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Abstract. The main aim of this research is to investigate the influence the
institutional environment has on the difference in performance between
Italian family firms run by a family member and firms run by a
professional manager. By using total factor productivity (TFP) as a
measure of performance, we find that family-run firms are less
productive than firms run by outside managers when institutional quality
is high, but that the results are less obvious when institutional quality is
low. The difference in performance is not significant, but by using the
level of corruption as a measure of institutional quality, older family
firms are found to be more productive than firms run by outside
managers.

JEL classification: G34, D24, 043
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1. Introduction

Although a vast quantity of literature has investigated the impact of family influence on
firms’ performance (for a survey see Carney et al, 2015; Chrisman et al, 2010; Schulze
and Gedajlovich, 2010 amongst others), the empirical evidence is mixed (Rutherford et
al, 2008) and the relationship between family involvement and performance remains
controversial. Some studies show that family firms out-perform non-family firms
(Anderson and Reeb, 2003; Andres, 2008; Lee, 2006; McConaughy et al, 2001; Sraer
and Thesmar, 2007), whereas others find the opposite (Block et al, 2011; Cucculelli and
Micucci, 2008;Villalonga and Amit, 2006). A number of studies also demonstrate that
the relationship between family involvement and firm performance is complex,
nonlinear and multifaceted (Barth et al, 2005; Cucculelli et al, 2014; Miller et al, 2007),
so suggesting the influence of moderating factors.

This literature does not, however, take into account the influence of context on family
firm behaviour, although many authors have considered the influence of the institutional
environment on firms’ productivity (among others, Acemoglu and Robinson, 2008;
Chanda and Dalgaard, 2008; Lasagni et al, 2015; McGuinness, 2007).
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Generally, these studies provide evidence of significant correlations between
institutional quality and economic performance, showing how good institutions can
create a favourable business environment which facilitates investments, promotes
accumulation of physical and human capital (Rodrik et al, 2004) and encourages firms
to invest in knowledge creation and transfer (Loayza et al, 2005).

Besides the potential impact of institutional environment on firm performance, scholars
are now beginning to recognise that family firms are also affected by context (Carney et
al, 2015; Gedajlovic et al, 2012; Liu et al, 2012; Lumpkin et al, 2011; Wright et al,
2014) and it is surprising to see how the little research that has looked into the issue
focuses particularly on family firms in transition economies (Aguilera and Crespi-
Cladera, 2012; Amit et al, 2015; Banalieva et al, 2015; Miller et al, 2009; Peng and
Jiang, 2010). This research considers the case of a developed economy, Italy, with the
aim of investigating the influence of the institutional environment on the difference in
performance between firms run by families and firms run by outside managers.

Italy is an interesting research subject for our aim since it combines heterogeneity in
institutional development across its provinces and homogeneity in cultural norms, with
a great emphasis on family values. Indeed, Italy has been a politically and legally
unified country since 1861 and, therefore, the territories have common policies,
institutions, laws, judiciary and education systems and, overall, the country is ethnically
and religiously homogeneous. In spite of this apparent institutional homogeneity,
differences exist in local government efficiency between the North and the South of the
country. This peculiarity has inspired many scholars to look at the links between
institutional quality and economic results, from the work of Putnam (1993) to many
more recent contributions (among others, Charron et al, 2014; Di Liberto and Sideri,
2015; Lasagni et al, 2015).

Defining institutions is notoriously difficult and the current literature on the topic does
not agree on a common definition. However, detailed analysis of these issues goes
beyond the scope of this research. Here, we just stress that the indicator used to measure
institutional quality should consider several dimensions in order to capture the
differences in formal and informal institutions across regions. Moreover, the use of a
synthetic index offers the advantage that it is less likely to be influenced by specific
local factors which are not necessarily related to the quality of the institutional

environment. Following this approach, we consider the “Institutional Quality Index



(IQI)” indicator recently proposed by Nifo and Vecchione (2014) as a proxy for
institutional environment. This is a composite indicator of the quality of institutions at
the province level in Italy and is comprised of information on major dimensions of
institutional quality (social participation, governance, regulation, law enforcement and
corruption).

In order to investigate the influence of institutional quality on firm performance, we
consider the management and not ownership because, as many have suggested (Barth et
al, 2005; Bloom et al, 2007; Bloom et al, 2008; Hart, 2001; Sciascia and Mazzola,
2008), management may affect a firm’s economic performance more than the mode of
ownership per se.

The empirical evidence is based on data from the Xth UniCredit-Capitalia survey (2008)
of Italian manufacturing firms, compiled on the basis of the information collected in a
questionnaire and complemented with balance sheet data. We use Total factor
productivity (TFP), estimated at firm level by using the Levinshon and Petrin (2003)
approach, as a measure of performance in order to take account of simultaneity
problems. We use TFP because it can be considered a realistic measure of firm
performance for several reasons. First, unlike financial measurements (ROE, ROlI,
Tobin’s Q), productivity is less exposed to manipulation by accountants (Palia and
Lichtenberg, 1999). Second, TFP intrinsically determines the equilibrium value of
financial variables, such as profit and stock price (Griffell-Tatje and Lovell, 1999). In
addition, performance measures based on market prices can only be used if the stock
market is efficient (Brealey and Myers, 2000), which is not the case for Italy. Moreover,
the use of market price based measures enables researchers only to consider listed firms,
which are just a small percentage of firms, while our sample combines both listed and
no listed firms. Finally, many contributions have shown how the decline in Italian
productivity of the last 20 years can be attributed to low TFP growth (amongst others,
Accetturo et al, 2013; Aiello et al, 2009; Bassanetti et al, 2004, Daveri and Jonia-
Lasinio, 2005; OECD, 2007; Van Ark et al, 2007). Therefore, studies which aim to
analyse the factors that influence TFP are central to understanding what should be done
to strengthen the Italian productive system.

The main contribution of this study is its empirical assessment of the role institutions
have in influencing the relationship between family management and firm performance,

an area where the majority of empirical research is largely silent (van Essen et al 2015).



To the best of our knowledge, no published paper has explored this issue in terms of the
Italian market and the empirical evidence on this subject in international literature is
extremely limited. Moreover, with the exception of Amit et al (2015), previous studies
have not considered the different dimensions of institutional quality but, instead, have
focused on specific aspects of institutional quality, such as quality of the rule of law
(Carney and Gedajlovic, 2002; Gilson, 2007; La Porta et al, 1999), formal legal regimes
and shareholder protection rules (amongst others Stevens et al, 2015; van Essen et al,
2015).

