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ABSTRACT

The Dutch capital market is peculiar, at least because of the three following reasons.
Only a rdatively smdl number of Dutch companies is liged a the Amgerdam Stock
Exchange, because most Dutch companies rase funds from retaned eanings, bank-
credits and long term borrowing. Furthermore, the relatively small group of listed
companies is heavily dominated by a smdl number of large companies. Findly, the
liquidity of the stock market is relatively low and concentrated in the thirty largest funds

Not only the dructure and functioning of the stock market influences the reaionship
between shareholders and company management, but aso the corporate governance
dructure of companies. Dutch corporate governance can be characterized as a system
aming a bdancing the interess of shareholders, management and workers. One of the
dde effects of Dutch legidation at this point is that it provides Dutch companies dso a
large number of measures to prevent hogtile take-overs. 4 o

In this chapter, the most important information about the Dutch capitad market will be
provided, as well as the most relevant legislation on corporate governance in The
Netherlands. This information provides the background for our andysds of the perception
by Dutch corporate financid managers of the short term pressures their shareholders
place upon them. We will dso try to evduate what the effects of short term pressures are
on Research and Devdopment (R&D) policy and R&D management in Dutch companies.
A find paragraph gives a brief summary of the mogs important findings and discusses the

most relevant findings of our sudy.



INTRODUCTION

Bavaria Brewing Company is one of the oldet and most successful family-owned
companies in The Netherlands. It has no quotation a the Amsterdam stock market and the
current owners see this as a great advantage. Ambrosius Swinkels bought the company in
1764 and his descendants made the company flourish, particularly in the period after the
Second World War. At the moment, the Bavaria Company is the second largest brewer in
The Netherlands, after Heineken, holding a 16 percent share in the Dutch beer market
and making sdes of gpproximately 500 million US dollars in 1996. It's current presdent,
Mr. PJJM. Swinkes, explains Bavarias recent successes by its capacity to react timely
and adequatdly to the changing tastes of consumers in today’s turbulent beer market. In
order to cope with compstition, Bavaria invested 90 million US dollars during the last
two years. These investments caused the 1995 net profit to drop from 20 to 18 million US
dollars. According to Swinkels, the stock market would not have accepted his investments
and would have reacted with a consgderable reduction in the stock pricee He sees a
quotation a the stock market as problematic: “In that case, | should have to devote 20 to
25 percent of my time to taking with financid andysds Mog financid expets and
invesors demand much up-to-date financid information, while loosng dght of the longer

term drategy of the firm. " (NRC, 1996).

Mr. Swinkels expresses an often heard concern for short-term pressures from the
capitd market, raisng the discount rate gpplied and/or foreshortening the time horizon of

investments. Invesments are consdered here dl expenditures amed a generating future



4
profits. Notable examples are spending on research and development (R&D) and on
intangible assets (like training of employees and developing the brand name). Some
authors clam that stockholders, especidly those in the UK and US, prefer short-term
benefits, like current profits and dividends, a the expense of future gains in order to
generate high rates of return (Jacobs, 1991, Dimsdale, 1994; Demirag, Tylecot and
Morris, 1994). This podtion is illusrated by pointing a the lower red cost of capitd in
Japan and Germany, compared to the cost of capital in the US and UK. This may be due,
it is cdamed, to the fact that in Jgpan large indudrid conglomerates are concentrated
around one or severd large banks (Keiretsu) and that in Germany banks participate to a
great extent in firms equity (Sykes, 1994). The intendfied links between providers of

equity (banks) and users may lower the cost of capital.

According to Hirschman's (1970) digtinction, stockholders can  communicate their
discontent with company policy ether by ‘voicdng or by ‘exiting. Voicing means usng
the appropriate shareholders formal powers of participation in company’s decision
making bodies, like the Annuad Generd Shareholders Meetings. It is generdly believed
that Japanese, German and, to a lessyr extend, Dutch providers of equity capitd use
voicing more than exiting to influence company behaviour. The more intensive
communication between management and shareholders facilitates the exchange of private
information related to future prospects of the firm. If shareholders possess more reliable
information, they may be prepared to provide funds more chegply and for longer periods,
permitting corporate management to inves more in the longer term, profitability of the
firm, while lessening short term pressures to generate cash for the shareholders. Some

authors clam that this explans the success of Jgpanese and German enterprises in
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comparison to US and UK firms (Demirag, Tylecotte & Morris, 1994; Dimsdale, 1994).
In the UK and US, shareholders are expected to use more frequently the option of
‘exiting’: they sdl ther shares, which can lead to lower stock prices. Lower stock prices
work in two directions. they increase the danger of a hodile takeover, and a the same
time make it difficult and expensve for undervaued companies to rase cgpitd. The
threat of a hodile takeover can be counteracted by companies ingdling barriers to the
transfer of control. In Germany, public companies are adlowed to issue non-voting shares
to an amount equd to that of dl voting shares. thus blocking possible hogtile take-overs

(Prevezer & Ricketts, 1994).

It can be argued that the short term pressure placed upon the company’s management
by its shareholders is dependent, among other factors, on the following four
circumstances: the capital structure of the firm (that is the baance between short term
debt, long term debt, shares and retained earnings), the composition of the firm's
providers of equity capital (proportion provided by wel informed large inditutiond
investors or by smdl privaie investors), the measures against hostile takeovers and
arrangements for participation of shareholders in decison making and control (provisions
for accounting, auditing and for the participation of shareholders in decison making
bodies). The first two circumstances relaie to the sources of funds and the orientation of
its providers, whereas the latter two describe some important aspects of the corporate
governance  structure.

