare to be directed

No declaration (36

(74 firms) (35 firms) firms
Number Percentage Number Percentage Number Percentage
. . - No 66 89,2% 24 68,6% 35 97,2%
Direct controlling company is listed Yes 8 10,8% 1 31,4% 1 2.8%
Direct controlling company is Italian e / A0 : AU & e
g company Yes 67 90,5% 34 97,1% 32 88,9%
Twenty listed firms controls other listed Cofide for his/her sample, he/she should exclutle al

companies. Therefore, these companies belong to
groups with a pyramidal structure (e.g. Sogefi &n D
Benedetti group, see Figure 2). It signals a
potentially high level of separation between
ownership and control and a higher risk of
expropriation by the controlling owner.

This information is extremely important for the
selection criteria used by researchers who want to
explore the relationship between corporate
performance and corporate governance. Even if the
controlled listed company is an independent
economic entity, since the listed parent does not
exercise a directing activity over it, the consatetl
financial statements of the latter depends on the
financial statements of the former, since they are
combined and thus strongly correlated. Thus the
consolidated listed company should be excluded
from the sample, even if not directed, when the
researcher has selected the financial data of its
controlling company. For instance, looking at
Figure 2 if a researcher selects the listed company

”
NTERPRESS
VIRTUS,

140

the other listed companies (CIR, Sogefi and
L'Espresso) consolidated in the financial statement
of Cofide group, even if these controlled sub-
holdings were not directed (Section 2.2).

Foreign parents control 12 listed lItalian firms.
The percentage of firms controlled by foreign
parent companies is higher in firms that declare to
be not directed. Contrary to what is documented by
the literature that considers the decision-making
power delegation of the parent mainly to foreign
subsidiaries, in our sample almost the totalityhef
parents of non-directed lItalian listed subsidiaries
are located in Italy.

Among the 35 directed sub-holdings there are
some highlighting in their annual report the ways i
which management activity is carried out, even if
the ltalian law does not request this further
information. Also in this case we grouped the given
statements in the following categories: (a) pravisi
of services, such as human resources, cash flow
management, real estate, finance, legal and tax; (b
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advise on business strategies; (c) guidelines en th
appointment of directors; (d) approval of related
party transactions.

From the list above it is evident that directed
companies interpret the management activity in
various way.

However, the “management and coordination
activity” by the parent over its subsidiary is
regulated but not defined by the Italian Law. Hali
case law has identified ‘management’ as the
direction of the group as a whole under a unitary

Comparing the three groups we can observe
that in directed sub-holdings the percentage of the
controlling shareholder is higher than in the other
two groups and the percentage of shares owned by
the second largest shareholder is lower as well as
that in the hands of the dispersed ownership.

Moreover, the percentage of firms that de
jure controlled is higher for firms that declare to be
directed. Probably, since fade facto controlled
subsidiaries the perceived risk of expropriation by
the controlling company is higher, it may be

operational direction and ‘coordination’ as a convenient to show the separation between control
specific  means of implementing a single and management. The declaration of no
management by creating links between the management activity by the controlling party may

management of all the group entities. Coordination
generally refers to collaborative actions taken to
achieve a unity of effort within the organization
(Lawrence and Lorsch, 1967). Thus, the
management and coordination activity (referred to
within this paper as “direction activity”) consisié
giving a unitary operational direction to different
companies, by applying a common financial policy

and strategy, and managing them as a unique entity.

5.2. Ownership structure and board
composition of directed subsidiaries.
The interests of the parent company,
subsidiaries, and the whole group

Table 4 shows the ownership structure (Panel D)
and board composition (Panel E) of our sample.

be used in order to persuade minorities that there
would not be extraction of private benefits of
control, and thus to prevent a reduction of share
value. Moreover it allows maintaining the corporate
veil of the parent.

For what concerns the board composition
(Panel E), directed subsidiaries have on average th
lowest number of directors and the highest outsider
ratio (number of outside directors divided by the
board size).

The directing activity leads to interpret these
variables in a different way compared to the same
variables observed for non-directed companies.

In directed companies the responsibility of the
financial results is not entirely attributable teeir
boards because they also depend, in a more or less
relevant way, by the board of the parent.

Table 4.