The findings demonstrate that firms run by a professional manager exhibit a superior
performance to family managed firms when the institutional quality is high, while the
gap in performance disappears when the institutional quality is low. However, by
considering the single aspects of institutional quality, we find that, older family firms
are more productive than firms run by outside managers in contexts with a marked
presence of corruption.

The work is organised as follows. In the following section, we present a review of the
theoretical issues and empirical evidence. We then describe the sample and the
empirical model. In the subsequent section, we present the results. The final section

concludes.

2. Literature review
In today’s global economic system, family firms are generally acknowledged as the

prevailing actors in both industrialised and developing countries (La Porta et al, 1999;
Faccio and Lang, 2002). Consequently, the performance of family firms has received
great attention in the literature on business strategy and financial economics.

A number of studies have investigated the impact family influence has on a firm’s
performance, but, from both theoretical and empirical perspectives, there is ambiguity
surrounding this relationship. In attempts to understand this rapport, scholars have
drawn on a range of theories such as agency theory (Schulze et al, 2001; Schulze et al,
2003), stewardship theory (Miller et al, 2008) and the resource-based view of the firm
(Habbershon and Williams, 1999; Sirmon and Hitt, 2003) and each has revealed
evidence of both benefits and costs of family involvement.

Indeed, empirical results to date have been mixed and conflicting, and a review of past

research into the family business—firm performance link reveals heterogeneous findings,



with authors reporting positive, negative and neutral relationships (Carney et al, 2015;
Garcia-Castro et al 2014; Mazzi, 2011; O’Boyle et al, 2012; Rutherford et al, 2008;
Wagner et al, 2015)

The lack of homogeneity in the results of these studies suggests that the relationships
between family businesses and corporate performance are complex and very probably
mediated by factors that have not been included in these analyses and that many of the
causal antecedents, underlying mechanisms, and key implications of family governance
and ownership still remain ambiguous (Gedajlovich et al, 2012). Previous research has
predominantly used agency theory and the resource-based view (RBV) as the main
explanations of family business-performance relationships, focusing on internal
dynamics and resources without considering that the utility of any resource will vary as
a consequence of the environmental opportunity to which it is applied (Barney, 1991).
Indeed, a growing body of literature suggests that the performance of family businesses
is affected by the external environment in terms of such factors as economic
development, national cultures and the quality of the institutional environment,
particularly regarding the legal environment and the quality of the rule of law (Carney
and Gedajlovic, 2002; Gedajlovic et al, 2012; Gilson, 2007; La Porta et al, 1999).

As a consequence, research on family businesses would be enriched by a better
understanding of the external conditions that may affect the performance and
development of family firms. The relationship between national institutions, strategy,
and performance is a rapidly growing area of research that fits into the genre of
literature known as institution-based view (Carney et al, 2011; Liu et al, 2012; Peng and
Jiang, 2010; Van Essen et al, 2012). A basic forecast of this literature is that family
firms will be prevalent in less developed economic regions (Chang et al, 2008) because
they enjoy competitive advantages when there are underdeveloped legal frameworks
and inefficient public administration (Gedajlovic et al, 2012).

Contending theories suggest that the quality of the institutional environment can either
positively or negatively moderate the performance of family firms (Carney et al, 2015;
Gedajlovic et al, 2012; Liu et al, 2012).

For example, family firms enjoy advantages in regimes with weak commercial law due
to their capacity for leveraging their reputations for being trustworthy, since relational
contracting may function as an alternative contract enforcement mechanism (Gilson,

2007). More generally, family firms, with competitive advantages in the areas of social



capital (Sirmon and Hitt, 2003) and relational contracting (Gomez-Mejia et al, 2001),
can outperform non-family firms because these assets help firms fill institutional voids
(Miller et al, 2009).

However, the literature on the costs and benefits of family firms’ advantages in
institutionally less developed environments is divided. Some authors hold that relational
contracting is beneficial, indicating a capacity for filling institutional voids (Miller et al,
2009), while others believe that relational contracting is associated with cronyism
(James, 2008) and rent-seeking (Morck and Yeung, 2004), so acting as a hindrance to
the development of the territory where these firms operate.

As regards the latter, research suggests that a family firm may have a special
relationship with political power. Family-owned companies are ideal partners of
political power because they are companies in which control is stable. It is preferable in
the eyes of politicians to grant aid to companies which have long term horizons and
whose owners tend to remain in charge for a long time rather than make agreements
with companies which have a high turnover of control. Stable companies can then
return the favour. These connections with politicians may result in aid and subsidies,
privileged access to credit, contracts to supply the public administration and favourable
rules and regulations (Morck et al, 2000; Faccio, 2006). Moreover, this relationship
with political power makes family firms tend to lack innovative propensity since they
are more likely to maximise their profits by investing in political rent-seeking
behaviour than in innovation (Ellington et al, 1996, Morck and Yeung, 2004).

In terms of the arguments outlined, family firms are ill-equipped because family
members are overly concerned with wealth preservation and, thus, limit their
investments (Carney, 2005). However, when the degree of technological dynamism in
the economy is high, the prominence of relationships in business life weakens, the
social connections built by the family in the past are more likely to become obsolete and
their transfer across generations is less productive.

This paper strives to contribute insight to this issue by testing whether the effect of
family-management versus outside management on a firm's productivity varies across
different institutional contexts and in what direction. In particular, we expect that
family management is good for firm performance in contexts where institutions are

weak, but bad for firm performance in contexts with strong institutions.



3. Data and Method

3.1 Data Description

Microdata used in this paper come from the Xth UniCredit—Capitalia survey (2008),
which was compiled on the basis of the information collected by means of a
questionnaire sent to a sample of Italian manufacturing firms.

The questionnaire refers to 2004-2006 and includes information on firm structure,
ownership, work force, investments in physical and technological capital, as well as the
degree of internationalisation. The survey is integrated with balance sheet data drawn
from the Aida database managed by Bureau van Dijk and retrieves nine years of balance
sheet information for each surveyed firm, from 1998 to 2006.