As will be demondrated, the capitd dructure of Dutch firms is not very digdinct from
the capitd dructure of UK firms. There are, however, some differences in the other three

circumstances mentioned, especially in those related to corporate governance. For
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ingance, Dutch companies have a large aray of protectionistic measures available to

counteract hogtile taeke-overs, of which the most noticeable is the structural law

(Structuurwet).

THE DUTCH CAPITAL MARKET

The capital structure of Dutch firms is not very different from the capitd Sructure of
enterprises in some other OECD countries. According to OECD datigtics, debt financing
comprises short-term debts to banks and others, issuing of bonds and long term loans to
third parties. As can be agppreciated from table 1, the proportion of debt financing of
Dutch companies is lower than the proportion of debt financing of Itdian and Japanese
companies, but higher than US companies. Quite remarkable are the rdatively high
proportions short term debt financing in Jgpan, Itdy, Gemany and Begium. In most
countries this can be attributed to the involvement of banks in financing private
enterprise. These figures dso demondrate that banks do not only participate in equity
capitd (as has been clamed by Sykes 1994) but aso in providing short term loans as
well. In The Netherlands, a rdatively large share of capitd is provided by long term debt
financing, like in the United States. In dl countries, except for the US, a tendency seems
to exist to diminish short term debt financing in favor of more long term financial

arangements.

** INSERT TABLE 1 AROUND HERE ** |

The Dutch capitd maket can be divided into four different segments the equity
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market, where common stocks are traded, the bond market, where bonds, mortgage bonds
and bank bonds are traded, the private placements (‘over-the-counter’) market, where
conditions for capital transactions are directly negotiated between parties, and the real

estate market.

The Dutch stock market is in several respects different from other stock markets.
Only a smdl number of Dutch companies is liged a the Amsterdam stock exchange. In
the 1950's a tota of 500 Dutch companies was lised a the stock exchange. Mainly due
to a mergers and acquistions wave dating in the late 1960’s, this number has been
reduced consderably to 169 companies in 1995 (Camfferman, 1996). Most Dutch
companies, among them dso lage firms, ae not liged. These companies rase funds
from retaned eanings, bank-credits, long term borrowing from inditutiond investors,
cgpitd from an internationd parent company, or from private placements of common
gock a friendly organizations or a co-partnering companies.

The reativdy smdl group of lised companies is furthermore heavily dominated by a
gmal number of large companies The market-vdue of the Sx biggest companies shares
equals 60 % of the totd market-value of the outstanding shares a the Dutch stock market
(Dorsman etd, 1995). Mos Dutch companies, especidly smdler firms, seem to finance
operations by private placement of shares This market is larger and more important than
the officid stock market.

The liquidity of the stock maket is reatvey low, manly concentrated in the thirty
largest funds. The ‘free floa’ (the reative market-value of free tradable funds) is dso
relatively low and only related to some well-known funds, like Royal Dutch Shell,

Unilever and Philips (Frijns, 1995).
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The composition of the providers of equity capital in The Netherlands is roughly as
follows around 40 % of the shares are in hands of Dutch households and industry, some
20 % is owned by insurance companies, pendons funds and socid funds, while the

remaining 40 % comes from foreign investors (see table 2).

** INSERT TABLE 2 AROUND HERE **

At the bond market, the Dutch State, banks and insurance companies are dmost the
only providers of long term bonds. One of the man reasons for the dominant postion of
penson funds and insurance companies in the provison of debt cepitd is the postwar
legidation in socid security, oblying Dutch citizens to take insurances and save money
for retirement. In turn, banks insurance companies, and penson funds do not invest
heavily in gocks themsdves. The vadue of common docks in hands of inditutiond
investors equals 20 % of totd market vaue in 1995 (De Nederlandsche Bank, 1996). This
is a relaively low percentage, compared with the US where 40 % and with the UK where
more than haf of the stock value is in hands of inditutiond investors. From 1993
onwards, socid and penson funds have doubled their invetments in shares, holding
condant thelr investments in bonds. It is expected that the Dutch inditutional investors
will continue investing more in common shaes in the near future, given the recent

announcements that they would invest more in risk bearing securities.

CORPORATE CONTROL

Issues relaed to corporate control will be discussed, focusng on the Limited Liability



9
Company (besloten vennootschup: BV) and Public Limited Ligbility Company (naamloze
vennootschup: NV). In both the BV and NV, the two most important bodies are the
General Meeting of Shareholders and the Management Board. Dutch civil law mandates
the creation of these bodies, the creation of the Board of Directors (Supervisory Board) is
optiona, except for ligbility companies operating under the so-cdled Structurd Law
(Structuurwer). Under the Structural Law, the creation of a Board of Directors is
mandated (we will come to the Structurd Law provisons later).

By lav the Generd Meseting of Shareholders is entitted to gppoint, suspend and
discharge members of the Management Board and the Board of Directors* The Generd
Meeting has the right to approve the annual report, to demand information from
management and directors, to change the datutes, to buy own shares, to decrease the
number of outstanding shares and to dissolve the company. It furthermore has dl the
authorities which are not given to the other company bodies. Civil Law demands the
Generd Mesting of Shareholders to meet a leest once a year, within Sx months after
concluson of a finahcid year (Mendd, 1995).

