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Larry Summers of Harvard University once said “In the history of the world, no one ever washed a rented
car”. Apparently people behave differently depending on whether they are the owner or the fiduciary.
This notion is the foundation of the agency theory and goes back to the writings of Adam Smith. Assum-
ing that people in the first place serve their own interests, there is no reason to believe that the manage-
ment of a company will act in the best interests of its capital providers. Therefore a set of mechanisms is
needed that aligns the interests of the management with those of the capital providers, and that pre-
vents management from destroying the value of the company. Corporate governance is all about that. In
this article we will provide both an historical overview of the corporate governance debate, with a focus
on the Dutch situation, followed by an overview of the empirical literature on the relationship between
corporate governance, stock prices, firm value and accounting measures of financial performance.

1. An historical overview of the debate more than the Higgs review in the UK, the Cromme
Corporate governance has in recent years been a Code in Germany or the Lippens Code in Belgium in
much~debated subject in all major industrialized 2003 and 2004.

countries, but especially in The Netherlands. The  This well-spring of reaction indicates that the public
draft form of the Dutch Corporate Governance Code  debate over corporate governance in The Nether-
of 2003 elicited more than 250 written comments; lands was more heated than in other countries. This
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s supported by the correspondingly larger number of
Dutch news articles that appeared on the subject
than appeared in other markets that also had their
accounting scandals.

In the US the most recent corporate governance
reforms were a regulatory answer to the Enron, Tyco
and Worldcom scandals. The impetus to create a new
code in the Netherlands was directly linked to the
Ahold accounting scandal of February 2003. Up to
then corpeorate Holland preferred to wait for new
European initiatives. But less than 30 days after the
scandal erupted the Tabaksblat committee was for-
med to draw a corporate governance code.}

The sense of urgency was further heightened by the
debate over executive remuneration that began in
2002. This debate would reach its zenith in 2003 with
a call for a consumer boycott of the Dutch supermar-
ket chain of Ahold, following the disclosure of the
remuneration package of Ahold’s new CEO.
Compelling as they are, these factors alone, however,
can not explain the broader public attention to cor-
porate governance in The Netherlands compared to
other continental European countries. Germany for
example also had its share of corporate scandals, as
did France and Italy. And executive remuneration has
been a topic of fervent debate in both the US and in
the UK and continental European countries for the
past ten years.

In the US these factors combined produced the
Sarbanes Oxley act. The European Union’s reaction
was slawer and less far-reaching. In this article we
will not elaborate on the regulatory aspects of cor-
porate governance in different markets. But to define
the subject of corporate governance and to explain
why Dutch interest in the subject exceeds that of its
neighbors, we will first describe two unique features
of Dutch listed companies and the legal framework
within which they operate.

The first unique feature is the large company section
of Dutch corporate law, the so-called structure regi-
me. Since the 1970’s this law has placed enormous
corporate power in the hands of a supervisory board
(“Raad van Commissarissen”), which, in the two-tier
corporate structure of Dutch companies, Is separate
from the executive board. These supervisory direc-

tors are not charged with acting in the interest of

shareholders or employees, but instead are expectec
to act in the interest of the corporation. And because
the law does not define what ‘the interest of the cor-
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poration’ might be, for all practical purposes, that
interest is defined by the supervisory board itself,

Dutch law regards these supervisory directors as
‘wise men’ who ‘know best’ how to run a company: a
governance model reminiscent of Plato’s trust in phi-
losopher kings. And, until 2002, it was the officia
government policy that shareholder demands shoulc
only supersede supervisory board’s decisions in the
‘unlikely’ event that the supervisory board failed in
its supervisory duties. This attitude went largely
unchallenged until 2002, when several well publici-
zed corporate strategic disasters end court cases
sowed that blind trust in wise men is sometimes
misplaced. Especially failed takeovers based on gran-
diose strategies showed that supervisory directors
might have a ready ear for employee interests — wor-
kers councils, after all, have some say in their
appointment ~ but were unable to restrain dominant
chief executive officers.

The second unique feature comprises the anti-take-
over measures built into Dutch company by-laws.
Although companies in other countries also have
their defenses, the Dutch arsenal contains some
measures that interfere with the day tot day balance
of power within a corporation, also when there is no
hostile situation. These include:

* non voting share certificates

+ priority shares

+ binding nominations for board appointments

+ preference shares with multiple voting rights that

created board friendly blocks in the shareholders
meeting

These and other sophisticated tegal defenses were at
the core of the first wave of discussions on corpora-
te governance that started in the Netherlands in
1986. In that year the Amsterdam Stock Exchange rai-
sed the question whether anti-takeover measures
had distorted the balance of power in listed compa-
nies and whether shareholders should not be given
back some of their traditional rights in the interest of
a well functioning capital market. it was pointed out
that P/E ratio’s in Amsterdam were lower than in
other markets.

Heated emotions, however, soon made a rational
discussion about corporate governance impossible.
The stock exchange had formed a committee to advi-
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se on changes, but the take over fight between
publishers Elsevier and Kluwer in 1987 not only drew
fault lines within this committee, where most of the
members were in one way or the other linked to the
contestants. It also pitted the Amsterdam Stock
Exchange against a powerful and well-funded lob-
bying group organized by corporate Holland. Major
companies such as Royal Dutch/Shell feared any
denting of their corporate armor. With no securities
and exchange watchdog to support it and lacking
legal powers necessary to affect change, the
Amsterdam Stock Exchange was no match for this
powerful opponent. The issue of corporate governan-
ce remained buried in endless and fruitless rounds
that lasted almost a decade to 1996.