Panel D: Descriptive statistics on Ownership Structre

Declare to be not directed (74

firms Declare to be directed (35 firms) No declaration (36 firms)
Variables Mean Median SD Mean Median SD Mean Median SD
%DIRCONTR 54,3% 56,3% 14,2% 60,1% 59,0% 13,7% 53,0% 56,6% 16,5%
%2ndLARGEST 6,7% 6,0% 5,0% 5,0% 5,0% 4,1% 7,9% 7,3% 5,5%
%RELEVANT 5,6% 2,7% 6,6% 3,7% 2,9% 3,9% 6,2% 2,2% 8,8%
%DISPERSED 32,3% 31,9% 12,2% 30,5% 29,9% 12,3% 31,7% 32,1% 14,5%
%TREASURY 1,1% 0,0% 2,2% 7% 0,0% 1,7% 1,3% 0,0% 2,1%

%DIRCONTR= % of the direct controlling company (voting righ %2ndLARGEST=% of the 2nd largest shareholder. % RELNVA% of the 2nd
largest shareholder. %DISPERSED=% of the dispeveertrship (less that 2%). %TREASURY=% of Treasingres

Panel E: Descriptive statistics on Board Composition

Declare to be not directed (74

firms Declare to be directed (35 firms) No declaration (36 firms)
Variables Mean Median SD Mean Median SD Mean Median SD
N° of directors 9,1 9,0 3,1 8,6 9,0 4,8 8,8 9,0 3,7
N° of executive directors 3,0 3,0 1,5 2,1 2,0 1,6 2,9 2,5 1,9
N° of non executive directors 6,1 5,0 2,8 6,5 7,0 4,2 59 5,0 3,3
N° of independent directors 3,1 3,0 1,7 3,6 3,0 29 2,8 3,0 1,6
Outsider ratio 63,0% 69,0% 19,8% 64,3% 78,0% 29,7% 62,3% 65,0% 22,3%

This leads to a number of considerations that
impact on the studies carried out so far on the
relationship between board composition and
corporate financial performance.

Suppose to study the effect that board
composition (as well as board processes) of the
directed sub-holding Sogefi (see Figure 2) could
have on the financial performance of that firm.
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Board members could be the same of the parent
CIR, so these directors maybe carrying the interest
of Sogefi as well as the interest of the parent.CIR

Indeed, in a business group there are three
different interests, expressed by: the parent
company, subsidiaries, and the whole group.

The interest of the parent and that of
subsidiaries is to create value for their sharedrsld
The problem arises when the holding company is
tempted, for example, to use related party
transactions and transfer pricing in order to diver
resources from the subsidiaries in which its
percentage of ownership (cash flow rights) is lqwer
towards those where it is higher. However, the
parent could use intragroup transactions and
transfer pricing not for the private interest ot th
controlling shareholder but rather for the intemfst
the whole group.

As argued by Gouvin (1996) ‘In many
situations, the board of directors of the subsidiar
corporation is not free to take action that ishe t
best interests of the subsidiary as a corporabian,
instead must do as the parent corporation demands
[...] Therefore, the boards of subsidiaries often
engage in activities that serve only the intere$ts
the parent - even when corporate law imposes a
duty on the directors to act in the interests dieot
parties’.

The interest of the whole group is the
equilibrium point, the centre of convergence
between the interest of the parent and that of the
subsidiaries (Gambino, 1993). In particular, the
interest of the business group is to guarantesdhe
called “system effect”, so that the whole (i.e. the
group) is higher than the sum of the parts (i.e. th
single legal entities).

Moreover, some harmful transactions ordered
by the parent may be accepted in the interesteof th
whole group by the board of the directed company,
because of the liabilities of the former and thht o
the latter is excluded when the damage is offset by
compensatory advantages (see Section 3.2).

In this regard, the Italian code of self discipline
(2011) provides (Section 1.C.6) that ‘the decisions
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of each director are autonomous, to the extent
he/she makes his/her choices with free judgement,
doing so in the interest of the issuer and the
generality of the shareholders. Therefore, even
when management choices have been evaluated,
addressed or otherwise influenced in advance,
within the limits and in compliance with the
applicable provisions of law, by those exercising
management and coordination activitiesr by
subjects participating in a syndication agreement,
each director shall pass resolutions in autonomy,
adopting resolutions which may, reasonably lead —
primarily — to the creation of value for the
generality of the shareholders in the medium-long
term’.

Therefore, in directed subsidiaries it is
appropriate to distinguish the concept lobard
independencefrom that of dependence on the
parent company'’s directive&ven a directed board
must maintain in any case an independent
judgment, because of its legal role (see Section
2.3).