The Board of Directors is mostly composed of more than one member, appointed by
the Gened Medting of Shareholders (sometimes a the nomination of the meeting of
priority stock holders). The responshility of the Board of Directors is to give advise and
to supervise the Board of Managers, serving the interests of the company a large. In this
quaity, the boad has the explicit task of representing al dsakeholders, not only the

shareholders, but dso the workers and management as well.

Before 1971, the Generd Meeting of Shareholders was entitled to gppoint and dismiss

members of the Management Board and to gpprove the financid statements of the firm, In
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1971 the Structurd Law (Structuurwer) took effect, which legdly obliges big public and
private limited ligbility companies to trander these competencies to a Board of Directors.

This obligation applies to companies holding more than 25 million Dutch guilders
(equaling around 15 million US dollars) in equity-capitd, employing a least 100 workers

in the Netherlands and holding the legal obligation to have a workers council.?

Companies under the Srructuurwer are also called ‘structural liability companies
(structuurvennootschappen). The man objective of the legidator was to provide workers a
greater say in the compodtion of and in decison meking by the man bodies of the
company (Mendel, 1995). Under the dructurd law, no longer the Generd Meeting of
Shareholders appoints the members of the Board of Directors, but new members of the
Board are appointed by the Board itsdf by a sysem of co-optation. Shareholders and
workers (represented by the workers council) have the right of proposing candidates and
they can aso veto the (intended) gppointment of a member of the board of directors. The
veto will be decided upon by the Enterprise Chamber of the Court of Justice in
Amsterdam (Rietkerk, 199 1).

Some responghilities of the Board of Directors are specified by Dutch civil law, like
the following. Important decisons with long lasting consequences for the firm, like
mergers, mgor invetments, dismissal of larger numbers of employees and issues of new
shares, have to be approved by the Board of Directors (Civil Law, aticle 162). This
board is dso entitled to gpprove the financid datements, while it is the only entity within
the firm holding the authority to appoint, suspend and dismiss members of the
Management Board as well as members of ther own Board. Smadler, public and private

companies are not obliged to ingal a Board of Directors, but they have the option to do

SO.
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The Structuurwet applies to roughly hdf of the liged companies a the Amgerdam
Stock Exchange. For these companies, the introduction of the Structuurwet caused a
significant shift of say from the General Meeting of Shareholders to the Board of
Directors. The intention of this law dealy is to voice the interets of more company
related parties than those of the shareholders done (Keuning & Eppink, 1990). The same
lawv, however, has dso some protectionisic festures agangt hodile takeovers. If the
present directors of the target company are not willing to permit representatives of the
acquiring company to teke part in their Board, they can effectivaly hinder the transfer of
corporate control. This makes a takeover less dtractive. We will discuss protectionistic

measures more extensvely in the following paragraph.

PROTECTION MEASURES TO HOSTILE TAKEOVERS

The United Kingdom and The Netherlands are the extremes on the dimenson of use
of ‘protection measures to prevent hodtile takeovers. In the UK a free takeover market is
propagated, prohibiting the use of protection measures. In contrast, Dutch firms can use a
wide aray of different protection indruments to defend themsdves againg possble
hodile take-overs. Sir Leon Brittan (former vice-presdent of the European Commission)
noted: ’... the managements of Dutch companies have shown an extraordinary
ingeniousness in constructing devices that insulate them from the competition for

corporate governance.’” (Brittan, 1989; dso cited by Rietkerk, 1991).

The Structuurwer offers the possbility of co-option within the Board of Directors of

target companies, defending it agangt members from companies seeking to takeover
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corporate control. A widespread dternative protectionistic measure is the use of a trust
office. The trugt office is a foundation holding the shares and the corresponding voting
rights. The shareholders whose shares are in hands of the trust office receive certificates
in return. Cetificates entitle shareholders to legd rights like the right to cdam dividend
payments. However, the voting rights atached to the origind shares reman a the trust
office. The trust office’'s Board of Governors use these voting rights to influence
corporate policy in the Generd Shareholders Medting. Legdly, the mgority of the
members of the trust officeé's board of governors has to be unrelated to the stock issuing
company. In practice however, most governors have friendly ties to the company’s
management. Because of these ‘friendly ties, management mostly expects the trust office
governors to be much more willing to agree with current corporate policy than individud
shareholders. The Structuurwet and the trust office are dso two common means to

obstruct possible hostile take-overs.

In addition, many more protection measures are in use to prevent a hodile takeover.
In an attempt to redrict the use of protection measures the Stock Exchange Association
issued additiond funds rules which are in force from November I, 1989 (Vereniging
voor de Effectenhandd, 1988; Rietkerk, 1991). In short, these rules provide that no firm

should use more. than two of the following protection measures.

1. Preferred (protection) stock: shares placed in hands of friendly shareholders, mostly
governors of a trust office. More than half of these governors has to be unrdated to
the prefered sock issuing firm.

2. Voting-trust certificates: certificates issued by trust offices, granting holders of
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catificates ownership while giving the voting rights to the trust office,

3. Priority sock: shares providing holders find decison making power over gppointing
managers and directors, atering stautes and issuing shares. Priority stocks can be in
the hands of managers and directors. Priority stocks cannot be used in combination
with the sructurd liability company (Drok, 1993).