The compromise was finally reached by splitting the
subject in two. Regarding hostile takeovers a new
law was drafted.? It proposed that twelve months
following the acquisition of 70 percent or more of
the shares in a company, the acquirer be given the
right to ask the court to abolish all anti-takeover
measures in the acquired company. This less-than-
shocking proposal was debated in parliament, but
never ratified, as political parties did not dare to form
their final opinion. It was subsequently buried in the
drawers of legislature, never to be seen or heard of
again. Dutch parliament waited for European legisla-
tion and when the 13th EU directive was finally
accepted in 2004 the Dutch government had to
make proposals to implement this directive in Dutch
law. These proposals are now expected next year,
That was the way The Netherlands dealt with anti-
takeover questions.

For all non-hostile, “peacetime” corporate governan-
ce issues, self-regulation was deemed to be the ans-
wer in 1996. A committee, named for its Chairman,
Jaap Peters, was jointly established by the stock
exchange and the listed companies, and published in
1997 forty recommendations for good governance.3
Both parties agreed that corporate compliance would
be monitored on a one-time-only basis., which took
place in 1998.4

Looking back, this decision may appear casual. But
one should not forget that discussions in the 1990’s
took place against a background of skyrocketing
share prices and self-fulfilling prophesies of further
rises to come. Dutch institutional and private inves-
tors alike were drawn into the stock market, a market
institutional investors had shunned for years in favor
of high real interest government bonds. In this

“make hay while the sun shines” atmosphere, corpo-
rate governance was not a hot issue.

On the contrary, fuelled by the high national savings
rate Dutch listed companies went on a international
buying spree. Corporate managers set out to prove,
especially with acquisitions in the US, that they
could outdo their international competitors.

This rosy picture was abruptly shredded to pieces in
early 2000 when Internet and Telecom stocks proved
to be nothing more than emperors without clothes.
By 2002, other highflying companies also faced
rough landings on multiple fronts with the resulting
financial restructurings, damaging shareholder
value. Some of these were taken to court by investors
seeking to prove mismanagement.

In the mean time, the Peters Committee, now offi-
cially disbanded, had transformed itself into a priva-
te foundation dedicated to fostering research and
debate on corporate governance and at the end of
2002 it published a study which concluded that self
regulation had failed and called for a new corporate
governance code, enshrined in the law.> Had it not
been for the Ahold scandal however, even this call for
action might have gone unheeded, as corporate
Holland preferred to wait for proposals from the EU
commission in Brussels. There, responding directly
to Sarbanes Oxley, a group of legal experts asked for
recommendations to modernize corporate law
throughout the European Union, had its mandate
broadened to provide also recommendations on cor-
porate governance. Ultimately, the group decided
that each country should formulate its own corpora-
te governance code, but that these individual count-
ry efforts would be coordinated by the European
Committee and be based on a European blueprint.

As this blueprint was not unacceptable to corporate
Holland, the new Dutch Corporate Governance
Committee formed in 2003 and chaired by Morris
Tabaksblat, had most of its work done even before
deliberations began. In fact, writing the Dutch
Corporate Governance Code, took less time than for-
ming the committee that would have to write it. The
major differences between the Dutch code and the
European blueprint had to do with executive remu-
neration, golden parachutes and the number of
board seats any ane person could hold. The remune-
ration clauses were added at the request of the
ministry of Finance and were intended for use as a

bargaining chip in wage negotiations with labour

21



journagal ni. 4, winter 2004,

unions. The issue of board seats was an attempt to
open the old boys network, which in the Netherlands
was particularly dense, because of the unique Dutch
governance feature of the ‘structuurregime’, mentio-
ned before.

Although the code is no force of law, it is, in an inge-
nious way, connected to the law, that will require lis-
ted companies to both explain to shareholders where
they deviate from the code and seek shareholder
approval for these discrepancies.

S0, after a debate started in 1986 to improve the
quality of the Amsterdam financial market, the
Dutch regulated corporate governance issues.
Looking back, it must be noted that the competitive
position of the Amsterdam Stock Exchange, the
casus belli of the whole debate, did not improve
during the many years it took to reach consensus.
The number of companies listed in Amsterdam
shrank dramatically and the exchange witnessed the
transfer of much of its power to Euronext in Paris.

t is therefore, with mixed feelings, that after this
eview of the corporate governance debate in the
Netherlands, we will now review what corporate
governance really is all about. Whereby it should be
noted that the 2003 Dutch corporate governance
code, the outcome of the whole debate, in its 71
pages does not define what corporate governance is.

In the next sections we will leave the political arena
and put the focus on the investor. From an investor
perspective it is of interest to know how corporate
governance impacts the risk-return profile of the
firm. A large body of literature has emerged over the
past years that analyses the relationship between
corporate governance (and its components) on the
one hand, and stock returns, firm value and accoun-
ting measures of performance on the other hand. In

the next section we will present an overview of this
literature.

2. Corporate governance, stock returns, firm
value and financial performance

Since the publication of the Jensen and Mecking
(1976) paper on the theory of the firm, largely inspi-
red by Adam Smith’s Wealth of Nations, Berle anc
Means' (1932} study of the modern corporation anc
the nature of the firm as described by Coase (1937),
the number of theoretical papers devoted to the
issue of corporate governance increased heavily®,
Although we can also list numerous empirical stu-
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dies, we will conclude that this research area is not in
a mature stage yet. There are three major problems
regarding empirical studies of corporate governance.
Corporate governance characteristics used in these
studies are often limited to one specific governance
item (for example anti-takeover amendments, board
structure or ownership structure) and the results are
strongly dependent on the methodologies used.
Maoreover, the bulk of research effort is dedicated to
the U.S. Especially outside the US, underlying data-
bases lack guality and quantity in order to conduct
sound empirical analysis. Nevertheless, a positive
development is that a growing number of indepen-
dent research firms {e.g. GMI and Deminor) and bro-
kers (e.g. Deutsche Bank) are putting a great effort in
collecting data on various aspects of corporate
governance. No doubt, this will stimulate both the
quantity and quality of research on corporate gover-
nance.