The Consob Regulation (No. 16191) provides
specific rules for listed companies subjected to
management and coordination by another Italian or
foreign company with shares listed on regulated
markets. For example, a board of directors in which
the majority of members are independent directors
is required. Moreover, as pointed out before,
persons appointed as directors in the company or
entity with management and coordination or in
listed subsidiaries of that company or entity cdnno
be qualified as independent directors.

This last point is of particular importance and it
is justified by the fact that the interest thatediors
should safeguard is not only that of the subsidiary
in which they carry out their role, but also thdt o
the directing parent company as well as of the
whole group.

This situation is represented in Figure 5, where
minority shareholders (and more in general all the
outsiders) of directed listed subsidiary “B” find
their agents in the directing listed company “A”.
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Figure 5. Agents and principals in directed subsidiaries
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In this case the direction activity raises the
director’'s dilemma influencing his/her service and

monitoring roles in the su

Rindova, 2011), as he/she has two principals (the
holding and minority shareholders) that could have

conflicting interests (e.

company “A” order detrimental transactions to

things, the processes and task performance of
subsidiary boards (Forbes and Milliken, 1999;
Pettigrew, 1992).
In Figure 6, minority shareholders (and more in
general all the outsiders) of the non-directecetist
subsidiary “B” find their agents in that company,
since company “A” does not exercise the direction
activity.

bsidiary board (Huse and

g. when the holding

subsidiary “B” in the interest of the group). The

principal-principal conflict

may affect, among othe

Figure 6. Agents and principals in non-directed subsidiaries
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According to the Consob Regulation, directors
of a non-directed subsidiary can maintain the
qualification of independent even if they are
directors in the board of the non-directing parent.
However, if the separation between the control and
management is just apparent and not real, also the
independence of these directors is just apparent.

Since in Panel E (Table 4) the number of
independent directors is referred to the year Ilgefor
the application of the Consob Regulation, it is
possible that some of these directors have became
not independent in the next year, since they serve
also the board of the parent, while some others
maintain that qualification because, even if they
serve the board of the parent, the controlled
company declares to be not directed.

The role of independent directors of directed
subsidiaries (Figure 5) must necessarily be
reinterpreted within the business group since they
shall protect the outsiders’ interests in the dase
the directing parent (the agent) asks to the dickct
subsidiary to conclude detrimental transactions in
the interest of the parent company or of the major
shareholder. Instead, when the harmful actions are
ordered in the interest of the group (e.g. in Fégbir
holding A orders to sub-holding B to sell services
to non-listed companies controlled directly by A at
lower price than the market price), the independent
directors of the damaged subsidiaries should
evaluate the potential benefits that their directed
firms receive because of the belonging to the
business group (see Section 3.2).

6. Conclusions

Studies on the relationship between board
demographics and firm performance has given so
far a resulting ambiguity (Daily et al., 2003).this
paper we have addressed an important bias in the
interpretation and use of empirical research that
have investigated that relationship.

In Italy, more than half of the listed companies
(71.4%) are controlled by other entities, some of
which are listed. These companies are, in turn; sub
holdings since they control other subsidiaries.sThu
researchers who focus the attention on the Italian
Stock Market should be aware that they mainly

collect data from sub-consolidated financial
statements. The phenomenon is particularly
relevant considering that 24.1% of those

subsidiaries declare to be managed and coordinated
by their parent companies. Thus, the number of
independent economic entities listed in the Italian
Stock Market does not coincide with the number of
listed companies, being lower.

This paper has several implications to
academics, practitioners and policy-makers.

Empirical studies that do not take into account
the above aspects could be heavily biased. The bias
can affect both dependent and independent
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variables (Judge, 2008). We refer primarily to the:
accounting-based indicators (e.g., earnings per
share, ROA, ROE); market-based indicators (e.g.
market price, price to earnings); corporate
governance variables (board demographics and
board processes).

With regard to studies on board, it is not
adequate to analyse the effect that board
composition and processes may have had on the
financial performance or on the stock prices of
directed (not independent) companies, without
taking into account the consequences generated by
the management and coordination activity of the
parent. In fact, the responsibility of financiatuéts
of directed companies might be only partially
attributable to their boards, since they are also
carrier of the interest of the directing parent
company.

Sometimes the links between directing and
directed companies are so close (e.g. they opirate
the same business, the majority of their boards are
composed by the same directors) that in order to
study the relationships between corporate
governance and financial performance it is
appropriate to analyse the consolidated financial
statements of the whole group as well as the board
of the first level consolidating parent.

