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ABSTRACT

This study analyzes the relationship between firm performance, as measured by
Tobin’s q, and the Corporate Governance Index published by the Globe and Mail
Report on Business for a sample of Canadian firms over the three year period 2002-
2004. Both annual and pooled data are analyzed. The results suggest that few
measured governance variables are important, and the effects depend to some degree
on firm ownership. In general, there is no evidence that a comprehensive measure of

governance affects performance.
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ONE: INTRODUCTION

Corporate scandals have led to a broad range of policy discussions and initiatives in
the area of corporate governance. As an example, the United States has taken a clear
approach with respect to certain aspects of corporate governance with the adoption of
the Sarbanes-Oxley Act of 2002. At the same time, Canadian securities administrators
introduced a series of new rules that set out new standards regarding certification of

financial statements, audit committee independence and auditor oversight.

Institutions like Standard and Poor’s (S&P) and Governance Metrics International
(GMI) have begun to collect more comprehensive measures of corporate governance,
such as board accountability, financial disclosure and internal controls, shareholders
rights, remuneration, market control and corporate behavior, providing investors with
a broader indicator that standardizes corporate governance measurement. In Canada,
The Corporate Governance Index (CGI) was created by The Globe and Mail Report
on Business. It was first published in October, 2002, and then refined and conducted
again in September, 2003 and October, 2004. The report scores and ranks the
governance structures and policies of the companies that make up the S&P/TSX
Composite, the largest stock index in Canada. The governance index provides
investors with a comprehensive, single source, assessment of the governance practices
of large Canadian companies. The specific metrics measured in the index described
board composition and effectiveness, compensation policies, shareholder rights, and
disclosure practices.

Evidence in previous academic literature does not suggest that firm performance is in

general enhanced by better governance practices. Indeed, only few academic studies



for developed markets imply some indication of a relationship between governance
and performance. For instance, Black (2001), concluded that inter-company
differences in corporate governance have no economically significant effect on
market value or performance of U.S. companies. Furthermore, the study suggests that
“the minimum quality of corporate governance, set by securities law, corporate law,
stock exchange rules, and behavioral norms” is so widely accepted that there is little
variance in governance practices among public firms. However, other surveys
(Larcker, Richardson and Tuna, 2004; Leblanc and Gillies, 2003; Daily et. al. 2003)
suggest that there is mixed evidence supporting the hypothesis that better corporate
governance results in better performance. Meanwhile, market participants continue
debating the merits of the regulatory framework for securities and equity markets and

its impact on good corporate governance standards.

In Canada Klein, Shapiro and Young (2004), investigate the relationship between firm
value, as measured by Tobin’s q, and the CGI index of effective corporate governance
for a sample of 263 Canadian firms for the year 2002. Their results indicate that
corporate governance does matter in Canada, however, “not all elements of measured
governance are important, and the effects of governance do differ by ownership
category” (Page 2). Overall, “sub- indices measuring effective compensation,
disclosure and shareholder rights practices enhance performance and this is true for

most ownership types” (Page 2).

This paper extends the work by Klein, Shapiro and Young (2004) and analyzes the
relationship between firm performance, as measured by Tobin’s q, and the CGI index
for a sample of 188 Canadian firms over a three-year period (2002-2004). In addition,

the three-year data is pooled to improve the robustness of the results. This study



contributes to the growing literature relating corporate governance indices and its
relationship with firm performance. The results are relevant to financial analysts and
investors who use corporate governance measures as a criterion for selecting stocks.
The Corporate Governance Index (CGI) created by The Globe and Mail Report on
Business (ROB) will be the main source for establishing a relationship between
governance and performance. Furthermore, since ownership concentration in Canada
tends to be higher in part because families effectively control many of the largest
firms (Roe and Lee-Sing, 1996; La Porta et. al. 1998; Morck et. al. 2000), the paper

also elaborates on the characteristics of family-owned firms over the same period.

The results suggest that few measured governance variables are important, and the
effects depend to some degree on firm ownership. In general, there is no evidence that

a comprehensive measure of governance affects performance.

The paper begins with a literature review followed by Section 3, where the
methodology and the empirical model to be estimated are explained. The results are

presented in Section 4, followed by discussion and conclusions in Section 5.



