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The Weakening Relationship between Corporate Governance
and Firm Performance
Robert Antenucci
Kent State University Trumbull
There is much debate over the efficacy of corporate governance in
mitigating agency costs, and the ability of stronger corporate governance
measures to improve firm performance. I investigate this dichotomy in the
corporate governance literature by examining the impact of corporate
governance on firm performance by extending the time frame of the analysis
and looking at different corporate governance metrics. I posit that while
better governed firms should outperform their peers, as measured by stock
market returns, efficient market theory espouses that this effect should
diminish over time since this publicly available information is available to all
investors. My work extends the research on corporate governance and firm
performance, and I find support for my hypothesis, as the relationship
between stronger corporate governance and firm performance has
decreased by over 50% from prior studies.
It is cost prohibitive for the atomistic shareholder to monitor
directly ƚŚĞƉĞƌĨŽƌŵĂŶĐĞŽĨĂĨŝƌŵ͛ƐŵĂŶĂŐĞŵĞŶƚ͘dŚĞƐĞƉĂƌĂƚŝŽŶŽĨ
ownership and management, and the resulting potential conflict of interest,
can lead to a disconnect between CEO actions and firm performance. While
corporate governance mechanisms are imperfect and some unethical
abuses by CEOs exist, there is a strand of research that maintains domestic
corporate governance is relatively well functioning (Kaplan (2008) and
Brookman and Thistle (2009). In further support of this assertion, Bertrand
and Mullainathan (2001) find that firms with stronger governance pay their
KƐůĞƐƐĨŽƌƉŽƐŝƚŝǀĞĨŝƌŵƉĞƌĨŽƌŵĂŶĐĞƚŚĂƚŝƐŶŽƚĂƚƚƌŝďƵƚĂďůĞƚŽƚŚĞKƐ͛
performance. Gompers et al (2003) quantify corporate governance utilizing
the Investor Responsibility Research Center (IRRC) data to develop a
'ŽǀĞƌŶĂŶĐĞ/ŶĚĞǆ;'/DͿƚŚĂƚŵĞĂƐƵƌĞƐƚŚĞƐƚƌĞŶŐƚŚŽĨĂĨŝƌŵ͛ƐĐŽƌƉŽƌĂƚĞ
governance structure. The authors find that firms with stronger corporate
governance (lower GIM) have higher firm value, higher profits, higher sales
growth, lower capital expenditures, and make fewer corporate acquisitions.
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Cremers and Nair (2005) instead create a more parsimonious governance
index, the Alternative Takeover Protection Index (ATI), and they find
increased market value in firms with weaker ATI portfolios (stronger
governance). Even more interesting, just two years after Gompers et al
(2003), Cremers and Nair (2005) found a decrease in the relationship
between their GIM Index and firm performance. Bebchuk et al (2009)
expand on Gompers et al (2003) and Cremers and Nair (2005) research,
creating an Entrenchment Index (EIndex) comprised of six governance
measures from the IRRC. They find that higher EIndex (weaker corporate
ŐŽǀĞƌŶĂŶĐĞͿŶĞŐĂƚŝǀĞůǇĐŽƌƌĞůĂƚĞƐǁŝƚŚĨŝƌŵǀĂůƵĞ͕ĂƐŵĞĂƐƵƌĞĚďǇdŽďŝŶ͛Ɛ
Q. I build on the work of Cremers and Nair (2005) as well as Bebchuk et al
(2009) extending the timeframe of Bebchuk et al (2009), and examining
differing combinations of their EIndex to further the research on the
connection between corporate governance and firm performance.
Hypothesis: I posit that due to efficient market forces, the
impact of stronger corporate governance diminishes over time.
To begin, I examine the firms in the Bebchuk et al (2009) Entrenchment
Index from 1995 ʹ 2009. I investigate the connection between governance
and firm performance by forming two governance-based portfolios: a
ƐƚƌŽŶŐĞƌĐŽƌƉŽƌĂƚĞŐŽǀĞƌŶĂŶĐĞƉŽƌƚĨŽůŝŽ;ƚŚĞ͞ĞŵŽĐƌĂƚŝĐ͟ƉŽƌƚĨŽůŝŽƚŚĂƚ
contains firms with a lower EIndex) and a weaker corporate governance
portfolio (thĞ͞ŝĐƚĂƚŽƌƐŚŝƉ͟ƉŽƌƚĨŽůŝŽƚŚĂƚĐŽŶƚĂŝŶƐĨŝƌŵƐǁŝƚŚĂŚŝŐŚĞƌ
EIndex). I then measure performance of this long high governance (buy high
governance) and short low governance (sell low governance) trading
strategy using Carhart (1997) four-factor model regressions to calculate
monthly abnormal returns for the entire dataset period, 1995 ʹ 2009. This
trading strategy yields a compound annual abnormal annual return of
7.4%/year for the value-weighted portfolio and 4.8%/year for the equalweighted portfolio. While my results lend support to the proposition that
stronger corporate governance is associated with stronger firm
performance, my findings are 50% lower than Bebchuk et al (2009) findings
for the 1990s for value-weighted portfolios and a 35% lower for equalweighted portfolios, lending support for my hypothesis. A possible reason
for this decrease might be the semi-strong efficient market theory that
ƉƵďůŝĐůǇĂǀĂŝůĂďůĞĚĂƚĂ;ŝŶƚŚŝƐĐĂƐĞƚŚĞůĞǀĞůŽĨĂĨŝƌŵ͛ƐĐŽƌƉŽƌĂƚĞ
governance) should not result in long-term abnormal returns. I also examine
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the abnormal returns for the entire 1995 ʹ 2009 dataset period using daily
returns instead of monthly returns, and I find the compound annual returns
based on daily data decrease even further (over a 9% decrease). A
robustness check of adding firms from the middle of the corporate
governance spectrum to the high and low corporate governance portfolio
indicates diminishing size and significance of the abnormal monthly returns,
further supporting my hypothesis.
Review of the Literature
Agency Theory
In my review of the literature, I begin by examining the background
on agency theory, corporate governance, and the challenges firms face
during recessionary periods. Agency theory derives from the challenges