Before starting with a discussion on the empirical
literature on corporate governance we will present a
definition: “corporate governance deals with the
ways in which suppliers of finance to corporations
assure themselves of getting a return on their invest-
ments” (Shleifer & Vishny, 1997). Central in this
definition is the agency relationship between the
management of the firm on the one hand and the
providers of capital on the other hand. Unlike many
other definitions the focus here is on all capital pro-
viders, not just the shareholders. From an institu-
tional investor perspective that is the right approach,
since often times they are not only shareholder in a
firm but also bondholder. In spite of the fact that
corporate governance impacts both shareholders
and bondholders, the focus in our discussion of the
empirical literature will be on the shareholder. This is
because most of the empirical literature is dedicated
to the impact of corporate governance on the share-
holders. We will nevertheless provide some flavor on
the position of the bondholder from a corporate
governance perspective at the end.

We have chosen to structure our discussion of the
empirical corporate governance literature along four
strands of research: the effect of individual or com-
posite corporate governance indicators on: 1) stocks
returns in the short {event studies) and long run,
2) firm value, in most cases measured by Tobin’s g/,
3) several performance or profitability measures of
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companies, mostly of an accounting origin, and on
4) financial statement fraud. To establish a relation-

ship between corporate governance, stocks returns,

firm value, profitability and f
fraud, we need to describe anc

nancia

statement

classify corporate

governance in a way that enables us to measure it. As
figure 1 illustrates, we distinguish between six buil-

ding b
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ceover Defenses, Committees,
on, Financial Disclosure and

Managerial Ownership. Board measures both the
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the CEO and Chairman are separate persons.
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nolders and
include poison

hotential

DIC
C
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in place to limit the impact of share-
idders. These provisions
ass of stock or unequal

voting rights and supermajority voting require-
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ace (nomination committee, audit
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tees. Executive Compensation measures not only the

total va
membe
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or stock opti

nat part is coming from
ons). Financial Disclosure

ue of the annual compensation of the board
s, but also the structure of the compensa-
tion (what part of the compensation is coming fro
a fixed base salary and w

M

measures whether a company discloses its corporate

governance gui
delines and the
a
.

SO measures whether there is a qua
ion on the financial statements and whether a

hercent of shares helc

delines, executive compensation gui-

by directors. It
itied audit opi-

company expenses the options it has granted to its
directors. Managerial Ownership measures the per-
centage of stock held by the board members.

The six building blocks just described make up the
firm's corporate governance structure. The specific
nature of a firm’s corporate governance structure,
which can be rather complex, determines the agency
relationship between management and investors.
The description of the agency structure translates
into a set of incentives, risks and rewards, which all
have an impact on a firm’s finance decisions, invest-
ment decisions and the probability of fraud (broadly
defined, including earnings management). Finally,
these decisions ultimately — in conjunction with the
perceived agency risks by investors ~ determine the
value of the firm, its stock return and firm perfor-
mance.

In the following sections we will briefly discuss the
empirical literature that puts the spot light on the
relationship between the different components of
corporate governance and stock return, firm value,
firm performance and the probability of financial
statement fraud. The reason for implicitly discussing
the relationship between the components of a firm’s
governance structure and the probability of fraud is
twofold. First, a lot of recent accounting scandals
were rooted in weak governance structures, which
were unable to prevent managers from cooking the
books. Secondly, for an investor the implications of
corporate fraud, once revealed are normally disast-
rous. For example, Dechow, Sloan and Sweeney (1996)
find that firms subject to a SEC investigation becau-

Fig. 1: Corporate governance, stock return, firm value and firm performance
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se of earnings management, experience an average
return of —9% when it is first announced. Further-
more, Richardson, Tuna and Wu (2002) find, using a
sample of 225 restating firms over the period 1971 -
2000, that firms that have to restate their earnings
experience an average return of —=11% over a three-day
window around the first announcement and an aver-
age return of —25% over a {-120 days, +120 days] inter-
val. These are just averages, and examples like Enron,
MicroStrategy,and K-Mart, Ahold and Parmalat show
that things can turn out much worse than that.

3. Corporate Governance and stock returns

It investors put their money where their mouth is, we
would expect to find a positive relationship between
corporate governance and stock returns. According
to an investor cpinion survey by McKinsey (2002},
almost 80% of the investors are willing to pay a pre-
mium for stocks of well-governed companies. For the
US and the UK the average premium was between
12% and 14%, for Europe between 20% and 25% and
for Asia close to 30%. Since it is imminent in human
nature to claim more than we practice, it is up to
empirical studies on the subject to verify the validity
of this claim.

The vast majority of empirical research related to the
effect of corporate governance measures on (short
term) stock returns is based on event studies with 2
clear focus on anti-takeover amendments in the U.S.
Karpoff and Malatesta (1989) conduct the most
extensive study analyzing the wealth effect of all
second-generation takeover defenses introduced in
the U.S. between 1982 and 1987. Their sample covers
about 88% of all firms listed on the NYSE and AMEX.
They find a statistically significant, though rather
small, negative announcement return. Bhagat and
Jefferis 1991) study the effect of self-enacted takeo-
ver defenses by companies on stock returnss, Their
results indicate that the adoption of anti-takeover
amendments leads to significantly negative returns
during the event period, after accounting for the fact
that market participants might anticipate the adop-
tion of the amendments. Bhagat and Jjefferis argue
that the enactment of anti-takeover amendments
might depend on other firm specific variables such
as board composition and size, leadership structure
etc. Market participants adjust their expectations
about the likelihood of adoption according to these
firm characteristics. In a situation in which market
participants do expect a firm to adopt these amend-
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ments there will be no reaction to the actual event. If
a firm, however, unexpectedly adopts these amend-
ments, Bhagat and Jefteris find a negative return.