The survey, which covers a sample of firms with 11 to 500 employees and all firms with
over 500 employees, is the most complete source of information on the Italian
manufacturing system, in particular regarding medium and large firms. Although the
original data-set comprises 5,100 firms, we use a sample of 2,428 firms which is
obtained after carrying out a data cleaning procedure.*

As a proxy for institutional quality, we consider the “Institutional Quality Index (IQI)”
indicator recently proposed by Nifo and Vecchione (2014) with reference to Italian
provinces. The construction of the indicator mimics the World Governance Indicator
proposed by Kaufmann et al (2010). It is based on 24 elementary indexes aggregated
into five groups regarding certain major dimensions of a governance system: Voice and
accountability, Government effectiveness, Regulatory quality, Rule of law and

Corruption.? The use of an indicator as IQI has various advantages. First of all, as it is a

! The cleaning procedure was carried out as follows. Firms with negative values of value added were
eliminated from the original archive. Moreover, in order to eliminate outliers, firms with a growth rate of
value added and employee numbers below the first or above the ninety-ninth percentile of the distribution
were also eliminated. Finally, in the sample used in estimating TFP, we ignore firms for which 7 years
or more of data regarding employee numbers was not available.

? Voice and accountability is made up by the participation rate in public elections, the number of
associations and social cooperatives, and cultural liveliness measured in terms of books published and
purchased in bookshops; Government effectiveness measures the endowment of social and economic
structures in Italian provinces and the administrative capability of provincial and regional governments in
terms of health policies, waste management and environment; Regulatory quality regards the degree of
openness of the economy, indicators of business environment, business density and the rate of firm
mortality; Rule of law summarises data on crime against persons or property, magistrate productivity, trial
durations, tax evasion and the shadow economy; Corruption summarises data on crimes committed
against the Public Administration, the number of local administrations overruled by the federal authorities
and the Golden-Picci Index, measuring the corruption level on the basis of “the difference between the
amounts of physically existing public infrastructure and the amounts of money cumulatively allocated by
government to create these public works. See Nifo and Vecchione (2014) for details of methodology
adopted and all the elementary indexes used.



synthetic index, it considers different dimensions of institutional quality. Secondly, it is
less likely to be in influenced by specific local factors that do not necessarily relate to
the quality of the institutional environment. For example, observed regional differences
in a single indicator such as the books published or social cooperatives indicators
(included in the elementary index, “Voice and accountability”’) may be influenced by
specific local demographic characteristics.

The dependent variable, the TFP, estimated by using Levinshon and Petrin’s (2003)
approach, was calculated in Aiello et al (2012), to which reference is made for details.
Table 1 presents some descriptive statistics of the sample of firms used in the empirical
analysis and reports the distribution of firms on the basis of the institutional
environment in which firms are located (low and high institutional quality) and
management regime (owner management and professional management).

As regards institutional quality, we consider provinces® to have high (low) institutional
quality when they show a value of 1QI above (below) the median index value.* With
respect to the distribution of firms by management type, information is drawn from
responses to a question included in the Xth Capitalia-UniCredit questionnaire (2008).
We distinguish two types of firms: (i) family firms run by a family member (owner
management); (ii) firms run by a professional manager, which includes both family
firms run by a manager from outside the family and non-family firms, presumably also
run by a professional manager (professional management).

Firm distribution by quality of institutions reveals a predominance of enterprises located
in environments of high institutional quality: 80% of the sample (1,965 out of 2,428),
while only 20% of firms were based in provinces of low institutional quality (463 out of
2,428).

Family management is the dominant form of management: firms run by a family
member make up 57% of the sample in both low and of high quality institutional
environments.

As far as sector, size and age are concerned, we do not find relevant differences in the

distribution of firms according to low and high institutional quality: firms operate

% Provinces (NUTS 3 level) are one of the three different levels of government (regions, provinces and
municipalities) in Italy. According to the basic principles of the Nomenclature of Territorial Units for
Statistics (NUTS) established by Eurostat and used by the European Commission, Italian provinces are
NUTS 3 level.

* We use the median because there are a few extreme values in the data set which render the average
rather unrepresentative of the majority of the values.



predominantly in traditional sectors (49% of the total), are mainly small and medium
firms (58% and 35%, respectively), and adult firms (57% of the total).

Conversely, the territorial distribution shows a clear institutional quality divide between
the North and the South of the country. Indeed, when considering the whole sample,
firm distribution by area reveals a concentration of enterprises in the North of Italy
(75% of the total, while 9% were based in the South and 16% in the Centre), but the
percentage is reduced to just 32% in low quality institutional environments (50% in the
South and 18% in the Centre), while it increases to 85% when considering high quality
institutional environments (none in the South and 15% in the Centre). Regarding the
variables used in the empirical analysis, what clearly emerges from table 1 is that the
TFP in institutional environments of low quality and in firms run by a family member is
lower both overall and for all the sub-samples of firms considered: by sector, size,

territorial area and age.



Table 1 — Descriptive Statistics

Low Institutional Quality High Institutional Quality % of firms
Al Owner Professional Al Owner Professional All Low | High
management | management management | management
TFP 769 702 861 885 839 948
By Sector
Supplier dominated | 691 645 765 813 789 847 49% | 61% | 46%
Scale intensive 840 |835 845 oa7 | 836 1123 18% | 18% | 19%
Specialised suppliers | 916 767 1.084 939 912 969 28% |19% | 31%
Science based 1051 | 905 1393 1000 | 921 1082 4% (2% |4%
By Size
Small (11-50) 623 594 672 750 729 780,55 58% | 54% | 58%
Medium (50-250) 867 812 928 987 961 1021 35% | 38% | 34%
Large (>250) 1356 |1188 1480 1513 |1364 1613 % |[7% | 7%
By Territorial area
North 808 691 947 889 837 960 75% | 32% | 85%
Center 762 773 744 865 852 883 16% |18% | 15%
South 746 681 838 - - - 9% |50% | 0,0%
By Age
Young (<20) 666 629 729 872 794 949 31% | 39% | 29%
Adult (20-40) 804 710 913 860 832 906 57% |55% | 57%
Mature (>40) 1072 | 1063 1086 1023 | 962 1098 12% (6% |14%
N. observations 463 264 199 1965 |1125 840 2428 | 463 | 1965

All variables are computed for 2006. Data in value are deflated and expressed in Euros.
Shares of firms are computed with respect to the total of the column.