created by disassociating corporate ownership and corporate management,
as decisions within firms are made by managers acting as agents for the
investors or owners. Management is charged with operating in
ƐŚĂƌĞŚŽůĚĞƌƐ͛ďĞƐƚŝŶƚĞƌĞƐƚƐ͕ƵƐƵĂůůǇĚĞĨŝŶĞĚŝŶƚŚĞŶŐůŽ-Saxon world as
maximizing shareholder wealth, but frequently this shareholder
ŵĂǆŝŵŝǌĂƚŝŽŶŐŽĂůĐĂŶďĞĂƚŽĚĚƐǁŝƚŚŵĂŶĂŐĞŵĞŶƚ͛ƐƉĞƌƐŽŶal goals. This
͞ŐŽĂůŝŶĐŽŶŐƌƵĞŶĐĞ͟ŝƐŶŽƚƚŚĞŽŶůǇŝƐƐƵĞƐŚĂƌĞŚŽůĚĞƌƐĨĂĐĞŝŶƚŚĞĂŐĞŶĐǇ
problem. There exists an information asymmetry between owners and
ŽƉĞƌĂƚŽƌƐĂŶĚŵŽŶŝƚŽƌŝŶŐĂŶĂŐĞŶƚ͛ƐďĞŚĂǀŝŽƌŝƐĐŽƐƚůǇ;DĂŶŐĞůĂŶĚ^ŝŶŐŚ
(1993) and Tosi et al (2000). Thus, the agency problems develop as agents
can hide or pursue actions in their own interests and at the detriment of the
owners. The resulting conflicting or improperly aligned interests between
management and owners can lead to sub-optimal behavior and
misallocation of firm resources, particularly in the form of questionable
executive compensation and decision making.
In agency theory, the principal-agent relationship is based on the
ĂƐƐƵŵƉƚŝŽŶŽĨĂƌŵ͛ƐůĞŶŐƚŚĚĞĂůŝŶŐƐďĞƚǁĞĞŶƐŚĂƌĞŚŽůĚĞƌƐĂŶĚ
manageŵĞŶƚ͘/ŶĂŶĂƌŵ͛Ɛ-length transaction, the parties are related or
ĂĨĨŝůŝĂƚĞĚ͕ďƵƚďŽƚŚƉĂƌƚŝĞƐ͛ĨƵŶĐƚŝŽŶŝŶĚĞƉĞŶĚĞŶƚůǇ͕ĂŶĚƚƌĂŶsactions occur
ǁŝƚŚŽƵƚƚŚĞƉĂƌƚŝĞƐ͛ĂďŝůŝƚǇƚŽƵŶĚƵůǇŝŶĨůƵĞŶĐĞŽƌƚĂŝŶƚƚŚĞƉƌŽĐĞƐƐƐŽƚŚĂƚ
there is no apparent conflict of interest. Shareholders attempt to construct
compensation agreements that deter management from acting in its own
self-interests, and instead motivate managers to behave in a manner which
increases shareholder value. The principal agent theory relies on aligning
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shareholder and management incentives based on a connection between
management behavior and pay-for-performance.
Fama and Jensen (1983) maintain that the agency issues associated
with the separation of ownership and management of the firm have been
dĞďĂƚĞĚďǇƌĞƐĞĂƌĐŚĞƌƐĚĂƚŝŶŐďĂĐŬƚŽĚĂŵ^ŵŝƚŚ͛ƐƚŚĞtĞĂůƚŚŽĨEĂƚŝŽŶƐ͘
Jensen and Meckling (1976) in their seminal article on agency theory posit
that managers are thought to operate the firm for their own benefit, not for
shareholder value, resulting in agency costs impacting firm value. The
authors maintain that a manager who does not own the entire firm
consumes more perks in comparison to the owner manager, which
ultimately lowers firm value. This non-value adding behavior may be
associated with rent extraction and pay for nonperformance. In an efficient
market, the price of shares reflects these costs so that the owner bears the
agency cost of equity if seeking outside equity financing. Corporate
governance mechanisms, which I discuss in the following section, are one
ǀĞŚŝĐůĞƚŽĐŽƌƌĞĐƚŐŽĂůŝŶĐŽŶŐƌƵĞŶĐĞďĞƚǁĞĞŶƚŚĞƉƌŝŶĐŝƉĂů;Ĩŝƌŵ͛Ɛ
shareholders) and the agent (CEO). My research focuses on the whether
corporate governance mechanisms ameliorate this owner ʹ agent conflict,
as measured by firm performance (abnormal stock returns).
Corporate Governance and Firm Performance
The corporate form of business structure and resulting separation
of ownership and management has existed for centuries, meaning that the
agency conflicts resulting from this separation have been present for
centuries as well (Hermalin, 2005). Corporate governance, which is the
system by which an organization is ruled, or the state of being governed,
attempts to mitigate the costs of these agency conflicts. Shleifer and Vishny
(1997) describe corporate governance as answering the question as to
ǁŚĞƚŚĞƌƚŚĞĨŝƌŵƐ͛ƐƚĂŬĞŚŽůĚĞƌƐĂƌĞƉƌŽƉĞƌůǇĐŽŵƉĞŶƐĂƚĞĚĨŽƌƚŚĞir
investment. There exists debate over the extent to which corporate
governance systems are able to mitigate effectively agency costs. The
majority of developed economies have well-functioning corporate
governance systems, and some researchers, such as Brookman and Thistle
;ϮϬϬϵ͕ƉŐ͘ϯϯϭͿ͕ŵĂŝŶƚĂŝŶƚŚĂƚ͞ĐŽƌƉŽƌĂƚĞŐŽǀĞƌŶĂŶĐĞĨƵŶĐƚŝŽŶƐƌĞĂƐŽŶĂďůǇ
well for the vast majority of firms,͟ǁŚŝůĞŽƚŚĞƌƌĞƐĞĂƌĐŚĞƌƐŵĂŝŶƚĂŝŶƚŚĂƚ
there is still room for improvement (Shleifer and Vishny, 1997), Kaplan
2008).
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Gompers et al (2003), Cremers and Nair (2005), and Bebchuk et al (2009) all
examine corporate governance metrics in an effort to quantify the
relationship between corporate governance measures and firm
performance. Gompers et al (2003) utilize Investor Responsibility Research
Center (IRRC) data that follows 24 corporate governance provisions to
develop a Governance Index (GIM) which measƵƌĞƐƚŚĞƐƚƌĞŶŐƚŚŽĨĂĨŝƌŵ͛Ɛ
corporate governance structure. The authors form an equally weighted
corporate governance index, which they construct by totaling the incidence
of the 24 IRRC measures for each firm and sub setting the total for each firm
into ĚĞĐŝůĞƐ͘dŚĞǇĨŽƌŵƚǁŽƉŽƌƚĨŽůŝŽƐ͕Ă͞ŝĐƚĂƚŽƌƐŚŝƉ͟ƉŽƌƚĨŽůŝŽĂŶĚĂ
͞ĞŵŽĐƌĂĐǇ͟ƉŽƌƚĨŽůŝŽ͘dŚĞŝĐƚĂƚŽƌƐŚŝƉƉŽƌƚĨŽůŝŽ;ǁĞĂŬĞƐƚ shareholder
ƌŝŐŚƚƐͿĐŽŶƚĂŝŶƐĨŝƌŵƐŝŶƚŚĞŚŝŐŚĞƐƚ'/DĚĞĐŝůĞ͕Žƌ'/Dшϭϰ͕ĂŶĚƚŚĞ
Democracy portfolio (strongest shareholder rights) contains the firms in the
ůŽǁĞƐƚ'/DĚĞĐŝůĞ͕Žƌ'/Dчϱ͘dŚĞǇƵƐĞĂƌŚĂƌƚ;ϭϵϵϳͿŵĞƚŚŽĚŽůŽŐǇƚŽ
calculate abnormal returns, and Gompers et al (2003) find that from
September 1990 through December 1999 taking a long position in the
Democracy portfolio and a short position in the Dictatorship portfolio yields
a compound annual abnormal return of 8.5%/year. Gompers et al (2003)
find that firms with stronger corporate governance outperform firms with
lower corporate governance as measured by Carhart (1997) abnormal
return methodology.