Neglecting this notion might produce misleading
results.

Brickley, Coles and Terry (1994) investigate the short-
term stock price reaction to the adoption of poison
pills depending on the proportion of outside direc-
tors on the board. They show that market partici-
pants perceive the adoption of these defenses diffe-
rently, mainly depending on the composition of the
board. In the absence of outside directors the predic-
ted return is negative and in the presence of outside
directors (at least two-third) positive. McWilliams
and Sen (1997) find that firms in which the chairman
and the CEO is one and the same person, the stock
price reaction is negative when inside and affiliated
directors dominate the board. Moreover, Klein (1998)
shows that the market's reaction to changes in
board composition is strongly dependent on which
committees these changes are taking place.
Increasing the percentage of inside directors in
investment and finance committees generally
results in positive returns during the event period,
whereas increasing the percentage of outsiders on
these committees results in negative abnormal
returns. The intuition behind this finding is that in-
side directors possibly have more firm-specific
expertise than outside directors, which is needed
especially for financing and long-term investment
decisions. For compensation committees, however,
market participants regard an increasing percentage
of outsiders as favorable. Klein’s study shows that
we have to carefully differentiate between the effects
of inside versus outside directors depending on the
specific committee.

Combining the evidence presented by the event stu-
dies discussed above, we have to conclude that there
seems to be some evidence that corporate governan-
ce characteristics have an impact on short-term
stock returns. The choice of event horizon, sample as
well as research methodology, however, can have a
considerable impact on the results. Although several
studies qualitatively agree on the direction of these
wealth effects, guantitative estimates diverge.
Furthermore, event studies are by definition short-
tarm oriented and cannot make any inferences about
long-term effects of corporate governance on stock
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returns. Tne long-term impact is especially interes-
ting for institutional investors like pension funds

and insurance companies.

The main issue is therefo-

re whether the market fully incorporates the effect
on corporate governance immediately or whether
there are indications that only part of this effect is
directly accounted for in stock prices.

Klein (1998), Bauer, Guenster and Otten (20032004),
Bghren and @degaard (2001), Bhagat and Black (1999,
2002), Bhagat, Black and Blair (2002), Gompers, Ishii

and Metrick (2003) and

Drobetz, Schillhofer and

Zimmermann (2003) are examples of the few studies
conducted on the effect of corporate governance on
long-term stock returns. Klein does not provide evi-

dence that board committee structure significantly
influences long-term stock returns, but this could
rartly be caused by a lack of sufficient time-series

data. The results of Bhagat and Black indicate that
firms with a bad history of stock market performan-
ce tend to increase the fraction of independent direc-
tors. They additionally examine the effect of board
independence on future performance, using market-
adjusted returns form 1991 until 1993 as the depen-

dent variable. Although
independence is positive,

the coefficient of board
t is statistically insignifi-

cant. Bhagat and Black therefore conclude that incre-
asing the fraction of independent directors does not

mprove future performance, Bhagat, Black and Blair
nvestigate the association between relational inve-

“I, too, hate bein f a greedy bastard, but we
have a responsibility to our shareholders.

stors and market-adjusted stock returns for

about

1500 U.S. firms. While their results indicate that large
block holders might have improved performance
during certain time-periods, their results are not
robust to different time-periods as well as to specifi-
cations of relational investors. One main difficuity
Bhagat, Black and Blair face is that there is not a for-
mal model or definition of a ‘relational investor’
Consequently, one should interpret their results
maore as a first indication than as an absolute proof.

Gompers, Ishii and Metrick (2003) explore the
of corporate governance on long-term returns,

effect
using

a different approach than the other two studies.

rrehensive one, because of the use of a sam

‘heir approach can be considered as the most com-

ple of

approximately 1500 firms from 1990 till the end of
1999. They analyze the impact of 24 different gover-
nance provisions, which are all closely related to

takeover defenses. Using these 24 different ¢o

rpora-

te governance provisions they construct a corporate

governance index, using the following procedu
every provision a company receives a score of

re. For
one if

it is part of its governance structure and a score of

zero if it is not. The corporate governance in

dex is

simply a summation of the 24 scores. Using this very
large database they construct portfolios consisting

the Democracy Portfolio and a short position
Dictatorship Portfolio. After adjusting for ris

of firms with numerous anti-takeover amendments
and high scores (‘Dictatorship Portfolio’) and portfo-
jos including firms with very few amendments and
ow scores (‘Democracy Portfolio’). They subsequent-
y examine the returns to holding a long position in

n the
K fac-

tors, this simple strategy earns an average annual

return of about 8.5%. To validate these results

al robustness check are performed, which generally

confirm the observation of positive returns to

Sever-

d COI-

porate governance long-short strategy. However,

recently several studies were conducted which

show

that the findings of Gompers et al. are highly sensiti-
ve to the specific methodology and time-horizon.
Core, Guay and Rusticus (2004) provide evidence of a

reversal effect taking place in the four years

follo-

wing the analysis of Gompers et al. Further, their
results provide some indication that the findings of

Gompers et al. might be closely related to the

nter-

net bubble. Removing technology firms substantial-
ly decreases the abnormal returns reported Dy
Gompers et al. In addition, Cremers and Nair (2004)

25



journaal nro4, winter 2004

document that the performance differential diminis-
nes substantially and becomes statistically insignifi-
cant when the cut-off points are slightly changed
and the time-horizon is extended by two years.
Moorman (2004) suggests that the abnormal returns
are due to a misspecification of the asset pricing
model. After using control firm portfolios to correct
for the model misspecification, there is no evidence
of abnormal returns to a corporate governance long-
short strategy.