Source: elaborations on data UniCredit-Capitalia (2008)

3.2. Empirical model and estimation methodology

In order to examine whether the institutional environment affects firm performance and,
especially, whether the quality of institutions influence the difference in performance
between family-managed firms and non-family managed firms, we estimate a TFP
equation of the form:

k \

@ = [y + B Dy +Z71Xj+zf75Ds+¢’|Q|+€ [1]

j=1 s=1

where @ is firm TFP (in logarithm) estimated by using Levinsohn and Petrin's

approach, D, is a binary variable which takes a value one if the firm is run by a
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member of the owner family and zero otherwise, X a vector of firm-level variables that
were highlighted by previous literature as being important drivers of TFP, and D is a set
of sector dummies, which group firms according to the Pavitt taxonomy, and territorial

area dummies. Parameter B, measures whether firms managed by a member of the

owner family are more or less productive than non-family-managed firms. Firm
characteristics include: firm size (measured by the log of employment); the firm age
log; a dummy variable equal to one if the firm is listed on the stock market; a proxy for
human capital (the share of white collar workers out of total number of employees);
capital intensity at firm level (proxied by the assets-per-employee ratio) and the
ownership concentration (measured as the share of capital of the major shareholder).
An interaction variable between family management and age is considered in set X of
firm-level characteristics in order to test whether older family managed firms show
different efficiency levels compared with non-family managed firms (Cucculelli et al,
2014). 1QI represents the Institutional Quality Indicator at provincial level as calculated
by Nifo and Vecchione (2014).

This indicator is considered in specification [1], but is also used to distinguish between
firms located in provinces with high/low institutional quality. These two subsamples
allow us to test to what extent family managed firms perform differently from non-
family managed firms in different institutional environments. To be more precise, we
estimate equation [1] by considering the sample of firms located in provinces with low
institutional efficiency separately from the sample of firms operating in provinces with
high institutional quality. Equation [1] is estimated using standard ordinary least squares
by considering average values of 2004-2006 period for TFP and employment.® Capital
intensity refers to 2005 while all other firm-level variables refer to 2006. For the 1QI,
the 2004 value is considered.

As regards the estimation method, the assumption that the errors are independent might
be violated since firms from the same province are likely to be more similar to each
other than to firms from different provinces (because of socio-economic factors for
example). For this reason, we control for the potential downward bias in the estimated

errors by clustering firms at provincial level. The regression with the cluster option

® We use TFP and employment in the form of 3-year averages over the period of the survey (2004—2006)
to limit the influence of shocks and measurement errors in specific years. Moreover, the use of the 3-year
averages limits the effect of missing data.
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relaxes the assumption of independence and, therefore, compared with the Ordinary
Least Squares (OLS) without clustering, increases the error term to accommodate the

lack of independence of firms within each province.

4. Results

4.1 Effects of family management on TFP in different institutional contexts
Results are displayed in tables 2. Equation [1] is estimated on the entire sample in
columns (1) to (3), while on the subsamples of provinces with low and high institutional
environment in the final two columns. Column (1) reports the results of the base model.

The initial evidence regards the impact exerted by firms’ characteristics as explanatory
factors of TFP, which are not substantially different from those obtained by other
researchers.® In particular, we confirm that capital intensity and equity concentration are
positively correlated with TFP (Barth et al, 2005; Cucculelli and Marchionne 2012) and
that human capital leads to higher firm TFP since it directly affects the possibility to
introduce and use more productive processes (Cohen and Levinthal 1990; Ascari and Di
Cosmo, 2005). Moreover, the positive coefficient associated with employment
highlights the role of size in TFP indicating that economies of scale are at work. In line
with the literature, listed firms display higher productivity (see, e.g., Barth et al, 2005),
while firms in the supplier dominated sector (the reference group in the model) have,
ceteris paribus, a lower TFP. Finally, firms located in southern Italy exhibit lower
productivity, as has already been stressed in the literature (Aiello et al, 2014; Ascari and
Di Cosmo, 2005; Byrne et al, 2009), while firms operating in the Centre of Italy do not

seem to differ from northern firms (the reference group).

® The correlation coefficients are very low among the firm-level predictors, which confirms that these
variables capture distinct characteristics of firms (the correlation matrix is available on request).
Naturally, this is not true in the case of the interaction variable between family management and age. For
this reason, when this term is in the model, all independent variables are centered with respect to their
grand means to guard against multicollinearity. In this case, the intercept represents the estimated value of
the dependent variable when all independent variables are set equal to their grand means.
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Table 2 - Family Management and Institutional Quality

1) Family Firms (2) 3) Low High
Second stage First stage (4) (5)
Constant 6.6307***  5.4917*** 1.7651** 6.4285*** 6.5382*** 6.6565***
(0.013) (0.262) (0.346) (0.068)  (0.025) (0.013)
QI 0.2764***
(0.094)
Family Management -0.0424** -0.2762 -0.0423** -0.0305 -0.0375*
(0.017) (0.244) (0.017)  (0.035) (0.019)
Capital Intensity 0.0621***  0.0524*** -0.0075 0.0632*** (0.1053*** (0.0548***
(0.011) (0.008) (0.033) (0.010) (0.016) (0.011)
Age (log) 0.0130 0.0422** 0.1254* 0.0099  0.0456* 0.0033
(0.011) (0.017) (0.070) (0.011) (0.027) (0.0112)
Family Management *Age 0.0661** 0.0634**  0.0618 0.0556
(0.031) (0.030) (0.061) (0.035)
Size (log of employees) 0.2056***  0.1919**+*  -0.1902*** 0.2076*** 0.2310*** (0.2027***
(0.008) (0.014) (0.044) (0.008) (0.022) (0.008)
Equity concentration 0.0012*** 0.0005 -0.0048*** 0.0011*** 0.0002 0.0014***
(0.000) (0.000) (0.001) (0.000)  (0.001) (0.000)
Listed firm 0.1653*** -0.0307 -1.1191** 0.1672*** 0.3411** 0.1271***
(0.047) (0.146) (0.424) (0.048)  (0.156) (0.047)
Human capital 0.2694***  (0.2991*** 0.3895* 0.2642*** (0.3012*** (0.2501***
(0.029) (0.041) (0.201) (0.028) (0.078) (0.031)
South -0.1419***  -0.1582*** 0.0655 -0.0441  -0.0476
(0.023) (0.033) (0.160) (0.039)  (0.040)
Center -0.0346 -0.0326 -0.1390 -0.0347 -0.0018 -0.0228
(0.029) (0.026) (0.116) (0.025)  (0.051) (0.032)
Pavitt 2 0.1376***  0.1056%** -0.0981 0.1326*** 0.2087*** 0.1127***
(0.021) (0.026) (0.120) (0.020)  (0.045) (0.023)
Pavitt 3 0.1417*+*  0.1395*** -0.2443* 0.1373** (0.1854*** (.1271***
(0.017) (0.025) (0.104) (0.017)  (0.057) (0.018)
Pavitt 4 0.1921*+*  0.1602*** -0.1466  0.1813** 0.2228* (0.1797***
(0.035) (0.051) (0.242) (0.033) (0.104) (0.039)
Agreement to vote 0.2268**
(0.089)
Lambda 0.1327
(0.128)
wald x? 699.35
R-squared 0.337 0.341 0.404 0.321
Observations 2,428 1,555 1,555 2,428 463 1,965