Cremers and Nair (2005) expand on the work of Gompers et al
(2003). First, they extend the timeframe of the Gompers et al (2003)
Democratic versus Dictatorship analysis by two years (from 1990 - 1999 to
1990 ʹ 2001). Cremers and Nair (2005) find a decrease in compound annual
abnormal returns from 8.5%/year to 7.5%/year, and they describe this as
GŽŵƉĞƌƐĞƚĂů;ϮϬϬϯͿ͞ƌĞƐƵůƚƐǁĞĂŬĞŶƐůŝŐŚƚůǇ͘͟EĞǆƚ͕ƌĞŵĞƌƐĂŶĚEĂŝƌ
(2005) examine how internal corporate governance mechanisms and
external corporate governance mechanisms interact, as substitutes or
complements, to affect firm performance as measured by abnormal returns.
For internal corporate governance (active shareholders) the authors use two
measures: the percentage of shares held by the single largest institutional
block holder and the percentage of shares held by the 18 largest public
pension funds as their proxies. As a proxy for external corporate
governance, the authors create a more parsimonious governance index, the
Alternative Takeover Protection Index (ATI), which equally weighs three
important anti-takeover factors: the existence of staggered boards, the
ĞǆŝƐƚĞŶĐĞŽĨĂƉŽŝƐŽŶƉŝůů͕ĂŶĚƌĞƐƚƌŝĐƚŝŽŶƐŽŶƐŚĂƌĞŚŽůĚĞƌƐ͛ĂďŝůŝƚǇƚŽĐĂůůĂ
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special meeting. Cremers and Nair find that internal corporate governance
and external corporate governance are complements by using Carhart
(1997) abnormal return methodology. The authors find a trading strategy
that shorts firms with a low ATI and takes a long position in firms with a high
ATI yields a compound annual return of 10.8%/year when internal corporate
governance is high based on the presence of a large institutional block
holder, and a compound annual abnormal return of 9.5%/year when
internal corporate governance is high based on the presence of large public
pension funds. Cremers and Nair (2005) findings further support the
connection between stronger corporate governance and firm performance
as measured by Carhart (1997) abnormal return methodology.
Bebchuk et al (2009) critique the ATI index in that Cremers and Nair
;ϮϬϬϱͿ͞ĚŽŶŽƚĂƚƚĞŵƉƚƚŽƐŚŽǁĞŝƚŚĞƌƚŚĂƚŽƚŚĞƌƉƌŽǀŝƐŝŽŶƐĚŽŶŽƚŵĂƚƚĞƌ
or thaƚĞĂĐŚŽĨƚŚĞƉƌŽǀŝƐŝŽŶƐƵƐĞĚŝŶƚŚĞŝƌŝŶĚĞǆŵĂƚƚĞƌƐ͘͟Bebchuk et al
(2009) expand on Gompers et al (2003) and Cremers and Nair (2005)
research by performing a more all-inclusive analysis which individually
exmines all twenty-four IRRC governance measures, in an effort to
determine which corporate governance measures most impact firm
valuation. The authors begin their reseaerch by narrowing this data set and
examining precatory resolutions (shareholders can initiate precatory
proposals on various initiatives, but the results are nonbinding). Precatory
proposals that have received majority support from shareholders, even for
several consecutive years, have historically been rejected by the board of
directors. They identified four predominant types of precatory resolutions
(associated with six of the IRRC measures). To further validate their
methodology, they solicited input from merger and acquisition specialists as
well as major corporate law firms. Based on these inputs, they posit that the
following six components of the IRRC have the greatest impact on corporate
governance: staggered board, limitation on amending bylaws, limitation on
amending the charter, supermajority to approve a merger, Golden
Parachute, and Poison Pill. The first four limit shareholder voting power, and
the last two are most prominently used in the face of potential hostile
takeovers. As is standard practice in this strand of research, the six
entrenchment provisions are each given equal weight in forming the
ĂƵƚŚŽƌƐ͛ŶƚƌĞŶĐŚŵĞŶƚ/ŶĚĞǆ (EIndex). Each firm in their sample therefore
has an EIndex score between 0 (higher corporate governance) and 6 (lower
corporate governance).
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Similar to Gompers et al (2003), Bebchuk et al (2009) form high governance
or Democratic portfolios and low governance or Dictatorship portfolios.
They take a long position in the Democratic portfolio and a short position in
the Dictatorship portfolio, and using Carhart (1997) abnormal return
methodology, they find a compound annual abnormal return of 14.8%/year
using value-weighted portfolios and 7.4%/year using equal-weighted
portfolios. They further maintain that this relationship extends beyond
correlation and into causality as increases in the EIndex (weaker corporate
governance) during their sample period lead to decreases in firm valuation.
This even holds for firms which began the period with a higher EIndex. As
the IRRC measures pertain to shareholder value, Bebchuk et al (2009)
maintain that the other 18 measures do not provide any additional
explanatory power to their analysis only noise. They support this hypothesis
ďǇĐŽŶƐƚƌƵĐƚŝŶŐƚŚĞŝƌK/ŶĚĞǆ;ĞƋƵĂůůǇǁĞŝŐŚƚĞĚŝŶĚĞǆŽĨƚŚĞ͞ŽƚŚĞƌ͟
remaining 18 components of the IRRC), and after controlling for EIndex, find
that the OIndex regression coefficients are statistically insignificant, small in
size and occasionally have negative coefficients. As I discuss in the
Hypotheses Section, I utilize Bebchuk et al (2009) EIndex to examine the
connection between corporate governance and firm performance.
Methodology
As previously discussed, Gompers et al (2003), Bebchuk et al (2009),
and others examine the correlation between IRRC data for individual years
and firm performance during those years. I extend the work of Cremers and
Nair (2005) who find a decrease in the connection between corporate