4. Limitation of voting right per share: dautory redtriction of a maximum number of,
mostly 6, votes per shareholder.

5. Joint ownership of shares: al shares of the firm are owned by a holding company,
while the shares of the holding company ae quoted on the stock market. This
condruction prevents shareholders of the holding company to directly interfere with
the firm. Only the holding company’s board of governors gets complete control of the

dafars of the firm.

The trust office plays a dominant role in Dutch corporate governance. The trust office
can be the owner of common shares, it can be used to hold preferred stocks or to issue
certificates. Of the 169 listed Dutch companies 96 firms (56.8 %) have a trugt fund in
which part of the shares and votes are placed. For corporate governance purposes, the
voting rights placed in trus funds are important. Table 3 contans a summay of the
vating rights in hands of trug funds (Stichting Toezicht Effectenverkeer, 1995). As can
be appreciated, onethird of the trust funds has more than 333 % of the voting rights,
being able to block changes of datutes, which normdly need a two-third mgority. In case
of a threat of a hodile take-over, trust funds ae capable to issue preferred stock,

permitting 37 % of the trus funds to have a two-third mgority right, enabling these funds

to impose datutory changes if necessary.
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** INSERT TABLE 3 AROUND HERE **

Besdes these protection measures, a large array of other measures is dso available to
protect firms from shareholders influences Some of these are ‘legdific’  protection
measures, like redriction of the voting rights of shareholders and application of specid
magority rights. Others are ‘dructurd’ measures, like cross participations, ‘poison pills
and ‘crown jewels condructions. A recent study of protection measures and laws of
mergers and acquisitions in 23 countries reveded tha in the Netherlands more use is
mede of ‘legdidic’ protection measures, while in Germany and France more ‘sructurd’
measures are used (KPMG, 1995). EC's proposals to counteract protection measures
(dteration of the second directive and implementation of the fifth and thirteenth directive)

ae primarily targeted a reducing the ‘legdistic’ protection messures.

RECENT DEVELOPMENTS IN CORPORATE GOVERNANCE

In 1997 new legidaion will take effect to counteract protection measures. This
legidation is based on a common proposa by the Stock Exchange Association (VvdE) and
the Association of Stock Issuing Companies (VEUO, a managers association). In case a
shareholder owns a leest 70 % of the stocks of a target company during 12 months and
yet is not able to influence company policy because of protection measures, the
shareholder then is entitted to apped to the Amgerdam Court of Justices Enterprise
Chamber. This court can lift the protection measures if it comes to the concluson that
these measures conflict with the interests of the parties involved or with the interests of

the public a lage (VvdE & VEUO, 1995). The newly proposed legidation aready
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provoked severd reactions of interested parties. The Association of Investors (VEB) and
the large penson funds see the proposd as insufficient: they perceive the one year’'s
period too long and demand stronger measures to counteract protection measures (NRC,
1995). Banks, on the other hand, announced to participate more in ‘promisng firms,
trying to protect them agangt possble hogile takeovers. This would bring Dutch banks in
smilar podgtions as the German banks are a the moment (NRC, 1995). In reection to the
bill, severd larger private firms like Hoogovens, Ahold and DSM issued preferred stock
and placed it in hands of friendly stockholders (see dso Boot, 1996). These companies
are goparently trying to ingdl a ‘circe of friendly shareholders in order to discourage or
hinder third parties in trying to acquire a seventy percent share in the company. DSM
introduced in the Netherlands a unique share buy back programme. The company bought
shares back from the Dutch government for an amount of 600 million guilders. The
company converted these shares into preferred stock and placed it in hands of friendly
banks and insurance companies. The revenues of 500 million guilders payed by the
friendly shareholders were trandferred to the government. Stock prices rose consderably

because of these transactions.

These events, the internationa debates on corporate government and the large number
of Dutch shares. in hands of foreign investors (see aso table 2) cdled for a public debate
on the peculiaities of exiging legidaion and current corporate governance practice in
The Netherlands. The Investors’ Platform and the Association of Stock Issuing Companies
(VEUQ) installed a committee on Corporate Governance, the so-called ‘Committee
Peters’®, which published its recommendations in October 1996 (Committee Corporate

Governance in Nederland, 1996). The committee recommends that the podgtion of the
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shareholder should be strengthened and that the Board of Directors should play a truly
independent and critical role as supervisor and adviser of the Management Board. At the
same time, the committee recognizes the vaue of protection measures and the Structurd
Law. It therefore does not recommend to change legidation on these issues, but to

improve corporate governance practices.

The committee proposed a lig of 40 practicd recommendations, amed a-improving
the functioning of the Board of Directors, The Executive Board and the Generd Mesting
of Shareholders and of the interplay between these three parties. Most of these
recommendations aim at strengthening the position of investors and relaxing
protectionistic measures, especidly when these measures only lead to a limitation of the
shareholders  participation while no clear and direct threat of a hodile takeover redly
exigs The Boad of Directors should periodicdly publish a public document, explaining
what the sze and compogtion of the Board will be, how the tasks will be distributed
among its members and wha working-methods will be employed. These recommendations
should be based on a thorough andyss of the postion of the company.’ The Board
should aso publish yearly a paragraph in the annua report about its assessment of the
company drategy, the busness risks and the qudity of the corporae interna control
sydems. The most important recommendation is on the relationship between the company
and its shareholders. The committee invites the Management Board and the Board of
Directors of Dutch companies to evduate the reationship with their shareholders on six
main topics® and to report their findings as well as specific recommendetions to improve

these rdationships on a Generd Shareholders Mesting in 1998.
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PERFORMANCE PRESSURES

In order to assess corporate financid managers perception of capitad market short
termism a survey was prepared, partly based on a survey by Demirag (1995). In
December 1995, after reversed trandation and extensve pretesting of the questions, the
survey was sent to the controllers (or financid directors) of dl 167 Dutch public firms’
liged on the Amserdam stock exchange. Nearly 40 % returned the survey. From this
regponse, 82 % was usable for anadlyss. In our andyss dmost one third of the listed
companies from the Amgerdam Stock Exchange was included (see pand A of table 4).
Andyss of the nonresponse does not give any reason to expect tha the compostion of

the responding firms is biased (pand B of table 4).