Bauer, Guenster and Otten (2004) study the rela-
tionship between corporate governance and long-
term stock returns using a sample consisting of the
250 largest firms in the FTSE Eurotop 350 index, cove-
ring the period 1997 - 2002. Like in the Gompers, Ishii
and Metrick study, they use a corporate governance
rating (obtained from Deminor) to measure a firm’s
level of corporate governance. Their results corrobo-
rate the findings of Gompers, Ishii and Metrick, alt-
nough the performance of their long-short strategies
s lower. Adjusting for the Fama-French risk factors
and sector effects, they find an average annual
return of 4.6% for the U.K. portfolio, whereas the
EMU portfolio yields a return of 3% (if we would take
out the sector neutrality constraint the annual
returns would be respectively 6.8% and 1.6%).
Bghren and @degaard (2001) study the long-term
stock return effects of corporate governance for all
non-financial Norwegian stocks for the period 1989 -
1997. To this end they construct a comprehensive
database containing information on ownership
structures, board characteristics, ownership concen-
tration and security design as of 1989. On average
they find only a weak positive, statistically insignifi-
cant relationship between corporate governance and
ong-term stock returns.

Drobetz, Schillhofer and Zimmermann (2003) also
construct corporate governance factor portfolios
similar to Gompers et al. After risk adjusting they
find an extremely large excess return of 16.4% per
annum, which is almost twice as much as the excess
return reported by Gompers et al. for the U.S. market.
In interpreting their results one should keep in mind
that there are possible areas for improvement.
Drobetz et al. sent out questionnaires to 253 German
firms in different market segments. They only recei-
ved answers from about 36% of these firms.
Therefore, their sample is not necessarily reflecting
the ‘average’ German firm. Furthermore, Drobetz et
al. have no time-varying corporate governance
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ratings. Instead, they assume that the corporate
governance rating was constant throughout their
research horizon, January 1998 to March 2002.
Despite these shortcomings, one should definitely
acknowledge that Drobetz et al. are the first ones to
examine the German market and attempt to overco-
me the obstacles in obtaining corporate governance
information about non-U.S. firms.

4. Corporate Governance and firm value
While the empirical literature about the effect of cor-
porate governance on stock returns was primarily
considering anti-takeover amendments, studies
about the effect on firm value have the tendency to
focus on the firm’'s board structure and equity
ownership, and differences in legal frameworks
between countries and states. There are generally
few studies which use an approach based on a com-
posite measure of corporate governance. In the
majority of studies Tobin’s q is used to approximate
firm value. Tobin's q is defined as the ratio of the
market value of assets to the replacement costs of
assets.

4.1 Board structure and firm value

The literature analyzing the impact of the board on
firm value generally focuses either on board size
and/or board composition. While evidence about the
effect of board size on firm value is rather conclusi-
ve, research on board composition finds more ambi-
guous results. Yermack (1996), for instance, analyses
the relationship between board size and firm value
for 452 U.S. firms. He performs extensive robustness
checks, which all confirm his results. The evidence
presented clearly indicates that board size is negati-
vely correlated with firm valueS. The relationship
described for the U.S. market has been documented
in other countries as well. Mak and Kusnadi (2002)
present evidence that board size and firm value are
negatively related in Singapore and Malaysian com-
panies. Eisenberg, Sundgren and Wells (1998) repart
similar findings for the Finnish stock market. All stu-
dies discussed above find evidence of a statistically
significant inverse realationship between board size
and firm value. As Hermalin and Weisbach (2001)
observe in their literature overview: “The data...
appear fairly clear. board size and firm value are
negatively correlated.”© Although this observation is
generally correct, a recent study conducted by
Adams and Mehran (2002) shows that we have to dif-
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ferentiate across sectors, Most studies in the empiri-
cal literature focus on industrial firms and exclude

financial companies™,

Evidence about the relationship between board com-
position and firm value is not nearly as conclusive.
Despite the fact that numerous studies have investi-
gated the relationship between board independence
and firm value, ‘..there does not appear to be an
empirical relation between board composition and
firm performance. (Hermalin and Weisbach, 2001)2.
Becht, Bolton and Réell (2002) confirmed this obser-
vation recently in their literature survey “..this work

has investigated whether
independence are related
and typically rejects the
tionsnip.” A possible exp
positive relationship wit
that we fal
accords with the

rfcant effect.

analyzing the impact o

value. Diversity Is definec
or minorities, such as Afri
Hispanics, on the board.
firmes,

board composition and/or
to corporate performance
existence of such a rela-
anation for not finding a
1 board independence is

to define independence such that it
perception of investors. Carter,
Simkins and Simpson (2002) control for board inde-
nendence and they find, like other studies, no signi-
Their research actually focuses on
board composition from a different point of view by

" board diversity on firm

as the fraction of women
can-Americans, Asians and
Examining about 640 U.S.

they find a significant relationship between
the percentage of women on the board and firm

value. Their evidence furthermore shows that mino-
rity representation enhances firm value.

4.2 Managerial ownership and firm value

Like the relationship between board composition
and firm value, the relationship between managerial
ownership and firm value is far from conclusive.
Important early contributions on this matter incluge
Morck, Shleifer and Vishny (1988) and McConnell and
Servaes (1990). Both studies find a non-monotonic

relationship between m
firm value, In their study,
argest U.S, firms o f the
et al. find a positive relat

anagerial ownership and
which contained 371 of the

“ortune 500 in 1980, Morck
ion between firm value anc

managerial ownership over 0 percent to 5 percent or

outstanding shares, a negative relation over the 5 to

25 percent range, and a p

ositive relation once again

for managerial holdings exceeding 25 percent.