governance and abnormal returns by using Gompers et al (2003) GIM Index.
I utilize Bebchuk et al (2009) Entrenchment Index and extend the period to
the year between 1995 and 2009.
To evaluate the connection of stronger corporate governance on
firm performance, I follow methodology of Gompers et al (2003) and
Bebchuk et al (2009) and form two corporate governance-based portfolios,
a low EIndex (high corporate governance) portfolio and a high EIndex (low
corporate governance) portfolio. I utilize a trading strategy which shorts the
high EIndex portfolio and takes a long position in the low EIndex portfolios.
Similar to Bebchuk et al (2009), the high governance portfolio is comprised
of firms with a 0 EIndex while the low governance portfolio contains firms
with an EIndex of either 5 or 6. Consistent with prior work, I evaluate
portfolios formed on both value-weighted and equal-weighted bases.
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To assess the success of this trading strategy (stronger corporate
governance resulting in better firm performance), I calculate abnormal
returns from the long low EIndex and short high EIndex portfolios using
daily data. I follow methodology used by Gompers et al (2003) and Bebchuk
et al (2009) using the four-factor model of Carhart (1997). To evaluate
properly the portfolio returns, it is important to adjust for differences in the
͞ƌŝƐŬŝŶĞƐƐŽƌƐƚǇůĞ͟ of the two portfolios. The Carhart four-factor model
adjusts for the differences in several factors: the market exposure or beta of
the portfolios, the market capitalization or size of the portfolios, the bookto-market ratios, the value of the portfolio, and the impact of recent returns
or momentum of the portfolio. Carhart posits that including these additional
factors versus a standard one factor market model better adjusts for
expected performance thus providing a better measurement for abnormal
returns. The functional form of the abnormal return equation is:
݂݂݀݅௧ ൌ ܽ  ܾଵ ݂݉݇ݎ̴ݐ௧  ܾଶ ݄݈݉௧  ܾଷ ܾ݉ݏ௧  ܾସ ݉݉௧  ߝ௧
The regression variables are:
x diff which represents the daily return on the long high governance
portfolio and short low corporate governance portfolio trading
strategy
x mkt_rf is the excess daily return on the market calculated as the
value-weighted return on all CRSP firms minus the risk-free rate
(Treasury bill rate)
x hml (high minus low) adjusts for the difference between the
average return on two value portfolios and two growth portfolios
x smb (small minus big) reflects difference between the average
return on the three small portfolios (value, neutral and growth) and
three big portfolios
x mom ;ŵŽŵĞŶƚƵŵͿǁŚŝĐŚĐĂƉƚƵƌĞƐƚŚĞĞĨĨĞĐƚŽĨĂĨŝƌŵ͛ƐƐƚŽĐŬ
return momentum where momentum typically produces higher
returns
x a, the regression equation intercept, represents the abnormal
return from the long-high governance portfolio and short low
governance portfolio trading strategy
While there is some disagreement as to whether or not the above
factors are additional proxies for risk, there is more uniform agreement that
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ƚŚĞŝŶƚĞƌĐĞƉƚ͕ɲ͕ŝƐĂŶĂƉƉƌŽƉƌŝĂƚĞŵĞĂƐƵƌĞŽĨƚŚĞĞǆĐĞƐƐƌĞƚƵƌŶŽŶƚŚĞ
trading strategy versus a passive investment portfolio (Gompers et al
(2003). I follow Gompers et al (2003), Cremers and Nair (2005), and Bebchuk
et al (2009) methodology and utilize Carhart (1997) abnormal return
methodology. I examine abnormal returns based on both a common stock
market capitalization (value weighting) and an equal weighting of each stock
in the portfolio. Membership in each portfolio was adjusted with the release
of each new set of IRRC data. I follow methodology of Bebchuk et al (2009)
using White robust standard errors, as they maintain that impact of
heteroskedasticity can be mitigated by using these robust standard errors.
There is debate over whether abnormal returns should exist in a
long-run timeframe perspective if financial markets are efficient. Efficient
market theory hypothesizes that an investor will earn a return that is
appropriate for the risk undertaken and that an investor cannot expect to
consistently earn abnormal returns over time using costless trading
strategies. The semi-strong form of market efficiency posits that stock prices
reflect publicly available information and that trading on publicly available
ŝŶĨŽƌŵĂƚŝŽŶ͕ƐƵĐŚĂƐĂĨŝƌŵ͛ƐĐŽƌƉŽƌĂƚĞŐŽǀĞƌŶĂŶĐĞ͕ǁŝůůŶŽƚƌĞƐƵůƚŝŶ
abnormal returns. This implies that investors cannot consistently earn
abnormal returns utilizing fundamental analysis. Evidence on the semistrong form of market efficiency is mixed, but research suggests that it holds
for widely-held and closely followed firms. Logically if we assume that
markets are semi-strong form efficient, publicly available research
identifying trading strategies that result in a return greater than the risk
adjusted rate should be priced out of the market reducing or eliminating the
abnormal returns.
Data
In my research, I utilize five different datasets: the Bebchuk et al
(2009) corporate governance Entrenchment Index dataset, the ExecuComp
ĚĂƚĂƐĞƚŽŶĨŝƌŵƐ͛ĞǆĞĐƵƚŝǀĞĐŽŵƉĞŶƐĂƚŝŽŶ͕ƚŚĞĞŶƚĞƌĨŽƌZĞƐĞĂƌĐŚŝŶ
Security Prices dataset (CRSP) for market return data, the Compustat
ĚĂƚĂƐĞƚĨŽƌĨŝƌŵƐ͛ĂĐĐŽƵŶƚŝŶŐĂŶĚĨŝŶĂŶĐŝĂůĚĂƚĂ͕ĂŶĚƚŚĞ<ĞŶŶĞƚŚFrench
dataset for industry codes and market return benchmarks. I collect data
from these data sets for 1995 through 2010. Table 3 contains a complete
listing of all variables used while Table 4 contains descriptive statistics for
these variables.