Robust standard errors in parentheses. Level of significance: *** 1%; ** 5%; * 10%.

In model (1), we test whether family managed firms perform differently from non-

family managed firms. We found that family managed firms are, on average, 4.2% less

productive than non-family firms. This result is in line with Cucculelli and Marchionne
(2012) for Italy and Barth et al (2005) for Norway. On the other hand, even though not

strictly comparable with our results, other papers focusing on EU firms find that family-
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controlled companies perform better than non-family firms (Barontino and Caprio,
2006; Maury, 2006; Pindado et al, 2008)’, and the same is found for Spain (Arosa et al,
2010) and France (Sraer and Thesmar, 2007) individually.®

When it comes to the learning process, the estimated result in Table 2 (model 1) shows
that age plays a crucial role in explaining the relative efficiency of family firms. The

coefficient of the interaction effect between age and Dg,, is positive and significant, so

showing, as in Cucculelli et al (2014), that the negative effect of family management on
TFP vanishes with age because family-managed firms become more efficient as they
mature. Over time firms specialise and discover ways to standardise, coordinate and
speed up their production processes, as well as methods to reduce costs and improve
quality.

However, if for family firms the decision to run the firm or to hire an outside manager is
correlated with unobservables that affect TFP, our result about the difference in
performance between family and outside managers could potentially suffer from the
problem of endogeneity and standard regression techniques could lead to biased and
inconsistent estimators. In order to take this into account for the sample of family
owned firms, we apply the treatment effect model that allows us to consider the effect of
an endogenously choice binary treatment on another endogenous continuous variable,
conditioned on two sets of independent variables (Greene, 2000).° In model 2, we
present the treatment effect model along with the lambda parameter, which verifies the
presence of endogeneity in the original model. Since the lambda coefficient is not

" The performance measures are Tobin's Q and ROA in Barontino and Caprio (2006) and Mauray (2006)
and market value in Pindado et al (2008). Barontino and Caprio find that performance is significantly
higher in founder-controlled corporations and corporations controlled by descendants who sit on the
board as non—executive directors. When a descendant takes on the position of CEO, family-controlled
companies are not statistically distinguishable from non-family firms.

8 As for France and Spain, Sraer and Thesmar (2007) and Arosa et al (2010) focus on profitability and the
role of family ownership by considering different generations of family-management and the effect on
firm. Sraer and Thesmar (2007) find that French family managed firms, first or subsequent generations,
outperform non-family firms. For Spanish firms the relationship between ownership concentration and
performance is significant only in first generation family firms and is positive at a low level of ownership
concentration and negative at a high level (Arosa et al 2010).

% In the treatment effect model, the sample is divided into the treated (in our case, owner managed family
firms) and the untreated (family firms run by outside managers) and the treatment (family management) is
an endogenous process. The first step of the procedure is a probit model to estimate the probability of a
firm’s being managed by a family (the treatment equation). In the probit model, the regressors are the
same controls used for the OLS as well as a dummy variable that is equal to one if, in the survey, the first
stockholder claims to participate in an agreement to vote. We consider this variable as a proxy of family
preference for control and, thus, a determinant of the family decision to keep hold of the management of
the firm. We used the treatreg subroutine of the Stata package (see Cong and Drukker 2000, for details).
Miller et al (2007) and Amit et al (2015) used the same procedure to cope with endogeneity problems.
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significant, we cannot reject the OLS model.*

Therefore, the evidence presented in
model 1 is not driven by endogeneity of family management status.* This finding is
consistent with empirical evidence that Italian family firms stick with their own
management, even in economically hard times (Brunello et al, 2003; Volpin, 2002;
Lippi and Schivardi, 2010)."

It is worth noting that the productivity differential between family management and
outside management is not statistically significant when only family-owned firms are
considered (model 2). That is, family firms show a similar level of efficiency regardless
of the nature of the management team that runs the company.

Having estimated the base performance equation, we proceed to considering the impact
of the institutional environment on firms TFP and introduce the IQI indicator (column
3). The coefficient shows that the quality of provincial government has a positive
connection with firm’s TFP. This result is in line with previous research that focused on
the importance of institutions at the sub-national level (Tabellini, 2010; Ketterer and
Rodriguez-Pose 2016; Rodriguez-Pose and Di Cataldo, 2014; Lasagni et al, 2015)."
Specifically for Italy, Lasagni et al (2015) focused on the Institutional Quality Index for
Italian provinces and found that local institution quality does matter, as it proves to be
one of the main drivers of firm productivity differentials. Similar results were found by

1% The lambda parameter is A = op , where p is the correlation between the error term of equation [1],
&, and the error term of the probit model. If the correlation between the error terms p is zero, then
A=0and the problem is reduced to one estimable by OLS; if o is positive (negative),

A >0 (A < 0) and OLS overestimates (underestimates) the treatment effect.

1 The treatment effect model has also been applied to model 3, 4 and 5 of table 2 and the lambda
coefficients are always not significant (results are available upon request).

12 Brunello et al (2003) show that the probability of a change of CEQ after poor performance is reduced
when the CEO owns some shares in the company or is a member of the owner family. Volpin (2002)
provides evidence that the probability of a change in top management and the sensibility of this change to
company results are significantly lower if the manager belongs to the family that controls the company.
Lippi and Schivardi (2010) find that owners of family firms select managers almost only on the basis of
private benefits: they retain the managers with whom they have developed a good relationship, regardless
of ability and fire the others.