TWO: LITERATURE REVIEW

The Value of Corporate Governance & Performance

As stated by Blair (2003), “throughout the last two decades, economists, finance
theorists, corporate legal scholars, and policymakers around the globe have been
devotedly interested in how corporations are governed, and how they should be
governed (Page 54).”! At the same time, the question of how corporate executives
should balance pressures from financial markets for high stock returns against the
need for long-term investments in innovation, customer and supplier relations, human
resources, sustainable environmental performance, and good relations with their

communities, has been raised.

While prior academic research has provided some insight into the role of corporate
governance, the results of comparable studies are commonly contradictory and a
consistent argument needs to come forward to explain the importance of corporate
governance and its relation with firm performance (Larcker, David F., Richardson,

Scott A., Tuna, Irem, 2004).

In an attempted to do so, authors such as Dalton, Daily, Certo and Roengpitya (2003),
developed a meta-analysis of the relationship between performance and corporate
governance measures. In their study, the authors analyzed 229 empirical studies using
software comprehensive meta-analysis employing Hunter and Schmidt's (1990)

artifact distribution formulas. They found that there is very little evidence of

! Blair, Margaret M. 2003. Shareholder Value, Corporate Governance, and Corporate Performance. In
Corporate Governance and Capital Flows in a Global Economy, edited by P. K. Cornelius and B.
Kogut. Page 54. New York: Oxford University Press.
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systematic relationship between governance indicators, which are related to
ownership structures, and firm performance. Thus, ownership should be an important
component of measured corporate governance; hence, it should be included in the
regression model. Finally, the authors found that Earnings per Share (EPS) provided
the best correlation and they theorized that this is because it is the measure that is

most subject to manipulation by managers.

Another relevant study to understand the impact of the ownership in firm performance
is one by Fuerst and Kang (2000). Here the paper looks at corporate governance,
expected operating performance and pricing. The methodology considered 947 US
firms, and the study uses Ohlson's (1995) residual income valuation framework to
measure operating performance.

The authors finally came to the following conclusions:

(1) Higher share ownership of the CEO, corporate insiders, and outside directors
has a strong positive impact on both firm performance and market value
consistent with Morck, Shleifer and Vishny (1988) and Stulz (1988).

(2) Large ownership of outside shareholders has a negative impact on the firm's
operating performance.

(3) Presence of a controlling shareholder has an adverse distributive effect for
other shareholders.

(4) After controlling for ownership, there is no improvement in operating
performance or share value from having greater representation of outside
directors, or having a larger board.

(5) Variables representing the CEQ's stature - tenure and board chairmanship -

have a negative impact on the firm.

2 Fuerst, O., and S.H. Kang. 2000. "Corporate Governance, Expected Operating Performance and
Pricing." Draft. Page 6.



Moreover, Shliefer and Vishny (1986) stated that, all else being equal, the presence of
a large block-holder will have a positive effect on the market value of the firm. The
potential takeover threat that large shareholders can exercise works as an effective
device for monitoring management. Others academics argue that because of higher
level of ownership stake, block-holders are likely to take active part in monitoring and
hence make positive contribution in firm performance (Bhagat and Jefferis, 2002).
However, the relationship between institutional ownership and firm performance is
not very clear as pointed out by several researchers and academics (McConnell and
Servaes, 1990; Bhagat and Jefferis, 2002; Black and Coffee, 1994). Strategic
alignment between institutional investors and firm management and the conflicting
interest of institutional investors may reduced the beneficial effects on the firm
performance’. Accordingly, it makes sense to extend the analysis to draw conclusive

results between ownership structures and firm performance.

Standards for Measuring Corporate Governance

As mentioned in Larcker, Richardson and Tuna (2004), usually, research literature
examine whether different corporate governance structures impact or limit executive
behavior and/or have an impact on firm performance. In other words, previous studies
have used partial measures. Examples of these types of studies are Morck, Shleifer,
and Vishny (1988), Byrd and Hickman (1992), Brickley, Coles and Terry (1994),

Yermack (1996), Core, Holthausen, and Larcker (1999), Klein (2002).

A major difficulty in many of these studies relates to the issue of selecting sample

indicators that reflect the governance practices of a firm. Overall, authors endeavored

* Jog, Vijay. 2004. “Searching for Unicorn - Corporate Governance, Performance and CEO Pay”.
Sprott School of Business. Working Paper.
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to use governance indicators that are recognized by the investment and academic

communities as having some relationship to firm performance.