** INSERT TABLE 4 AROUND HERE **

Table 6 shows that al economic sectors in The Netherlands are represented in the

sample.

** INSERT TABLE 5 AROUND HERE **

In order to measure managers perceptions of short-termist capitd market pressures,
we used an indrument developed by Demirag (1995). From this eght item instrument,
four quedtions turned out to be highly pogtively correlated. These questions were the

same Demirag found in his survey.
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The first question atempted to determine in general terms whether it is difficult to
provide profit figures which sisfy shareholders whils funding R&D projects which are
right for the busness. The mean of 2491 indicates that, on the whole. Dutch managers
do not perceive this issue as problematic.

The second question focuses on the concrete experiences financd manegers might
have bdancing short term profit maximization pressures from ther owners againg long
term interests of the company. It turned out that Dutch managers do not have experienced
this dilemma (mean of 2.442).

The third question relaes to the position analysts and major shareholders take in
prioritizing lower-risk short-term product development over high-risk long term research.
Dutch financid managers don't perceve andyss and mgor shareholders prioritise lower-
rsk projects over high-risk projects, athough the mean for this questions is somewhat
higher than for the other questions (2.627).

The fourth quettion is used to assess whether financiad managers percaive ther firms
to be a possble candidate for take-over. As may be expected, Dutch financid managers

do not perceive this to be the case (mean is 2.472).

The scores on the four items were added to a new and comprehensve measure of
‘short term pressureé from shareholders (or the cepitd market a large) on firms as
perceved by financid managers in Dutch companies.

This new vaiable is a reiable measure of short term pressure, displaying a Cronbach
dpha of 0.60. Generdly, lower limits around 050 or 0.60 ae fet to be acceptable

(Nunndly , 1967).
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The daa show tha dggnificant differences in ‘short term pressuré  exist  between
economic sectors (F-value = 7.0013, p = 0.0023). The newly constructed variable has a
lower limit of 4 and a higher limit of 20. The overdl mean for dl sample firms is 10.1.
High short term pressure firms are in Consumer Goods, Transport and Communicetions
and Banks & other financid inditutions (group mean of 11.6). Low short term pressure
firms ae in Capitd Goods, Insurance Companies and Mingd and Mining Industry
(group mean of 7.7). Firms experiencing medium short term pressures -are in the
remaning four sectors Badc Industry, Condruction Industry, Non-financid Service
Industry and Trade (group mean of 10.2) (see table 6). These results partly confirm
Demirag's finding of pharmaceutical and chemical firms perceiving low short term
pressures (Demirag, 1996). Mogt of the Dutch pharmaceuticadl and chemica companies

are located in the trade group and some in the basc industry group.

** INSERT TABLE 6 AROUND HERE **

SHORT TERM PRESSURES AND CORPORATE R&D POLICY

In this section, the reationship between short termism and corporate R&D policy will
be andyzed. High short term pressure indicates that corporate management perceives their
shareholders as being more interested in short term financid results than in the longer
teem prosperity of the firm. High short term pressure should therefore lead to less
invesments in R&D which do not promise a good return in the short term. We will
andyze these effects looking a different company decisons and activities on R&D,

divided into two groups, namely R&D Strategy and R&D Management. In the firs group
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issues related to R&D spending and corporate policies on R&D ae andyzed. In the
second group, company decisons regarding planning, budgeting and evduation of R&D

activities will be discussed.

R&D Strategy

It is to be expected tha firms perceiving high pressure from their shareholders for short
term results (which we cdl ‘high pressured firms or HPFs), will in gened inves less in
Research and Development in comparison with firms not percelving these short term
pressures. If we use red expenditures on R&D, this hypothess is confirmed (see table 7,
upper pat). Red expenditures on R&D is a figure which cannot be used across the
companies of our sample, dnce differences in company sze ae dso included in these
figures. If we express R&D expenditures as a percentage of sdes, which we cadl R&D
intengty, no dgnificant relaion between perceved high pressure and R&D  spending
gppears to exis. The hypothess can therefore not be confirmed. The difference between
these results show that in the whole larger firms percaive less short term pressure. The
Spear-man rank correlation between sdles (as a measure of sze) and perceived short term
pressure confirms this relationship (R? = - 0.5161 (p < 0.0001)).

We dso hypotheszed that high pressured firms would adso invest redively more in
goplied research than in fundamentd research. The results however do not indicate a
ggnificant relaionship between ‘perceived short term pressures and the portion of
fundamental research to tota research expenditures. This is contrary to what we expected
to find. One possble explandion is that it turns out to be difficult to indicate in practice

which research activities are fundamenta in nature and which ae applied. We didn't
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provide the respondents specific clues on the digtinction between agpplied and fundamenta

research.