AURCO Journal

Spring 2019

Volume 25

Association for University Regional Campuses of Ohio

10

EIndex Dataset
As previously discussed, the Bebchuk et al (2009) EIndex is a
ŵĞĂƐƵƌĞŽĨƚŚĞƐƚƌĞŶŐƚŚŽĨĂĨŝƌŵ͛ƐĐŽƌƉŽƌĂƚĞŐŽǀĞƌŶĂŶĐĞvarying from 0
(representing the highest level of corporate governance) to 6 (representing
ƚŚĞůŽǁĞƐƚůĞǀĞůŽĨĐŽƌƉŽƌĂƚĞŐŽǀĞƌŶĂŶĐĞͿ͘ĂƚĂŝƐĨƌŽŵĞďĐŚƵŬ͛ƐǁĞďƐŝƚĞ
and is based on the Investor Responsibility Research Center Institute (IRRC)
datasets, which include firms in S&P 500, S&P Mid-Caps, and S&P SmallCaps companies. Bebchuk et al (2009) exclude real estate investment trusts
(REITs) and firms with dual-class common stock. REITs have their own
governance structure, and dual class firms have voting rights provisions and
structure which potentially render entrenchment provisions
inconsequential.
IRRC data begins in 1990, and I use Bebchuk et al (2009) data
collected for the following dates: 7/1995, 2/1998, 2/2000, 2/2002, 1/2004,
and 1/2006. For their EIndex, Bebchuk et al (2009) use CUSIP as primary
firm identifier. The number of firms in each EIndex category for the years of
1995 and 2006 are displayed in Error! Reference source not found.. The
EIndex is split roughly in half at a value of 3 with 49% of the firms having a
value between 0 and 2 and 51% have a value between 3 and 6 in 2006. A
relatively small percentage of firms are at the two extremes of the EIndex
(e.g. in 2006 5.3% of firms had an EIndex of 0 while 3.85% of the firms had
an EIndex of 5 or 6). The number of firms with an EIndex score of either 5 or
6 remained fairly stable over the sample period ranging from 4.0% at the
start of the period to 3.8% at the end of the period (ranging from a low of
55 firms in 1995 to a high of 81 firms in 2002). While corporate governance
for a particular firm is fairly time invariant, there is a decrease in the
number of 0 EIndex firms in the sample, from 11.0% in 1995 to 5.3% in 2006
(ranging from a low of 90 in 2006 to a high of 181 in 1998). This decrease in
the number of high governance firms occurred predominantly at the IRRC
dataset years for 2000 and 2004. This is indicative of a small movement
towards the midrange in this corporate governance measure.
CRSP Dataset
I use the Center for Research in Security Prices dataset (CRSP) dataset
primarily for stock market return and outstanding shares data. Data is
obtained via Wharton Research Data Services (WRDS) website. The CRSP
dataset contains daily and monthly prices on all listed NYSE, Amex, and
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NASDAQ common stocks. The following is a list of the CRSP variables and
their definitions:
x

x
x

x

CUSIP: eight character (numeric and alphanumeric) firm identifier;
first six characters identify the issuer, while the last two characters
identify the issue; they can change over time, but they are not reused
hsiccd͗Ĩŝƌŵ͛ƐĨŽƵƌ-digit Standard Industrial Classification code (SIC)
ret: holding period return which represents the change in total
value of investment in common stock over period of time per dollar
of initial investment
shrout: number of outstanding or publicly held shares in thousands

Compustat Dataset
The Compustat North America dataset contains quarterly and annual
U.S. and Canadian income statement and balance sheet data as well as
some market information on publicly held companies. In creating the
dataset Standard & Poor's uses several sources for company information
including 10-K and 10-Q SEC filings, newswires, and annual and quarterly
reports to shareholders. The following is a list of the Compustat variables
and their definitions:
x
x
x

x

x
x

at: balance sheet total assets in millions
csho: represents the net number of all common shares outstanding
at year-end
fyear: the fiscal data year; for the year ending between January 1st
and May 31st, it is the prior year, while for year ending between
June 30th ʹ December 31st it is that year
ni: represents the fiscal period income or loss reported by a
company after subtracting expenses and losses from all revenues
and gains in millions
revt: income statement annual sales in millions
sich: identifies the company's four digit Standard Industrial
Classification Code (SIC) in the prior year

Fama French Factors and Industry Code Datasets
I use the Fama French dataset for market factors to model abnormal
returns and for industry classification categories for compensation
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regressions. As I discuss in the Methodology section, the Carhart (1997)
four-factor model adjusts for market returns, a size factor, a value factor,
and a momentum factor. Including these additional factors versus a one
factor market model better adjusts for expected performance providing a
better measurement for abnormal returns. Fama French 48 Industry
Portfolio Codes assign four-digit firm SIC codes to one of 48 industry
categories. Data is from Kenneth French website.
x

x

x

x

x

FF_48: Fama French 48 Industry Codes classification system assigns
each firm in the NYSE, AMEX, and NASDAQ stock to an industry
portfolio. To convert from a four digit SIC code to Fama French 48
codes, I use Compustat four digit sich code and if missing
supplement with the four digit hsiccd code from CRSP.
hml: high minus low; is the average return on two value portfolios
minus the average return on the two growth portfolios and
compensates for exposure to value stocks
mom is the average return on the two high prior return portfolios
minus the average return on the two low prior return portfolios
and uses six value-weight portfolios including firms from the NYSE,
AMEX, and NASDAQ stocks with prior return data; portfolios are
formed on size and prior returns to compensate for momentum.
mkt_rf or Rm-Rf, the excess return on the market, is the value-weight
return on all NYSE, AMEX, and NASDAQ stocks obtained from CRSP
database; risk free rate is the Treasury bill rate from Ibbotson
Associates
smb: small minus big; adjusts for small market capitalization minus
big market capitalization and is the average return on the three
small portfolios minus the average return on the three big portfolios
and compensates for exposure to small stocks