Yermack (1986) found a negative relationship between board size and firm value for
large firms. Moreover, he concluded a significant negative correlation between the
proportion of independent directors and contemporaneous Tobin’s ¢, but no
significant correlation for several other performance variables (sales/assets, operating

income/assets, operating income/sales).

Recently, a growing number of studies have begun to use more comprehensive
indices. Consequently there are reports of positive governance effects in recent
academic studies that have employed more general indices of governance (Larcker,
Richardson and Tuna, 2004; Klein, Shapiro and Young, 2004; Foerster and Huen,
2003; Gompers, Ishii and Metrick, 2003; Manry and Strangeland, 2003; Drobetz,

Schillhofer and Zimmerman, 2003; Durnev and Kim, 2003).

Gompers, Ishi, and Metrick (2003)* created their own shareholders rights index. They
ranked and combined firms into high and low protection portfolios and came up with
a detailed study in which they develop their own measure by combining a large set of
governance provisions into an index which proxies for the strength of shareholder
rights, and then study the empirical relationship between this index and corporate
performance. The methodology applied uses information on 1500 companies from the
Investor Responsibility Research Center (IRRC) database and performed a regression

on the Governance Index score, including 24 factors mostly related to management's

* Gompers, P., Ishii, J., and Metrick, A., 2003. Corporate governance and equity prices. The Quarterly
Journal of Economics 118(1).



options to resist hostile takeovers. They found that anti-takeover provisions reduce
shareholder rights. Companies with more anti-takeover rights are more likely to be
inversely related to performance and a portfolio buying the top rated governance
companies (most rights) and selling short the bottom rated governance companies
(fewest rights) should provide positive abnormal returns. Overall, long-short
corporate governance portfolio produced significant abnormal returns. Firms with the
strongest shareholder rights outperform a portfolio with the weakest shareholder

rights by 8.5% per year during the 1990s.

Likewise, Drobetz, Schillhofer and Zimmerman (2003) created a more broadly based
corporate governance rating based on voluntary responses from 91 publicly listed
German firms. Here the authors found that firms with higher governance scores also

tended to have higher firm performance, as measured by Tobin’s q.

Zhang (2003) investigates the impact of corporate control on firm performance of
companies with dual class stock. It finds that dual class firms that have both classes
traded publicly have a lower Tobin’s q than single class firms, while dual class firms
that have one class of stock traded publicly do not have a lower q. Dual class firms
underperform single class peers on certain performance measures such as the P/E ratio

while do not underperform on some other performance measures such as ROA.

Klein, Shapiro and Young (2004), concluded that corporate governance is reflected in
firm values; however, some aspects of governance appear more important to investors
than others. Shareholder rights, compensation factors and disclosure were found to
have a significant relationship with firm value, whereas board composition and

independence were not.



Further studies such as Larcker, Richardson and Tuna (2004) examine the relation
between a broad set of corporate governance factors and various measures of
managerial behavior and organizational performance. Using a sample of 2,126 firms
authors extract 38 structural measures of corporate governance to 13 governance
factors using principal components analysis. For a wide set of dependent variables,
they found that the 13 governance factors on average explain only 1% to 5.5% of the
cross-sectional variation using standard OLS multiple regression techniques and 1.4%
to 9.1% of the variation using exploratory recursive partitioning techniques. Overall,
their results suggest that the typical structural indicators of corporate governance used
in academic research and institutional rating services have very limited ability to

explain managerial behavior and organizational performance’.

These findings certainly raise challenges among academics for conducting future
research since overall results across studies are not conclusive. Particularly, those

findings set leads about possible outcomes of this research project.

Measuring Corporate Governance and Firm performance

As stated before, some of the challenge faced by practitioners and academics is to
measure relevant corporate governance practices and their impact on firm
performance and stock returns. Recently studies have enriched the literature by having
as a proxy of performance measurement Tobin’s q or ROE. Some of the following
studies provide insight as to why these two indicators can be selected as proxies for

firm performance.