** INSERT TABLE 7 AROUND HERE **

Apart from the actual expenditures on R&D, we dso asked corporate financia
managers about their intentions and aspirations regarding R&D, in other words ther
R&D policy (see table 7, lower pat). High pressured firms turn out not to invest heavily
in R&D, therefore it is to be expected that these firms compete not so much on innovative
product characterigtics, but much more on low cost production. The results do not show a
ggnificant relationship between ‘low cost drategy’ and high short term pressures. A good
reason for this finding could be that for ether drategy, being it product innovation or low
cost production, research and development activities are indispensable.

Perhaps we should look at R&D expenditures as a whole and think of them as overhead
activities. It can be expected that high pressured firms would be more inclined to cut back
R&D expenditures in times of financid crigs than firms which ae less pressured for
dort tem finencid results Our sample firms do not confirm this idea A possble
explanation for this result could be tha high pressured firms as wdl as low pressured
firms do not consder R&D exclusvely as ‘overhead activities. Both types of firms
gopear to handle R&D expenditures differently from other overhead expenditures.

Another dimenson of R&D adtivities is the time dimenson: inveding in R&D results
in immediate expenditures while the pay off will only teke place in a (more or less)
disant future period. It is to be expected that high pressured firms are driving more to

shorten the pay back period than low pressure firms do. The results of our sample firms
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however indicate the opposite high pressured firms appear to believe more strongly that
innovation through acquigtions (that is buying innovation in dead of devedoping it) is

less effective than innovation generated interndly.

R& D Management

Corporate financid managers in the Dutch sample firms appear to be quite heavily
involved in drategic planing of R&D programmes and in setting the budget for R&D
activities. It is to be expected that corporate management of high pressure firms will even
be more involved in planning and budgeting R&D activities, because of shareholders
demand for short term financid results Our results indicate that this is the case for top
management’s involvement in the draegic planning of R&D programmes, but not in
budgeting of R&D activities (see table 8, upper pat). A reason for this difference in
involvement could be that top management's active participation is mogdly redricted to
drategic matters, while the budgeting process is caried out mosly by financid daff and
other line managers. The results confirm active paticipation of top management in
planning R&D activities when high shareholders emphass on short term financid results

IS perceived.

Although there is no indicaion of top management’s direct involvement in the budgeting
process of R&D activities, it could be possble that budgeting of R&D programmes will
be caried out differently under high shareholders pressure than under low pressure. In
generd, the mogt important criteria in setting R&D budgets by the sample firms were

‘company’s targets in terms of growth and maketshare’, ‘competitors activities and
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‘evauations and financid reports on current projects. The least important criteria were:
‘last year's sdes. ‘last year's budget’ and ‘the company's cash postion.” Factor andyss
confirmed that two sets of budget criteria can be didtinguished: financial criteria
(containing three criteria ‘last year's profit, ‘next year's profit forecast’ and ‘the
company’s cash position’ (eigenwaarde of 2.33) and market criteria (conssting of the two
criteria ‘company’s targets in terms of growth and maketshare and ‘competitors
activities (eigenwaarde of 1.70). Summétion of the criteria scores in each of these two
sts leed to two new factors: financid criteria (Cronbach dpha of 0.73) and market

criteria (Cronbach apha of 0.49). It was expected that high pressure firms would pay

rdaivdy more atention to the financid criteria than low pressure firms Our  results
indeed confirm this hypothess high pressure firms pay dgnificantly more atention to
financid criteria than low pressure firms (see table 8, middle pat). The incressed
dtention to financid criteria does however not automaticdly lead to lower dtention to
market criteria. Our results do not show ggnificant differences between high pressure and
low pressure firms in emphasizing market criteria It seems that high pressure firms add
financial criteria to already existing market criteria in order to accommodate the

shareholder’s concarn for short term financid results.

** INSERT TABLE 8 AROUND HERE **

In evauating R&D peformance, we hypothesze that high pressured firms will emphasze
finencid criteria more and nonfinancid criteria less than low pressured firms. These
hypotheses are andlogous to those dated earlier for the budgeting process.

The sample firms appear to use many different criteria of which the most important are
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‘the dignment of the R&D project under review with existing R&D projects, ‘the added
vdue of the R&D peformance and ‘return on capitd invesed in the R&D project'.
Surprisingly, the least important criteria are ‘origindity, credivity and innovativeness
and ‘discounted cash flows” As with the budgeting criteria, factor anadyds confirmed the
exigence of two sets of evduation criteria The first set is labelled finencid criteria and
congdsts of the following four criteriaa ‘pay back period’, ‘return on invested capitd’,
‘added value and ‘discounted cash flows (eigenwaarde of 2.11). The second set can best
be characterized as inherent criteria, as it is composed of the following three criteria ‘the
dignment with exiging R&D projects, ‘origindity, credtivity and innovaiveness and
‘increase in market share  (egenwaarde is 1.69). Two new evauation criteria were
congructed by summing the scores of the underlying criteria, leading to a financial
criteria factor (Cronbach apha of 0.66) and a inherent criteria factor (Cronbach dpha of
0.70). Relating these two factors to perceived shareholders pressure for short term
financid results does not result in ggnificant corrdations (see table 8, lower part).
Apparently, both high as well as low pressured firms use financid and inherent criteria in
evduaing R&D performance. A possble explanation for this surprisng result may be
that the managerial implications of the assessment of R&D performance is not as
important as the alocation decison during the budgeting process. R&D expenditures are
modtly consdered as ‘discretionary costs, for which the most relevant decision is the
decison how to dlocate funds among the R&D projects avalable. In the assessment
process, evauation information on R&D projects must be as divers as the many different
dimensons because of the multidimensondity of R&D outcomes and of the uniqueness of
each R&D project. Conddering performance criteria after concluding the R&D project

does not seem to be manageridly very useful, dance no other reevant decison can be
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based upon this information. Short term or longer term drategic condderations will
therefore not have great impact on the way the find assessment of concluded R&D

projects is done.