Corporate Governance and Firm Performance Empirical Results
To examine the connection between corporate governance and firm
performance, I form two governance-based portfolios, a stronger corporate
governance portfolio (the Democratic portfolio contains firms with lower
EIndex) and a weaker corporate governance portfolio (the Dictatorship
portfolio contains firms with higher EIndex). The highest governance
portfolio contains all firms with no incidence of any of Bebchuk et al (2009)
entrenchment factors (0 EIndex) while the lowest corporate governance
AURCO Journal

Spring 2019

Volume 25

Association for University Regional Campuses of Ohio

13

portfolio contains at least five of the six factors entrenchment factors (5 or 6
EIndex). The portfolios are updated with the release of each set of IRRC data
ďĂƐĞĚŽŶĂŶǇĐŚĂŶŐĞƐŝŶƚŚĞŝŶĐŝĚĞŶĐĞŽĨĂĨŝƌŵ͛ƐĞŶƚƌĞŶĐŚŵĞŶƚĨĂĐƚŽƌƐ͘The
Democratic portfolio ranges in size from a high of 181 firms in 1998 to a low
of 90 firms in 2006, while the Dictatorship portfolio ranges in size from a
high of 81 firms in 2002 to a low of 55 firms in 1995.
I begin this section by visually examining the unadjusted cumulative
monthly returns for the Democratic portfolio (high governance) and the
Dictatorship portfolio (low governance) beginning in 1995 and ending in
2009. Figure 1 displays the unadjusted cumulative returns for both the
Dictatorship and Democracy portfolios for the entire 15 year period (1995 ʹ
2009) for portfolios formed on both a value-weighted basis (Panel A) and an
equal-weighted basis (Panel B). For the value-weighted portfolio formation,
the spread between the Democratic and Dictatorship portfolios cumulative
monthly returns appears to widen prior to the 2001 recession, peaking in
2001, narrowing in the subsequent recovery period, and widening again in
the 2007 ʹ 2009 recession. For equal-weighted portfolio formation, the
spread between the Democratic and Dictatorship portfolios is smaller but
exhibits similar patterns. The unadjusted cumulative return figures based on
daily data yield similar results.
A visual review of the Democratic and Dictatorship portfolio
cumulative return figures indicates a separation between the highgovernance and low-governance portfolios, which would lend support to
the hypotheses that stronger corporate governance yielded greater returns.
However, the difference between two portfolios means, 0.226%/month for
the value-weighted portfolio and 0.173%/month for the equal-weighted
portfolio, are not significant at the 10% level. A more pertinent measure of
the difference between the return on high governance and low governance
portfolios is obtained by controlling for other factors. Gompers et al (2003)
ƌĞĂƐŽŶƚŚĂƚŽŶĞŶĞĞĚƐƚŽĐŽŶƚƌŽůĨŽƌ͞ĚŝĨĨĞƌĞŶĐĞƐďĞƚǁĞĞŶthe riskiness or
͚ƐƚǇůĞ͛ŽĨƚŚĞƚǁŽƉŽƌƚĨŽůŝŽƐ͟ďǇƵƐŝŶŐĂŵŽĚĞůƚŚĂƚĐŽŵƉĞŶƐĂƚĞƐĨŽƌŵĂƌŬĞƚ
factors. As is standard in this area of research, I calculate abnormal returns
on both equal-weighted and value-weighted portfolios using a four-factor
model, Fama French three factors (Fama and French, 1993) plus Carhart
momentum factor (Carhart, 1997).
The monthly abnormal returns for the entire dataset period, 1995 ʹ
2009, for shorting the Dictatorship portfolio (low governance portfolio) and
taking a long position in the Democratic portfolio (high governance
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portfolio) are detailed in Error! Reference source not found.. The abnormal
monthly return for this trading strategy (the intercept from the Carhart
(1997) four-factor regressions) based on a value-weighted portfolio
formation, column (1), results in a 0.600%/month return, while the equalweighted portfolio formation, column (2), results in a 0.393%/month return
(significant at the 1% and 5% levels respectively). On a compound annual
basis, the returns are 7.4%/year for the value-weighted portfolio and
4.8%/year for the equal-weighted portfolio. For the 1990s, Bebchuk et al
(2009) find a value-weighted compound annual abnormal return of 14.8%
and find an equal-weighted compound annual abnormal return of 7.4%, and
my findings for the 1995 ʹ 2009 period are 50% lower than Bebchuk et al
(2009) findings for the 1990s for value weighed portfolios and a 35% lower
for equal-weighted portfolios. A possible reason for this decrease might be
the semi-strong efficient market theory. As discussed in section 3.1, semistrong efficient market theory implies that investors cannot consistently
earn abnormal returns utilizing fundamental analysis. Therefore, publicly
available research on higher corporate governance versus lower corporate
governance firms, such as Gompers et al (2003) and Bebchuk et al (2009)
use, should not result in long-term abnormal returns.
I also examine the abnormal returns for the entire 1995 ʹ 2009
dataset period using daily returns. I find the compound annual returns for
the value-weighted portfolio is 6.7% and for the equal-weighted portfolio is
4.4% (both significant at the 5% level). For the value-weighted portfolio the
compound annual abnormal return based daily data is 9.5% less than the
compound annual abnormal return based on monthly data for the same
1995 ʹ 2009 period. The equal-weighted portfolio shows a similar decrease
of 8.3% when using daily return data instead of monthly return data. There
is also a decrease in the statistical significance of the abnormal return (the
intercept in the Carhart (1997) four-factor regressions) when using daily
stock return data versus monthly stock return data. A potential reason for
this decrease may be the increased noise associated with using daily return
data instead of monthly return data. My results lends support to the
proposition that stronger corporate governance over the entire dataset
results in stronger firm performance as measured by this abnormal return
methodology (albeit at a level less than Bebchuk et al (2009) find in the
previous decade).
As a robustness check on the abnormal returns for this long strong