Similar results were obtained

Servaes, Their sample co

by McConnell and
173 firms for the

ntained

year1976 and 1093 firms for the year 1986, which were
all listed on the NYSE or AMEX. According to Morck et
al, the non-monotonic relationship can be explained
by combining the incentive alignment argument
Jensen and Meckling, 1976) with the entrenchment
argument offered by Morck et al. According to the
incentive alignment argument more managerial
equity ownership implies less agency costs and risks
and therefore a higher firm value. This would transla-
te into a positive monotonic relationship between
managerial ownership and firm value. The entrench-
ment argument holds that between ‘normal’ levels
more managerial ownership may decrease the value
of the firm because more power to the manager en-
aples him to care less about the interests of the other
stakeholders and instead focus primarily on his own
wealth creation, partly at the expense of the other
stakenolders. For low levels of managerial ownership
it seems reasonable to expect that managers will not
be entrenched at all, whereas for very high levels of
managerial ownership there is hardly any difference
petween manager and owner and as a result the
manager bears most of the costs of any sub-optimal
decision making. The combination of both the incen-
tive alignment argument and the entrenchment
argument is abie to explain the empirical findings of
Morck et al. and McConnell and Servaes?.

One of the limitations of the studies mentioned
above, and more generaily with a lot of studies,
which examine the relationship between corporate
governance measures and firm value, is that the cor-
horate governance variables are treated as exoge-
nous variables. There are, however, many reasons to
helieve that managerial ownership and firm value
are jointly determined. To account for that one
should endogenize the ownership structure by using
a simultaneous equations modelling approach.
Agrawal and Knoeber (1996), Cho (1998) and Coles,
Lemmon and Meschke (2003) are among the few stu-
dies that explicitly accounted for the joint determi-
nation of firm value and managerial ownership in
their test methodology. Their results, however, are
stifl inconciusive. Cho finds that, using a sample of
326 large U.S. firms from the Fortune 500 in the year
1991, manager ownership is determined by expected
performance but not the other way around, which is
consistent with the insider-reward argument.
Agrawal and Knoeber find a positive relationship
between managerial ownership and firm value; their
sample contains 383 large U.S. firms from the Forbes
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800 list for the year 1987. Finally, the study of Coles et
al., which uses data from the Execucomp database
covering the years 1993 through 2000, corroborate

the findings of Morck et al. and McConnell and
Servaes.

4.3 Investor protection and firm value
In this section we will start with a discussion on the
studies of LaPorta, Lopez-de-Silanes, Shieifer and
Vishny (2001) and Daines (2001), who examine the
differences in corporate governance characteristics
among countries and states, LaPorta et al. investiga-
te differences in investor protection and their effect
on firm value in 27 countries. Daines estimates the
effect of Delaware law on firm value compared to
other L.S. states.
Besides investigating the impact of corporate gover-
nance for a large sample of firms in different coun-
tries, one of the main benefits of the study conduc-
ted by LaPorta et al. is that their research is one of
the very few empirical studies, which also develops a
formal theoretical framework. This framework inclu-
des several aspects of the agency theory of Jensen
and Meckling (1976). LaPorta et al. derive four main
hypotheses, which subsequently are tested empiri-
cally's:
a) firms in more protective legal regimes should
nave a higher Tobin's q;
b) firms with higher cash flow ownership by the
controlling entrepreneur should have a higher
Tobin’s ¢;
¢) firms with better investment opportunities
should have a higher Tobin’s g;
d} the effect of the entrepreneur’s cash flow owner-
ship on valuation is lower in countries with good
investor protection.

The empirical evidence presented strongly confirms
these hypotheses. Firms incorporated in countries
with superior investor protection laws, usually com-
mon law countries, have a higher valuation than
firms in civil law countries, which tend to have less
rigorous investor protection standards. Moreover,
they find that higher cash flow ownership by the
controlling shareholder has a positive impact on firm
value. This effect is larger in a less protective legal
environment. These results are corroborated by the
study of Leutz, Nanda and Wysocki (2003). Based on
the agency theory they argue that insiders have an
incentive to conceal their private control benefits
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from outsiders. This can be effected by managing
reported earnings. Their hypothesis is that firms in
countries with strong investor rights and legal enfor-
cement engage in less earnings management. Using
a sample of non-financial companies from 31 coun-
tries for the period 1990 - 1999 they find a negative
relationship between earnings management -
proxied by various measures — and investor protec-
tion.

Whereas LaPorta et al. examine the effect of country
law on firm value, Daines {2001) explicitly analyses
the effect of state law. Since U.S. corporate law is
determined by state law and not meaningfully affec-
ted by federal law, the approach is generally similar.
Delaware has a unique law, significantly different
from all other U.S, states. More than 50% of publicly
traded U.S. firms are incorporated in Delaware's,
Therefore, the question arises whether Delaware is
chosen as state of incorporation because its unique
aws benefit shareholders or management. If they
benefit shareholders, incorporation in Delaware
should be positively associated with firm value, after
controlling for other factors. Daines examines a very
large sample of about 4500 U.S. corporations over
the time period 1981-1996. His results indicate that
Delaware law increases firm value. According to
Daines, one main argument why Delaware law in-
creases firm value is that it facilitates takeovers by
decreasing the associated costs compared to other
states. We can conclude from the evidence presented

so far that state and country laws remarkably affect
firm value.