CONCLUSIONS

The amount of short term pressure corporate financid managers perceve from ther
shareholders can be influenced by a least four factors: the capital structure of the firm,
the composition of the firm’s providers of debt capital, the measures against hostile
takeovers and arrangements for participation of shareholders in decison making and
control. In The Netherlands, most capita is provided by inditutiona investors and foreign
investors. It is to be expected tha these investors will be quite wel informed about the
longer term consequences of current (R&D-)decisons. Dutch sructural law, the use of
trust offices and a wide aray of provisons agangt hodile takeovers redtrict even more
the influence of less informed or less friendly shareholders in company policy matters. It
therefore is not very surprisng to notice that the corporate financid managers of the

sample firms do not perceive a high short term pressure from their shareholders.

Some differences in short term pressure however show up in our data: financial
managers of enterprises in consumer goods, trangport and communications, banks and
other financid inditutions perceive dgnificant higher short term  pressures from  ther
shareholders than firms in the capitd goods, insurance companies and the minerd and
mining indudry. It is driking to notice that most hypothess about R&D strategy were not

confirmed by the results, while at the same time they did confirm some important
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hypothesis related to R&D management. Apparantly , R&D policies ae influenced by
many other condderations than the short term orientation investors put on corporate
fineancd managers. On the other hand, if shareholders requir short term financid results,
corporate managers seem to be more involved in planning R&D programmes and they
gopear to put more emphass on dmilar financid criteria in the preparation of the R&D

budgets.

Some hypothesis however were not confirmed by the data One of the most driking
examples is the result that no clear corrdation exigs between short term pressure and
drategy in terms of low cost production versus product innovation. Apparently, for each
of these drategies R&D is needed, and short term versus long term pressures play an
equa role in both drategies We found an andogous example in the way financid
managers see R&D expenses. We hypothesized that high pressure firms managers would
perceve R&D more as an overhead activity which needs to be cut back in times of
financid crigs. The results show tha R&D activities ae not conddered differently by
high pressure firms in comparison with low pressure firms It seems as if overdl, R&D
activities are conddered quite different from other ‘overhead activities both by low

pressure as well as by high pressure firms.

To conclude, the patly confirming results give the impression that the diginction ‘low
pressure  versus ‘high pressuré  firms captures an important factor of the influence
shareholders may have on corporate policy, but this digtinction provides only a partid
image of the complex rdationship between company owners and corporate management.

It is therefore needed that we andyze more fully the different factors that are a work in



shaping this important relationship.
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OECD-countries as proportion

Countries 1992 1993
Equity Debt Equity Debt
Long term Short term Long term  Short term

United States 49.4 34.3 16.3 47.2 30.0 22.8
Japan 32.8 22.4 44.8 335 23.7 42.8
Span 38.5 23.2 38.3 37.9 25.0 37.1
Italy 23.6 22.3 54.1 22.9 24.1 53.0
Germany 38.7 16.0 45.3 38.7 16.5 44.7
Belgium 39.3 19.7 41.0 40.6 19.9 39.5
Netherlands 42.3 26.1 31.6 38.4 32.0 29.5

Sources: OECD Statistics, CBS Statistics 1995 and 1996, Sdu/uitgeverij, ‘s-Gravenhage.
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Table 2 Ownership of shares in The Netherlands (in percentages of the totd vaue of

shares)
Owner categories 1986 1990 1994 1995
Banks 0.8 0.7 0.6 0.8
Indtitutional  investors ! 13.4 19.0 18.8 19.1
Foreign owners 47.2 44.0 41.8 39.3
Investment companies 1.6 15 1.2 1.3
Other ? 36.9 34.8 37.6 39.4
Total 100.0 100.0 100.0 100.0

Sources: Committee Peters, Corporate Governance in Nederland, Secretariaat Corporate
Governance, Beursplein 5, Amsterdam, 1996.

D. insurance companies, penson funds and socid funds
2. the remaining shares, modtly in hands of households and industry
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Table 3. Percentages of listed Dutch companies having a trust fund, according to the
voting rights exercised by them in 1994 (N = 96).

Lessthan Between Between More than Total voting

33.3% 33.3% and 50%  50% and 66.6% 66.6 % rights

Redl voting rights 64.5 % 6.5% 5.9 % 23.1 % 100 %
Voting rights including 52.1% 59% 41% 37.3% 100 %

potential rights

Source; Stichting Toezicht Effectenverkeer, 1995.



Table 4: Analyss of the Response and Nonresponse of the survey

Panel A: Response to the Survey.