corporate governance and short weak corporate governance trading
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strategy for the entire dataset, I examine the middle portion of the EIndex
corporate governance spectrum as measured by abnormal monthly returns.
I theorize that if holding a portfolio of high governance firms and shorting a
portfolio of low governance firms produces a positive abnormal return, then
adding more of the mid-level corporate governance firms should diminish
this affect. Adding more firms from the middle of the corporate governance
spectrum decreases the overall level of governance in the high governance
portfolio and increases the level of governance in the low governance
ƉŽƌƚĨŽůŝŽ͘dŚĞƌĞƐƵůƚƐŽĨƚŚŝƐ͞ŵŝĚĚůŝŶŐ͟ŽĨĐŽƌƉŽƌĂƚĞŐŽǀĞƌŶĂŶĐĞĂƌĞ
displayed on Error! Reference source not found.. I add the next level of
EIndex to both the high- and low- governance portfolios forming the
following EIndex based portfolio combinations: 0 vs. 5-6, 0-1 vs. 4-6, 0-2 vs.
3-6. The short low governance and long high governance trading strategy
yields positive abnormal returns for all combinations which as anticipated
drops monotonically as more firms in the middle portion of the EIndex are
included. The value-weighted abnormal return for the 0 vs. 5-6 EIndex
portfolio combination, column (1), is 0.60%. As more of the middle EIndex
firms are added (0-1 vs. 4-6), the abnormal return drops to 0.30% and then
to 0.21% (for 0-2 vs. 3-6 EIndex portfolio combinations). This monotonic
decrease in monthly abnormal returns lends support to the importance of
the EIndex as a corporate governance measure in firm performance as
measured by monthly abnormal returns.
Summary, Implications and Limitations
I begin this section by summarizing the results of my analysis of the
impact of corporate governance on firm performance. I examine the firms in
the Bebchuk et al (2009) EIndex corporate governance dataset for the entire
data period and then narrow the focus to the 2001 recession (3/2001 ʹ
11/2001) and the 2007 ʹ 2009 recession (12/2007 ʹ 6/2009). I investigate
the connection between governance and firm performance by forming two
governance-based portfolios, a stronger corporate governance portfolio
(Democratic portfolio contains firms with lower EIndex) and a weaker
corporate governance portfolio (Dictatorship portfolio contains firms with
higher EIndex). Regression results for Carhart (1997) four-factor monthly
abnormal return for the entire dataset period, 1995 ʹ 2009, for trading
strategy which shorts the Dictatorship portfolio (low governance portfolio)
and takes a long position in the Democratic portfolio (high governance
portfolio) indicate positive returns for both value-weighted and equal-
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weighted portfolios. While the annual return for this long high governance
and short low governance trading strategy for a value-weighted portfolio
(7.4%/year) supports the positive connections between stronger corporate
governance and better firm performance, I find a 50% decrease in my
findings versus Bebchuk et al (2009) findings. I hypothesize that this
decrease is attributable to efficient market forces
The semi-strong form of market efficiency posits that stock prices
reflect publicly available information and that trading on publicly available
information will not result in abnormal returns. If we assume that markets
are semi-strong form efficient, it follows that publicly available research
identifying trading strategies that result in a return greater than the risk
adjusted rate should be priced out of the market reducing or eliminating the
abnormal returns. This implies that investors cannot consistently earn
abnormal returns utilizing fundamental analysis. Evidence on the semistrong form of market efficiency is mixed, but research suggests that it holds
for widely-held and closely followed firms. If markets are semi-strong form
efficient, then trading on IRRC data (publicly available corporate governance
information) should not result in long-term abnormal returns. As I
previously mention, market efficiency is a likely reason for the decrease in
abnormal return from trading on stronger corporate governance portfolios.
I close by discussing two potential limitations of my research. First,
research on corporate governance assumes that we are accurately
measuring the level of corporate governance. The Investor Responsibility
Research Center (IRRC) data follows 24 corporate governance provisions,
and corporate governance measures, such as Gompers et al (2003) GIM
index, Cremers and Nair (2005) ATI index, and Bebchuk et al (2009) EIndex,
are created based on this information. Corporate governance mechanisms
may exist that are not included in the IRRC dataset and yet may still impact
firm performance. Further, the GIM, ATI and EIndex all give equal weight to
their corporate governance measures. It is possible that some of the
corporate governance measures contained in these indices are more
important and should therefore be given greater weight.
A second potential limitation is associated with the model chosen to
measure abnormal returns (firm performance). I follow previous research in
this area by Gompers et al (2003), Cremers and Nair (2005), and Bebchuk et
al (2009), among others, supporting that the Carhart (1997) four-factor
model is an appropriate measure of abnormal returns and firm
performance. While Gompers et al (2003) maintain that there is agreement
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ƚŚĂƚƚŚĞŝŶƚĞƌĐĞƉƚ͕ɲ͕ŽĨƚŚĞƐĞĨŽƵƌ-factor regressions is an appropriate
measure of the excess return (firm performance), I acknowledge that using
this methodology jointly tests my hypotheses as well as tests the
appropriateness of the Carhart (1997) model in measuring abnormal returns
especially during recessionary periods.
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Appendix
Table 1: Entrenchment Index Provisions
1