Another issue is how different governance standards
among firms within one country affect firm valu-
ation. We will describe three studies analyzing the
effect of corporate governance standards within one
country. De Jong, de jong, Mertens and Wasley (2002)
examine the impact of corporate governance on firm
value for Dutch corporations using a sample of 205
Dutch firms between 1992 and 1999. While their main
objective is to examine the effectiveness of the
Netherlands' Peters Committee'®, a self-regulation
initiative, their research also gives significant insight
into the impact of governance standards on firm
value in the Netherlands. Dutch firm above a certain
size and having more than 50% of their employees in
the Netherlands are required to operate under a so-
called ‘structured regime’. Under this system, a
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supervisory board is established which takes rights
from shareholders and should exercise them on
behalf of all stakeholders. Obviously, this system
causes a greater separation of ownership and con-
trol, since the owners cannot directly exercise their
rights. Besides the structured regime, they analyze
the impact of ownership structure and takeover
defenses. Their results show that the structured regi-
me prevailing in the Netherlands has a negative
impact on firm value. They confirm the results of La
Porta et al. and find a positive correlation between
insider holding and firm value. De Jong et al. find
that anti-takeover amendments decrease firm value,
supporting the research of Gompers et al,, discussed
below, and the interpretation of Daines. Gompers,
Ishii and Metrick (2003) study the effect of corporate
governance on firm value in the U.S. They find that
anti-takeover amendments are negatively correlated
with Tobin’s q after controlling for other factors.
Further, their results show that the impact of corpo-
rate governance on firm value is significantly larger
N 1999 than in 1990. This finding suggests that U.S,
stock prices have adjusted over this time-period to
account for the impact of corporate governance
standards, Drobetz, Schillhofer and Zimmermann
(2003) analyze the effect of corporate governance on
firm value in Germany. In accordance with other aut-
1015, they flnd that superior governance standards
increase firm value.

Both Gompers et al.,, De jong et al. and Drobetz et al.
present evidence that good corporate governance
and firm value are positively refated in developed
countries. Nevertheless, the magnitude of the effect
seems to be even larger in developing countries.
Black (2001) analyses the relationship between cor-
porate governance and firm value in Russia.
Although he uses a very small sample, his study
gives significant insight about the value of corporate
governance in a country in which governance stan-
dards are very diverse. Compared to Western turope
and the US, governance standards as well as their
enforcement are less effective in Russia. Therefore,
Russian companies show a wide divergence within
their standards, as they can choose their governance
rules without external constraints. Black examines 2
sample of 16 Russian firms in 1999. Despite the small
sample size, the results are statistically significant.
Corporate governance seems to have a substantial
impact on firm value in Russia. An improvement in

the governance ranking by one standard deviation is
associated with a more than 8-fold increase in firm

value. This relationship is much stronger than the
evidence usually presented for developed countries.

5. Corporate governance and performance
measures

Research about the effect of corporate governance
on firm performance can be generally divided into
two types of studies. The first line of research exami-
nes the effect indirectly by looking at variables,
which are no direct measures of firm performance,
but give an indication of agency costs arising from
different corporate governance rules. Betrand and
Mullainathan (1999), for instance, investigate the
Impact of anti-takeover amendments on CEQ pay.
They find that the adoption of takeover defenses is
generally followed by an increase in CEO pay, compa-
red to firms not adopting the amendments. Core,
Holthausen and Larcker (1998) also analyze CEO com-
pensation related to the governance structure.
Unlike Bertrand and Mullainathan, they do not focus
on anti-takeover amendments, but instead consider
the impact of board and ownership structure. Their
results show that CEO compensation is higher, the
less effective the governance structure. Meulbroek,
Mitchell, Mulherin, Netter and Poulsen (1990) present
evidence that managers decrease R&D spending
upon the introduction of anti-takeover amend-
ments. Garvey and Hanka (1999) find that managers
substantially reduce the use of debt financing sub-
sequent to the adoption of takeover defenses. All
studies presented conclude that less efficient gover-
nance structures increase corporate slack and thus
agency costs.

A second line of research uses performance and pro-
fitability ratios to examine the effect of governance
standards on firm performance directly. Most of
these studies examine the impact of corporate
governance on firm value or long-term stock returns
besides analyzing the effect on firm performance.
Gompers, Ishii and Metrick (2003) examined the rela-
tionship between their corporate governance index
(introduced in the section on corporate governance
and stock returns), and various accounting measures
of performance, net profit margin, ROE and sales
growth (all industry-adjusted). On average their
results indicate that firms with good governance
have better operating performance than firms with
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poor governance. Bauer, Guenster and Otten did a
similar study for EMU countries and the UK. Unlike
Gompers et al. they did find that ROE and net profit
margin are negatively related to the level of corpora-
te governance. For the U.K. the results were not sta-
tistically significant, however the coefficients for the
EMU countries were statistically significant. Taking
into account country effects did not have a major
impact on the results; the coefficients were still
negative, though no longer statistically significant. A
nossible explanation is that the perceived quality of
earnings numbers in the late nineties did have a
detrimental impact on the relationship between
accounting based profitability ratios and stock
returns.

6. Corporate governance and corporate fraud
Corporate fraud can be defined and classified in
many ways. We follow the classification by Karpoff
and Lott (1993) who distinguish between fraud of sta-
keholders (this occurs when a company lies about
contracts with customers, suppliers and employees),
fraud of the government (this occurs when a compa-
ny lies about contracts it has with the government),
fraud of financial reporting (this occurs when a com-
pany misrepresents its financial conditions in the
financial reports) and regulatory violations (this
occurs when a company violates regulations that can
be enforced by federal agencies; this may be regula-
tions related to environmental issues, antitrust law
issues etcetera). In this section our focus is on finan-
cial reporting fraud.

e

e

[

“Ob, that three billion dollars.”
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Beasley (1996) examined the relationship between
the proportion of outside directors on the board anc
the probability of financial statement fraud. He usec
a sample of 75 fraud and 75 matched non-fraud com-
panies in the US over the period 1980 — 1991, and he
applied a logit regression approach. He found that
outside board members reduce the likelihood of
financial statement fraud. This finding is corrobora-
ted by the study of Uzun, Szewczyk and Varma
(2004), using a similar approach over the period 1978
- 2001. For the U.K. Peasnell, Pope and Youn (2000)
provide evidence that supports the conclusion of
Beasley.