Number of Questionnaires sent

Number of Questionnaires received

167 (100%)
65 (39 %)

Number of Quedtionnaires used in andysis 54 (32 %)

Panel B: Analysis of the Nonresponse (n =26 (16%)).

too busy to respond
too many surveys received

information required is too
senstive to disclose

no interest in the subject
illness and holidays

62 %
8%
4%

15 %
11 %
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Table 5: Didribution of sample firms according to Economic Sector

Number of Percentage of dl

Economic Sector sample firms firms in sector
1. Consumer Goods 6 22 %
2. Capital Goods 4 16 %
3. Badc Industry 10 42 %
4. Condruction Industry 3 25 %
5. Trangport and Communications 4 50 %
6. Non-financid Service Industry 12 50 %
7. Trade 10 29 %
8. Banks & other financid ingitutions 2 18 %
9. Insurance Companies | 25 %

10. Minegd and Mining Industry | 50 %




Table 6: Means of Perceived Short Term Pressure by Economic sector

Economic Sector (number of companies) Perceived Short Term Pressure
Low Pressure Group (7) 7.7
Capita Goods (4) 8.8
Insurance Companies (2) 6.0
Mingrd and Minig Industry (1) 7.0
Medium Pressure Group (30) 10.2
Basc Industry (9) 10.3
Congtruction Industry (3) 10.7
Non-financid Services (10) 10.3
Trade (8) 9.6
High Pressure Group (9) 11.6
Consumer Goods (5) 11.8
Trangport and Communications (3) 10.7
Banks & other finendd inditutions (1) 13.0

All groups 10.1
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Table 7: Reaionship between R&D Strategy and Shareholders Short Term Pressures as
perceived by Dutch Corporate Financia Managers
(Spearman Rank Correlation Coefficients, dgnificance tests between parentheses

(1 -taled))
Hypothes's Sanple sze  Codfficient  (p-vaue)
R& D Expenditures !
I *High Pressured Frms (HPF) will have 42 - 04311 (0.002)
lower expenditures on R&D
2 HPF will have lower R&D intendty’) 37 - 0.0401 (0.407)
3 HPF will have rddivey lower 44 - 0.1327 (0.195)

expenditures on fundamental research in
comparison to applied research

R&D Poalicy

4 HPFs tend to place more emphasis on 48 - 0.1586 (0.141)
costs than on product innovation

5 HPFs consder R&D more as an ‘overhead 49 - 0.0040 (0.489)

activity’ which needs to be cut back in
times of finandd crigs
6 HPFs believe that innovaion generated 49 0.1955 (0.089)

interndly is more effective than innovation
through  acquistions

D: Corporate expenditures on R&D in 1995
2. R&D intendty is cdculated as ‘corporate expenditures on R&D’ divided by ‘totd
sdes (both are 1995 figures)
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Table 8 Rdationship between companies sysems of R&D Panning, Budgeting &
Performance Evaduation and Shareholders Short Term Pressures as perceived
by Dutch Corporate Financid Managers
(Spear-man Rank Corrdation Coefficients, dgnificance tests between parentheses

(1 -tailed))
Hypothes's Sanple gze  Codfficent  (p-vaue)
R&D Planning
|  HPFs involve top management activey in 49 0.2579 (0.037)
drategic planning of R&D programmes
2 HPFs involve top management actively in 48 0.0238 (0.436)

budgeting for R&D activities
R&D Budgeting

3 HPFs place more emphass on financia 46 0.2854 (0.027)
criteria (like last year's profit, next year's
profit forecas and the firm's current cash
postion) in setting the R&D  budget

4 HPFs place less emphasis on market 47 0.0357 (0.406)
criteria (like sdes growth, market share
and the competitiors’ positions) in setting
the R&D budget

Evaluation of R&D Performance

5 HPFs place more emphasis on financiad 44 - 0.1042 (0.251)
criteria while evauating R&D performance
6 HPFs place less emphasis on credtivity, 46 0.0240 (0.437)

market success and dignment with existing
activities while evduding R&D
performance
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NOTES

These companies are (in order of size): Royal Dutch Shell, Unilever, Royal Telecom
Company (KPN), ING-Group, ABN-AMRO bank and Philips.

The General Meeting of Shareholders right to appoint members of the Management Board
and the Board of Directors can however be limited. Provisions in the statutes may give the
right of nomination to a priority shareholders meeting. Civil Law aso permits other
(external) parties, for instance the Dutch State, to appoint up to a third of the members of the
Board of Directors.

A company is legaly obliged to install a workers council if the company employs more at
least 100 workers, or if the company employs at least 35 workers for at least one third of a

full-time position.

This committee was named after its president, drs. J .F.M. Peters, who is former president of
the Dutch insurance company AEGON. The committee was composed of three
respresentatives of the the Association of Stock Issuing Companies (VEUO), three members
representing investors (including intstitutional investors), three experts on corporate
governance, two representatives of the Amsterdam stock exchange, a counseler and an
independent chairman.

In this anaysis explicit attention should be given to the technological and financia
innovations, the nature of the core business of the company, the globalization of its activities,
and medium- as well as longterm business risks.

These topics are: (1) company strategy, including growth scenario, the presence in specific
branches of industry, risk profile and profit level; (2) maor changes in nature and size of the
corporation; (3) dividend policy; (4) size and composition of shares; (5) changes in company
statutes; (6) approval of annual reports.

Two investment funds are seperately listed at the Amsterdam Stock Exchange while belonging
to the same (listed) investment firm. These two funds were excluded from the survey,

preventing duplication of data