Staggered board: a board in which directors are divided into separate classes
(typically three) with each class being elected to overlapping terms.

2

Limitation on amending bylaws͗ĂƉƌŽǀŝƐŝŽŶůŝŵŝƚŝŶŐƐŚĂƌĞŚŽůĚĞƌƐ͛ĂďŝůŝƚǇ
through majority vote to amend the corporate bylaws.

3

Limitation on amending the charter͗ĂƉƌŽǀŝƐŝŽŶůŝŵŝƚŝŶŐƐŚĂƌĞŚŽůĚĞƌƐ͛ĂďŝůŝƚǇ
through majority vote to amend the corporate charter.

4

Supermajority to approve a merger: a requirement that requires more than a
majority of shareholders to approve a merger.

5

Golden parachute: a severance agreement that provides benefits to
management/board members in the event of firing, demotion, or resignation
following a change in control.

6

Poison pill: a shareholder right that is triggered in the event of an
unauthorized change in control that typically renders the target company
financially unattractive or dilutes the voting power of the acquirer.

Table 2: Other Index provisions
1

Limitation on special meeting: a provision limiting ƐŚĂƌĞŚŽůĚĞƌƐ͛ĂďŝůŝƚǇƚŽ
act by calling a special meeting (as opposed to waiting for the regularly
ƐĐŚĞĚƵůĞĚƐŚĂƌĞŚŽůĚĞƌƐ͛ŵĞĞƚŝŶŐͿ͘

2

Limitation on written consent͗ĂƉƌŽǀŝƐŝŽŶůŝŵŝƚŝŶŐƐŚĂƌĞŚŽůĚĞƌƐ͛ĂďŝůŝƚǇƚŽ
act via written consent (as opposed to acting through a vote at the
ƐŚĂƌĞŚŽůĚĞƌƐ͛ŵĞĞƚŝŶŐͿ͘

3

Elimination of cumulative voting͗ĂƉƌŽǀŝƐŝŽŶĞůŝŵŝŶĂƚŝŶŐƐŚĂƌĞŚŽůĚĞƌƐ͛
ability to apportion their votes in an election.
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4

Secret ballot: a system of voting that ensures management does not look
at individual proxy cards.

5

Director indemnification: a charter or bylaw provision indemnifying the
Ĩŝƌŵ͛ƐŽĨĨŝĐĞƌƐĂŶĚĚŝƌĞĐƚŽƌƐĂŐĂŝŶƐƚĐĞƌƚĂŝŶůĞŐĂůĞǆƉĞŶƐĞƐĂŶĚũudgments
as a result of their conduct.

6

Director indemnification contract: a contract with individual officers and
directors promising indemnification against certain legal expenses and
judgments as a result of their conduct.

7

Limited director liability: a provision that limits the personal liability of its
directors.

8

Compensation plan: a plan that accelerates benefits in the event of a
change in control.

9

Severance agreement: a contract which ensures executives some income
protection in the event of losing their positions.

10

Unequal voting rights: a provision by which voting power changes based
on certain conditions.

11

Blank check preferred stock: this is stock that, when authorized, gives the
ďŽĂƌĚďƌŽĂĚĚŝƐĐƌĞƚŝŽŶŝŶĞƐƚĂďůŝƐŚŝŶŐƚŚĞƐƚŽĐŬ͛Ɛvoting, dividend, and
other rights when issued.

12

Fair price requirements: a requirement that a bidder pays all shareholders
Ă͞ĨĂŝƌƉƌŝĐĞ͕͟ƚǇƉŝĐĂůůǇƚŚĞŚŝŐŚĞƐƚƉƌŝĐĞƉĂŝĚďǇĂďŝĚĚĞƌƉƌŝŽƌƚŽĂƚĞŶĚĞƌ
offer being made.

13

Cash-out law: a provision that enables shareholders to sell to a controlling
shareholder, usually at the highest price recently paid by the controlling
shareholder.

14

Director duties: a provision that permits the board to consider
nonshareholder interests in evaluating a possible change in control.

15

Business combination law: a law that limits the ability of an acquirer to
conduct certain transactions with the acquired company postacquisition.

16

Antigreenmail provision: a provision that prevents an entity from acquiring
a block of stock in a company and selling it back to the company at an
above-market price.

17

Pension parachute: provisions that limit the ability of an acquirer from
using surplus money in a pension plan to fund the acquisition.
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Silver parachute: a severance agreement that provides benefits to a large
number of firm employees in the event of firing, demotion, or resignation
following a change in control.

Table 3: Variable List
Variable Name

Description

Database

Company
Identifier

at

&ŝƌŵ͛ƐƚŽƚĂůĂƐƐĞƚƐ;ƵƐĞĚŝŶƚŚĞZK
calculation)

COMPUSTAT

CUSIP,
GVKEY

bonus

CEO bonus

ExecuComp

GVKEY,
EXECID

csho

Common shares outstanding (used in market
capitalization calculation)

COMPUSTAT

CUSIP,
GVKEY

EIndex

Entrenchment Index

Bebchuk

CUSIP, Ticker

execid

Unique company / executive identification
number

ExecuComp

GVKEY,
EXECID

ff_48

Fama French 48 Industry Portfolio
classification

Fama French
website

N/A

hml

High minus Low Fama French factor

Fama French
website

N/A

hsiccd

Standard Industrial Classification Code (4 digit)

CRSP

CUSIP,
PERMNO

mkt_rf

Stock market risk premium (value-weighted)

Fama French
website

N/A

mom

Momentum Carhart factor

Fama French
website

N/A

ni

Net Income (used in the ROA calculation)

COMPUSTAT

CUSIP,
GVKEY

option_awards_
blk_value

CEO stock option grant Black Sholes value (preFAS124r)

ExecuComp

GVKEY,
EXECID

option_awards_f
v

CEO stock option grant value (post-FAS123r)

ExecuComp

GVKEY,
EXECID

prc

&ŝƌŵ͛ƐƐƚŽĐŬƉƌŝĐĞ;ƵƐĞĚŝŶƚŚĞŵĂƌŬĞƚ
capitalization calculation)

CRSP

CUSIP,
PERMNO

ret

&ŝƌŵ͛ƐŚŽůĚŝŶŐƉĞƌŝŽĚƐƚŽĐŬƌĞƚƵƌŶ

CRSP

CUSIP,
PERMNO

revt

&ŝƌŵ͛ƐƌĞǀĞŶƵĞ;ƵƐĞĚĂƐĂƉƌŽǆǇĨŽƌƐŝǌĞͿ

COMPUSTAT

CUSIP,
GVKEY

salary

CEO salary

ExecuComp

GVKEY,
EXECID

shrout

Common shares outstanding (used in market
capitalization calculation)

CRSP

CUSIP,
PERMNO

sich

Standard Industrial Classification Code (4 digit)

COMPUSTAT

CUSIP,
GVKEY
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smb

Small minus Big Fama French factor

Fama French
website

N/A

tdc1

CEO total compensation

ExecuComp

GVKEY,
EXECID

Table 4: Summary Statistics

Table 5: Incidence of Entrenchment Index
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Table 6: Democratic (long) / Dictatorship (short) Monthly Portfolio Returns 19952009

Table 7: Democratic (long) / Dictatorship (short) Monthly Portfolio Returns 19952009
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Figure 1: Cumulative Portfolio Returns 1995-2009
Panel A

Value-Weighted

Figure 2: Cumulative Portfolio Returns 1995-2009

Panel B
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