* Larcker, David F., Richardson, Scott A., Tuna, Irem, 2004. Does Corporate Governance Really
Matter? The Wharton School, University of Pennsylvania. Research Project.
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For instance, Faccio and Lasfer (1999)6 attempt to estimate the relationship between
firm value and managerial ownership, and control for the combined effect of different
monitoring devices on firm value. The conclusions reveal that managerial ownership
has no significant impact on firm value. In contrast to previous UK or US findings,
the relationship between firm value and managerial ownership is weak or non-
existent. The cubic relationship between firm value and managerial ownership holds
only for high growth companies where the inflexion points is higher than those found
in the US when using Tobin’s q, industry-adjusted q or ROE as a measure of
performance. However, these results are not strong to other alternative measures of

performance, such as ROA, ROS, and market-to-book or market-to-sales.

Cho (1998) in "Ownership Structure, Investment and the Corporate Value: An
Empirical Analysis", examines the relation among ownership structure, investment,
and corporate value, focusing on whether ownership structure affects investment.
Ordinary least squares regression results suggest that ownership structure affects
investment and, therefore, corporate value. However, simultaneous regression results
indicate that the endogeneity of ownership may affect these inferences, suggesting
that investment affects corporate value which, in turn, affects ownership structure’.
The evidence shows that corporate value affects ownership structure, but not vice
versa. These findings raise questions regarding the assumption that ownership
structure is exogenously determined, and bring into question the results in studies that

treat ownership structure as exogenous.

¢ Faccio, M., and Amezaine M. Lasfer. 1999. "Managerial Ownership, Board Structure and Firm
Value: The Uk Evidence". Draft. Page 5.

7 Cho, Myeong-Hyeon. 1998. "Ownership Structure, Investment and the Corporate Value: An
Empirical Analysis". Journal of Financial Economics 47, Page 107.
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One recent study by Cheng, Collins, and Huang (2003) takes into account direct
observations on a corporate governance index and market beta, abnormal returns and
firm performance. The study looks at the Transparency and Disclosure survey
conducted by the S&P. This survey looks at 98 measures for 400 companies. The
conclusions suggest that board structure and process had a significant negative
correlation to market beta (and therefore higher risk). Overall and as basic
consequence, the governance survey had a significant positive relationship with
abnormal returns during the 4-day event study. When the S&P T&D rankings were
released, market participants may have perceived the rankings as an indicator of the
strength of corporate governance even though Patel and Dallas cautioned readers not
to do so. Thé strong results for the event period are due to this perception. Taking all
the results together, they found that the release of the S&P T&D rankings brought
new information to the market and that the rankings affect shareholder wealth in a
manner that is consistent with the rankings measuring the strength of corporate
governance. While they certainly do not suggest that these rankings can substitute for
a more detailed analysis of the quality of a particular firm’s corporate governance

mechanisms, they do suggest that the rankings capture value-relevant information.

When looking at the Canadian evidence, Foerster and Huen (2003) evaluate the
perception of Canadian investors towards corporate governance. The authors’
hypothesize that “corporate governance indicators as measured by the Globe and
Mail's Corporate Governance Index are positively correlated to firm performance™®.
The method employed in their study used the Globe and Mail Canadian governance

index (ranks 270 of Canada's largest firms, those listed on the S&P/TSX as of Sept. 1,

¥ Foerster, S., and B. Huen. 2003. "Does Corporate Governance Matter to Canadian Investors?"
Canadian Investment Review. Toronto: Fall 2004. Vol. 17, Issue No. 3; Page 19.
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2002). They then evaluated performance over 3 month and 5 year periods, as well as
on an event study using release date of the Globe and Mail index. The Fama and
French (1993)° factors were used to control for risk in regression analysis. Their
findings are that the market does appear to care about the governance practices of
Canadian firms and investors in firms with stronger governance practices are
rewarded over the long-term. Overall, larger firms tend to have stronger governance
practices. Both five-year and one-year return are positively and significantly related to
measures of the market-to-book ratio suggesting that "value" stocks performed better
over those time periods. Finally, the event study results suggest a positive and
significant relationship between stock performance and the governance index,

although the R? was quite small.