Bryan, Liu and Tiras (2004) study whether the quality
of earnings would improve if a company employs an
audit committee, comprised of members that are
independent and skilled in finance and accounting,
and which meets regularly!/. Earnings quality is
measured by the size of accruals. Their sample con-
sists of all firms listed on the 1996 Fortune 500, and
their tests include the years 1996 — 2000. They find a
significant positive relationship between the quality
of earnings and the proportion of independent and
financially literate members.

Using a sample consisting of all firm-year observa-
tions with information on CEQ stock-based compen-
sation included in the ExecuComp database for the
years 1993 — 2000, Cheng and Warfield (2003) find
that managers with high stock-based compensation
are 3) more likely to sell shares in subsequent
periods, b) more likely to report earnings numbers
that meet or just beat analysts’ forecasts, and c)
more likely to report high accruals. Erickson, Hanlon
and Maydew (2004) conduct a similar study. Their
sample includes 50 firms that are accused of accoun-
ting fraud by the SEC over the period from 1996
through 2003. Controlling for other governance char-
acteristics, financial performance, financial distress,
market capitalization and the probability that a com-
pany will obtain additional financing, they find a
positive relationship between stock-based executive
compensation and accounting fraud. Similar results
have been found by Johnson, Ryan and Tian (2003),
and Gao and Shrieves (2002). All these studies report
results that are in accordance with Jensen’s (2004)
concept of Agency Costs of Overvalued Equity, which
argues that stock-based compensation motivates
management to manage the earnings numbers.
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7. Digesting the empirical evidence and
venues for further research

Several important conclusions can be drawn based
on the analysis of the previous paragraphs. First,
several empirical studies indicate that corporate
governance has a positive effect on stock returns,
especially in the long term, Studies on the short term
provide inconclusive evidence. Unfortunately, most
studies focus on one or a limited number of gover-
nance measures, are based predominantly in a US
context and use databases with too short histaries to
draw any conclusions for the long term. Secend, firm
value is negatively related to board size and, against
widespread beliefs in the institutional investment
world, board independence does not seem to have a
significant impact. Furthermore, the research shows
that the impact of corporate governance on firm
value is larger, the wider the divergence in standards.
This result can have two implications, which are rela-
ted. Investors in countries with weaker standards
might assign a higher importance to governance
mechanisms. Instead of being protected by faws and
their enforcement, they have to ensure themselves
that they are not being betrayed. Therefore they
investigate the governance standards of the compa-
nies they chose to invest in more carefully. The pro-
blem might also be inherent in the data. The varia-
tion in standards in developed countries might be so
small, that their effect may be less observable. A
third important conclusion is that less efficient
governance structures increase the probability of
corporate slack and hence low scores on internal effi-
ciency ratios. Finally, a relatively new strand of the
literature shows a direct connection between the
governance of a company and the probability of
financial statement fraud. Although most of these
studies face limitations of various kinds we feel that
there is a clear indication that corporate governance
information is positively linked with the financial
performance of companies.

What can we learn from these insights? Well, first of
all companies should realize that the empirical evi-
dence will encourage shareholders to act more pro-
actively on annual shareholder meetings. The emer-
gence of corporate governance networks across and
within countries facilitates that shareholders incre-
asingly pressure the boards of companies. The recent
change in the board structure of Royal Dutch/Shell
maybe is a good example. Furthermore, some of

these shareholders might, fuelled by the empirical
evidence, explicitly integrate corporate governance
information into their investment process. This
again might induce third parties, like index providers
and brokers, to incorporate governance information
directly into their analysis. Eventually, this could pos-
Sibly iead to a lower cost of capital for well-governed
companies. On the other hand we should be cau-
tious: the cost of capital is a combination of both
equity and debt capital. Recent theoretical and empi-
rical evidence shows that a positive effect of corpo-
rate governance on shareholders does not necessari-
ly have a positive impact on bondholders. A good
example is the abolishment of anti-takeover amend-
ments, which can be harmful for providers of debt
capital. Removing these amendments raises the pro-
bability that the current management of the firm will
be replaced. Bondholders then have to negotiate
with a new management. This might lead to a higher
ex ante risk premium required by providers of debt
capital. The important question is now whether the
gain of shareholders is offset by the loss of bondhol-
ders?

So what is a possible research agenda for the future?
In our opinion, the construction of sound databases,
with a large history, across countries and incorpora-
ting a variety of governance information, is a neces-
sary condition for future empirical research.
Conclusions will only be taken seriously and acted
upon when institutional investors are comfortable
with the setup of studies. Linking the recent “codifi-
cation” and changes in legislation with corporate
governance information will give new insights in the
behavior of the boards of companies. Subsequently,
investigating the impact of these changes on finan-
cial performance measures then can provide valu-
able insights to shareholders. Moreover, for reasons
mentioned above, future research should not just
focus on the impact of corporate governance on sha-
reholders, but on all providers of risk capital.

The evidence in this overview article may suggest the
contrary, but we are at the start of this research area,
which can be tackled both from a theoretical and an
empirical side. tnvestments in data bases and open-
minds of all parties involved are required. The
management of companies, providers of capital and
regulatory bodies can then reap the fruits of new
research insights and use them in a practical context.
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