13 Tabellini (2010) focuses on culture effect, measured by indicators of individual values and beliefs, such
as trust and respect for others and confidence in individual self-determination, on regional development in
68 regions of eight European countries. Ketterer and Rodriguez-Pose (2016) and Rodriguez-Pose and Di
Cataldo (2014) use both the Charron et al (2014) indicators. The former in order to investigate how
differences in institutional and geographical conditions have affected economic growth of European
NUTS-2 regions of the EU-15. Considering the same regions, Rodriguez-Pose and Di Cataldo (2014)
analyse how the quality of government shapes patenting. Lasagni, Nifo and Vecchione (2015) evaluate
the impact of the Institutional Quality Index on TFP of Italian provinces.
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Manzocchi et al (2014) and Aiello et al (2014) when using different indicators'* and
methodologies.” In model (3), the estimated parameters are invariant. However, when
introducing the IQI indicator, the significance of the dummy variable for South
disappears, so reflecting the fact that the majority of provinces located in the South of
Italy show lower values of 1QI.

We have shown that family-run firms are less productive than firms run by outside
managers and that institutional efficiency affects TFP positively. The next step is to
study whether the productivity gap between family and outside managers varies across
different institutional contexts. To achieve this end, we estimate the regression in the
same way as in model (1), but on the subsamples of provinces with low and high
institutional efficiency (last two columns). Table 2 reveals that family management is
only significantly associated with TFP in provinces with high institutional quality and
that the relationship is negative: in more efficient institutional contexts, family managed
firms perform worse than non-family managed firms. On the other hand in low-
efficiency provinces, having a family manager has a neutral effect on a firm’s
performance. The inferior performance of Italian family managed firms as opposed to
non-family managed firms (model 1 of table 2) appears to be driven by the provinces
with high institutional efficiency. Family firms perform worse than non-family firms,
but it seems that, in a context of low institutional efficiency, family governance helps
firms to overcome some ill-functioning institutional environments and, thus, to offset
the performance gap with non-family managed firms. This result is consistent with the
proposition of Liu et al (2012), which says that family firms will more significantly
outperform non-family firms in an underdeveloped institutional environment than in a
developed institutional environment.

The decomposition of the 1QI indicator into its four basic components in table 3 shows a
more heterogeneous representation of the interaction between family management and
institutional quality. In table 3, in order to discriminate the context in which firms

operate considering the single aspects of the institutional quality, the sample is split into

4 Manzocchi et al (2014) focus on Italian provinces by using an indicator of social capital (newspaper per
inhabitant) and of criminal incidence (the principal component that includes the number of beds in penal
institutions, the number of convicts per 100 beds and the number of reported crimes) while Aiello et al
(2014) consider Italian regions and an indicator of public administration efficiency built by Golden and
Picci (2005).

15 Manzocchi et al (2014) implement a two-stage procedure in order to disentangle internal from external
productivity drivers while Aiello et al (2014) use a multilevel approach.
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two for each component of the IQI, by considering the median value of the single
indicator as separator of provinces in Low/High level. Higher values of sub-indices
correspond to better institutions. However, the relative sub-index is computed so that it
takes on higher values for lower levels of institutional quality when the focus is on the
degree of corruption of individuals performing public functions (columns 1 and 2). As a
consequence, the first column refers to the sample of companies located in provinces
where corruption is high and the second column to the sample of provinces where it is
low.

The decomposition of the IQI indicator confirms that family managed firms in a more
efficient institutional context perform worse than non-family managed firms, when
there is good administrative capacity (Government) and high ability to promote and
protect the business activity (Regulatory Quality) of local government and in the
presence of more efficient legal system and a lower propensity to the occurrence of
crime or tax evasion (Rule of Law). However, the difference between family-managed
and non-family managed firms disappears (the coefficient of the interaction family
management-age is significant and positive) in provinces with high regulatory quality
and an efficient legal system, when the experience of family-managed firms is taken in
account.

Table 3 also shows that there is no difference in performance between firms with
outside managers and those with family managers in an environment with a low level of
corruption (Corruption) and strong social capital (Voice and Accountability). The
opposite occurs in the provinces which have a marked presence of corruption and low
social capital. The result regarding the proxy for social capital seems difficult to
reconcile with the view that family-derived social capital (Arregle et al, 2007),
privileged access to exclusive networks (Lester and Cannella, 2006) and superior
reputation (Dyer, 2006) are some of the difficult-to-imitate capabilities of “familiness”
that allow family firms to develop competitive advantages (Gedajlovic et al 2012). On
this basis, we would have expected these family firm advantages to compensate for the
lack of social capital and, consequently, the gap in performance between firms with
family managers and those with outside managers to be null or positive in provinces
with low institutional efficiency.

However, some authors stress that as families may tend to maximise the advantages of

the nuclear family and assume that others do the same, the effect could be less trust and
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respect for others and less confidence in the individual.'® For example, non-family
employees may be treated as “second-class citizens” and exploited by the family and
this may result in low employee morale and low productivity (Dyer, 2006). This view
seems more compatible with our results.

Family managed firms perform worse than non-family managed firms in environments
with a high level of corruption, (column 1). However, although this would certainly
seem to be true for younger family managed firms, family managed firms that have
been active in the territory for some time seem to cope better with high levels of
corruption (the coefficient of the interaction family management-age is highly
significant and positive).

We confirm that family firms may benefit from political connections in territories with
high levels of corruption (Fisman, 2001; Faccio, 2006), but only if they have operated in

the area for a long time.