Moreover, even if some listed subsidiaries are
independent from their listed parents, the
consolidated financial statements of the latter
depend on the financial statements of the former,
since they are combined and thus strongly
correlated. Thus we suggested to exclude the
consolidated financial statements of the
independent listed companies, when selecting the
financial data of their listed parents.

In addition, financial indicators may be
strongly affected by transactions with related
parties guided by the directing parent company,
while the board of directors of the directed
companies may face severe constraints from the
board of the parent, since the latter is carri¢th®
interest of the whole group.

As provided by the Italian law, directors of
directed company who sit as directors in the
directing company may not be considered as
independent, because they carry the interest &f bot
companies. The specificity of the Italian regulatio
must be taken into consideration when comparing
the Italian corporate governance with that of other
countries.

The results of our analysis have shown that
Italian companies interpreted the direction agfivit
in a different way with each other. Some directed
companies do not mention the type of direction
exercised by the parent. In addition, non-directed
companies often do not specify the reason why
even if controlled they are not directed.
Nevertheless, the Italian Regulation does not
require this disclosure.
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However, the disclosure of the management
and coordination activity has been of extreme
importance in the analysis of the performance and
responsibilities of persons called to govern the
companies subject to such direction activity, since
the outsiders of directed companies find their
agents in the directing parent company (see. Figure
5).

It would be appropriate that regulators require
a disclosure on the eventual directing activityhef
parent. For example, it should be disclosed what
type of directing activity is exercised and whag ar
its effects on governance (e.g. the dependence of
the subsidiary’s board) and financial performance
of directed companies. In particular, the objective
of the regulation should be to ensure that the
entity’s financial statements contain the disclesur
necessary to draw attention to the possibility ttsat
financial position and profit or loss may have been
affected by the existence of direction activitythg
parent. In other terms, it is important having the
information to evaluate the degree of autonomy of
the subsidiary boards and to understand how the
controlling company directs its subsidiaries. The
separation between control and direction, together
with the separation between ownership and control,
can be seen as a further indicator of the degree of
expropriation. For instance, two pyramidal groups
with the same separation between ownership and
control show a different degree of expropriation
depending on the direction activity by the parent.

The code of corporate governance of directed
subsidiaries should provide clear evidence on how
boards manage the conflict of interest with their
minority shareholders and creditors since they are
directed also to serve the interest of the paradt a
of the group.

Study limitations and future research

The main limitation of this study derives from the
use of the publicity given by the controlled
subsidiaries relatively to the fact of being marthge
and coordinated. Thus, it exploits the Italian
legislation requiring the subsidiaries to decldreirt
autonomy or dependence from the parent.

However, it is plausible that some companies
have found convenient to deny the subjection to the
directing activity (e.g. to avoid the responsilyilaf
the parent in case of damage to the outsiderseof th
directed company). In other words, for some
companies we could expect that the separation
between control and direction may be just apparent
and thus the number of independent economic
listed entites may be lower than we have
considered in our analysis.

Future researches should investigate more
deeply the phenomenon of separation between
control and direction, especially with regard to
listed companies controlled by other companies
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with a high separation between ownership and
control, in order to understand if they are depahde
or independent economic  entities and,
consequently, to better evaluate the risk that they
could be used by the dominant shareholder to
extract private benefits.

Since for some lItalian companies the declared
separation between control and direction may be
more apparent than real, scholars should propose
which could be the elements that indicate when a
subsidiary is managed by its parent company (e.g.
similarities between the activities carried outthg
parent company and its subsidiary; presence of
parent-subsidiary transactions; intra-group
directorship). This could be relevant both forital
companies that deny that their parents exercises th
management activity, even if they are substantially
directed, and for controlled companies of other
countries that do not have the legal obligation, as
the Italian one, to disclose that activity. It also
allows understanding, among other things, the true
independence of some subsidiary directors who also
serve the board of the controlling company.

Moreover, it could be interesting to give an
answer to the following research questions: What
are the reasons why controlling firms that have
strong links with their subsidiaries decide to
delegate the decision-making power? Why some
firms declare to be non-directed even if the parent
substantially exercises that activity? How does
management activity affects: firms financial
performance, board composition and processes,
ownership structure, of directed subsidiaries?

It would be worthwhile to investigate further
the usefulness of the listed sub-consolidated
financial statement in corporate governance
research, analysing how the management activity
by the parent and the legal responsibility of the
subsidiary boards could influence the effectiveness
of various corporate governance and disclosure
variables.

It would also be interesting to investigate how
different types of ultimate owner, such as State,
individuals, banks, influence the direction activit
of the parent.
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