'8 In his classical study, Banfield (1958) devises the concept of “amoral familism” to describe families
from southern Italy. According to Banfield, amoral families only apply the principles of good and evil
inside the family while the same principles are irrelevant when dealing with non-family members.
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Table 3 Family Management and Different Dimensions of Institutional Quality

Corruption (a) Government Effectiveness Regulatory quality Rule of law Voice and accountability
High Low Low High Low High Low High Low High
@ 2 3 Q) (©) (6) @ (8 (€)] (10)
Family Management -0.0690** -0.0254 -0.0187 -0.0395** -0.0224 -0.0462** -0.0479 -0.0377* -0.0630** -0.0314
(0.030) (0.019) (0.038) (0.019) (0.031) (0.019) (0.032) (0.021) (0.025) (0.022)
Capital Intensity 0.0585*** 0.0652*** 0.1073*** 0.0543*** 0.0965*** 0.0551*** 0.0593*** 0.0622*** 0.0763*** 0.0579***
(0.015) (0.013) (0.020) (0.011) (0.018) (0.011) (0.020) (0.013) (0.013) (0.012)
Age (log) 0.0258 0.0032 0.0653** 0.0006 0.0680*** -0.0008 0.0333 0.0040 0.0060 0.0167
(0.022) (0.013) (0.032) (0.011) (0.021) (0.011) (0.021) (0.012) (0.019) (0.014)
Family Management *Age 0.1315%** 0.0280 0.0870 0.0546 0.0574 0.0677* 0.0577 0.0673* -0.0026 0.0878**
(0.038) (0.036) (0.070) (0.035) (0.040) (0.038) (0.054) (0.037) (0.039) (0.035)
Size (log of employees) 0.2098*** 0.2039*** 0.2230*** 0.2058*** 0.2257*** 0.2010*** 0.2041*** 0.2053*** 0.2015*** 0.2080***
(0.015) (0.009) (0.022) (0.009) (0.020) (0.008) (0.017) (0.009) (0.013) (0.011)
Equity concentration 0.0016*** 0.0010%*** 0.0004 0.0013*** 0.0009* 0.0013*** 0.0007* 0.0014%*** 0.0003 0.0015***
(0.000) (0.000) (0.001) (0.000) (0.001) (0.000) (0.000) (0.000) (0.000) (0.000)
Listed firm 0.2224*** 0.1188** 0.2319 0.1500%** 0.1994 0.1609*** 0.1737* 0.1611*** 0.2115* 0.1610***
(0.069) (0.059) (0.283) (0.043) (0.160) (0.044) (0.088) (0.058) (0.124) (0.045)
Human capital 0.3696*** 0.2116*** 0.3017*** 0.2606*** 0.3532*** 0.2387*** 0.3228*** 0.2444** 0.2329*** 0.2824***
(0.044) (0.028) (0.081) (0.031) (0.051) (0.034) (0.063) (0.035) (0.055) (0.032)
South -0.1383*** -0.1730*** -0.1205* -0.0926***  -0.1241**  -0.1230***  -0.1347*** -0.0932*** -0.2156***
(0.038) (0.050) (0.061) (0.029) (0.018) (0.031) (0.031) (0.031) (0.061)
Center -0.0815* -0.0043 -0.0762 -0.0119 -0.0144 -0.0232 -0.0560** -0.0405 -0.0669* -0.0263
(0.043) (0.035) (0.068) (0.033) (0.033) (0.037) (0.026) (0.033) (0.033) (0.034)
Pavitt 2 0.1787** 0.1095*** 0.2082*** 0.1190%** 0.1450%*** 0.1333*** 0.1949*** 0.1096*** 0.1521*** 0.1177%*
(0.035) (0.023) (0.050) (0.024) (0.045) (0.024) (0.037) (0.026) (0.038) (0.025)
Pavitt 3 0.1731*** 0.1269*** 0.1734** 0.1364*** 0.1974*** 0.1304*** 0.1791*** 0.1247*** 0.1696*** 0.1206***
(0.027) (0.021) (0.065) (0.018) (0.052) (0.019) (0.036) (0.020) (0.034) (0.019)
Pavitt 4 0.1995*** 0.1847*** 0.2603** 0.1793*** 0.1291** 0.2034*** 0.0718 0.2058*** 0.1813** 0.1722%**
(0.037) (0.049) (0.117) (0.039) (0.060) (0.039) (0.045) (0.040) (0.088) (0.043)
Constant 6.6352%** 6.6267*** 6.5932%** 6.6494x** 6.5875%** 6.6402%** 6.6123*** 6.6383*** 6.5813*** 6.6416%**
(0.025) (0.011) (0.040) (0.014) (0.011) (0.014) (0.015) (0.015) (0.015) (0.015)
Observations 822 1,606 404 2,024 521 1,907 709 1,719 719 1,709
R-squared 0.378 0.321 0.364 0.332 0.413 0.319 0.387 0.319 0.308 0.350

Robust standard errors in parentheses. Level of significance: *** 1%; ** 5%, * 10%.
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4.2 Robustness checks

In order to check the robustness of our results, we complement the analysis by considering a
different measure of firm performance and other indicators of institutional quality.

The first robustness check entails estimating equation [1] by considering labour productivity
as a dependent variable and using the 1QI to collapse the provinces into the two groups, low
and high. As indicated in Table 4 (columns 1 and 2), the results regarding the gap between
family and outside managers in the two institutional environments are qualitatively the same
than when TFP is used (table 3 columns 4 and 5).

Next, we examine whether our previous results on the interaction of family management and
institutional quality are robust to the use of two different measures of institutional quality
based on subjective survey aggregated at the regional level (NUTS-2).

The first of these measures is the European “quality of government” indicator (EQI),
developed by Charron et al (2014). This study involves a large survey of 34,000 Europeans
which focuses on the quality, impartiality and level of corruption in public education, public
health care and law enforcement, services often provided by local authorities in Europe. The
main idea is that regional governments are more effective if they are capable of ensuring
equality of access to the services they offer. The quality of regional government (QoG) has
been integrated into the World Bank Governance Indicator (WGI). In particular, the regional
QoG score for each country is aggregated by weighting each region’s score by their share of
the national population. This mean score is subtracted from each region’s individual QoG
score and the value obtained shows whether the region is above or below its national average
and by how much. This figure is then added to the national level of the WGI, so each region
has an adjusted score which is centered on the WGI. The QoG is standardised for the EU-27
sample so that the mean is zero with a standard deviation of one, obtaining the European
Quality Index (EQI).Y In this study we consider the EQI indicator for the 20 regions of Italy.
In order to divide the Italian regions into the two groups, low and high, we refer to the value
of Italy and group the regions with a lower (higher) EQI value than the national value into
low (high) institutional environment.

The second indicator refers to the measure of trust obtained by Tabellini (2010) and

aggregates individual responses collected at the regional level in World Value Survey opinion

7 Details of the survey and the construction of the indicator can be found in Charron et al (2014).

18 The reference year for EQI is 2008 while our dependent variable refers to the 2004-2006 period. In using the
EQI indicator to divide the Italian regions into the two groups, we assume that institutional variation remains
relatively stable within countries in the period 2004-2008.
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polls of the 1990s. In particular, the percentage of respondents who answer “Most people can

»19

be trusted”™ to the following question: “Generally speaking, would you say that most

people can be trusted or that you can’t be too careful in dealing with people? ”.%°

Table 4 reports the results when the sample is split into two on the basis of the EQI ranking
(columns 3 and 4) and the trust indicator (col 5 and 6).** As in previous results (table 2), these
checks confirm that family managed firms perform worse than non-family managed firms in
a more efficient institutional context while there is no difference in low-efficiency provinces.
However, the performance gap between family and outside managers in high quality

institutional environments tends to disappear in the case of older family firms.

19 The other possible answers are “Can’t be too careful” and “Don’t know”.
%0 See Tabellini (2010) for more details.
2 In the case of the trust indicator, the median is used to distinguish between low and high.
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Table 4 Robustness Checks

Labour productivity EQI TRUST
Low High Low High Low High
1) 2 3) 4) (5) (6)
Family Management -0.0505 -0.0405* -0.0266 -0.0411** -0.0235 -0.0502**
(0.041) (0.022)  (0.048) (0.018) (0.029) (0.019)
Capital Intensity 0.1011*** 0.0680*** 0.0835*** 0.0596*** 0.0533*** 0.0660***
(0.021) (0.012)  (0.028) (0.011) (0.019) (0.014)
Age (log) 0.0497 0.0021 0.0985**  0.0057 0.0343 0.0063

(0.040)  (0.016) (0.043)  (0.011)  (0.023)  (0.012)
Family Management *Age  0.0839  0.0625  0.0405  0.0633*  0.0629  0.0705*
(0.066)  (0.039) (0.084)  (0.033)  (0.050)  (0.038)
Size (log of employees) ~ 0.0349  0.0160* 0.2182%* 0.2047** 0.2099*** (0.2056%**
(0.024)  (0.008) (0.038)  (0.008)  (0.015)  (0.010)

Equity concentration -0.0006 0.0013*** 0.0007 0.0012*** 0.0016*** 0.0010**
(0.001) (0.000)  (0.001) (0.000) (0.000) (0.000)
Listed firm 0.4033***  0.0045 0.4021 0.1476*** 0.1706** 0.1452**
(0.139) (0.068)  (0.291) (0.044) (0.084) (0.055)
Human capital 0.2978*** 0.1980*** 0.4716** 0.2503*** (.3151** (.2595***
(0.078) (0.033)  (0.096) (0.031) (0.056) (0.036)
South -0.0467 -0.1615*** -0.2426*** 0.1350
(0.046) (0.037) (0.032) (0.142)
Center -0.0253 -0.0041 0.0619  -0.0330 -0.0884** -0.0723**
(0.059) (0.042)  (0.083) (0.032) (0.036) (0.029)
Pavitt 2 0.1700*** 0.1030*** 0.1848* 0.1322*** (.1325*** (.1291***
(0.056) (0.022)  (0.095) (0.022) (0.038) (0.028)
Pavitt 3 0.1815*** 0.1080*** 0.1813** 0.1409***  0.0397 0.1745***
(0.058) (0.021)  (0.088) (0.018) (0.032) (0.018)
Pavitt 4 0.2708** 0.0829*+* 0.0622 0.2020** 0.0528 0.2388***
(0.119) (0.030)  (0.069) (0.037) (0.043) (0.042)
Constant 6.1314*** 6.2455*** 6.5506*** 6.6293*** 6.6955*** 6.6371***

(0.033)  (0.013) (0.028) (0.013)  (0.015)  (0.021)

Observations 439 1,873 208 2,220 750 1,678
R-squared 0.164 0.089 0.381 0.333 0.372 0.338

Robust standard errors in parentheses. Level of significance: *** 1%; ** 5%,; * 10%.

5. Conclusions

Studies of family firms have increased over the past decades but much existing research
focuses upon factors which are internal to family firms. The relationship between national
institutions and performance is a growing area of research, much of which lines up under the
banner of the institution-based view of business strategy. A basic forecast of this literature is
that family firms will be prevalent in a context where there are underdeveloped legal
frameworks and inefficient public administration. More generally, family firms, with their

competitive advantages relating to social capital and relational contracting, can outperform
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non-family firms because this relational capital helps firms fill institutional voids (Miller et
al, 2009).

However, the literature on the costs and benefits of family firms’ advantages which arise
from relational contracting in institutionally less developed environments is divided. Some
authors hold the opinion that relational contracting is beneficial and indicate a capacity for
filling institutional voids (Miller et al, 2009), while others believe that relational contracting
is associated with cronyism (James, 2008) and rent-seeking (Morck and Yeung, 2004).

The present paper contributes to this strand of literature by investigating the influence that
differences in local institutional quality have in shaping the gap between family and non-
family firms’ TFP in a developed economy such as Italy.

Our main results can be summarised as follows.

First, we provide further evidence that the quality of local institutions plays an important role
in explaining firm productivity in Italy. In fact, our results show that the existence of better
quality local institutions might help firms to become more productive.

Second, we find that family-run firms are less productive that firms run by outside managers
in high quality institutional environments, after controlling for sector, area, age, listing on the
Stock Exchange, human capital, capital intensity and ownership concentration. Indeed, a high
quality institutional environment enhances the degree of technological dynamism in the
economy. In this contest, the competitive advantage of family businesses due to the
importance of human relationships in business life weakens, social connections built by
relatives in the past are more likely to become obsolete and their transfer across generations
is less productive.

Third, when the institutional environment is weak, the difference in performance between
firms run by a family member and firms run a by a professional manager vanishes.
Consequently, the better performance of non-family firms is negated, so confirming the
proposition of Liu et al (2012) that family firms will more significantly outperform non-
family firms in an underdeveloped institutional environment than in a developed institutional
environment. However, when considering the sub index of corruption, we find that when the
socio-cultural structure is corrupt, only younger family managed firms underperform non-
family firms. On the other hand, family managed firms which have been active in the
territory for a long time seem to benefit from high corruption. In fact, older family firms may
have a special relationship with political power given that it is preferable for politicians to

grant aid to companies who have long term horizons and whose ownership is stable, rather
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than assist companies with a high turnover of control. Stable companies can then return the
favour. These connections with politicians may result in aid and subsidies, contracts to supply
the public administration and favourable rules and regulations (Morck et al, 2000; Faccio,
2006), all of which contribute to superior firm performance but, at the same time, slow the

process of development down in the territories where these firms operate.
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