Finally, Bebchuk, Cohen, Ferrell (2004) investigate which provisions, among a set of
twenty-four governance provisions followed by the IRRC, are correlated with firm
value and stockholder returns. They found that increases in the level of this index are
monotonically associated with economically significant reductions in firm valuation,
as measured by Tobin’s Q. They also found that firms with higher level of the
entrenchment index were associated with large negative abnormal returns during the
1990-2003 period. Overall, they found no evidence that the other eighteen IRRC
provisions were negatively correlated with either firm value or stock returns during

the 1990-2003 period'®.

® Daily, Dalton, Cannella, 2003. Page 16.
1% Bebchuk, Lucian, Cohen, Alma, and Ferrell, Allen, 2004. W hat matters in Corporate Governance?
Harvard Law School. Discussion Paper No. 491. Cambridge, MA.
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THREE: DATA AND METHODOLOGY

The Report on Business from the Globe and Mail rates Canada's corporate
governance against a demanding set of criteria designed to go far beyond the
minimum mandatory requirements imposed by regulators. ‘“Based on the
recommendations of major institutional investors, academics and industry
associations, these best practices are revised each year to ensure they keep pace with
shifting standards of excellence as governance improves and matures” (McFarland,

2004, Page 2).

The CGI scores governance practices of the companies that make up the S&P/TSX
Composite Index consisting of four sub-categories: Board Composition accounts for
40 % of the total score, Shareholding and Compensation 19% (21% in 2003 and 23%
in 2002), Shareholder Rights 28% (24% in 2003 and 22% in 2002) and Disclosure
13% (15% in 2003). Summary statistics for the continuous measures are found in
Table 1 and 3. The criteria for rating each category follow:

o Board Composition: rates firms highly for having a large number of
independent directors and fully independent audit, compensation and
nominating committees. Separation between the chairperson and CEO roles,
presence of women on the board, meetings independent of management and
arms length relationships between directors are also rewarded. Finally, points
are given to boards that evaluate their own performance and those that have
directors that sit on fewer than eight corporate boards.

o Shareholding and Compensation: the core of this sub-index is the CEO and
directors owning shares, based on the theory that share ownership by the CEO
and other board members is more closely aligned to their interests as of those

of other minority shareholders. Moreover, the report looked for good

13



disclosure around CEO compensation and penalized firms that gave below
market rate loans to its directors or officers.

o Shareholder rights: companies are rated on director election, stock option, and
subordinated voting issues. Companies with annual director elections,
conservative stock option plans and voting rights that reflect equity ownership
levels scored well in this category.

o Disclosure: measures the completeness and transparency of a firm’s
governance policies and practices as well as that surrounding board

composition and activities.

The criteria for 2004 are broadly similar to the marking system used in 2003, with
some differences in the number of marks awarded in some sub-categories. Overall,
three out of the four sub-categories have somehow changed since ROB’s CGI
inception in 2002. Although Board Composition has remained steady overtime,
Shareholding and Compensation, Shareholder Rights and Disclosure experienced
some modifications on their criteria. For example, in the Disclosure sub-index, new
categories relating to executive compensation disclosure and the presence of women
on boards were included in the 2003 study. Regarding the Shareholder rights sub-
index, the addition of a new category in 2004 was a major change, assessing whether
companies allow shareholders to vote for each director nominee individually, or for

the entire board as a slate (McFarland, 2004).

In addition, two questions were dropped in 2004 that were included in past years. One
was whether a company had annual elections for each director or had staggered
director terms. The second looked at whether companies included full statements of
corporate governance practices in their shareholder proxy circulars. For other
questions, ROB increased or decreased the maximum possible marks available. For

example, more marks in 2004 were awarded to companies that do not have dual-class

14



shares to recognize the growing emphasis that major investors are putting on equal

voting rights for all shareholders.

In 2003, fewer companies (207 down from 270 in 2002) were included in the study
due to changes in the composition of the S&P/TSX Composite index. For 2004, the
data is based on information published in the most recent annual shareholder proxy
circulars of 218 companies as of June 15. Some companies did not receive marks in
2003 or 2002, because they were not members of the S&P/TSX index group at that
time. As a result, for reasons related to data availability, the three-year period sample
contains 188 firms. Data used in this paper were taken from corhpany balance sheet
and income statements, obtained from Globeinvestor.com, an online investment

website affiliated with the Globe and Mail newspaper.

Because of the changes to the marking system over the three-year period, marks are
not precisely comparable with previous years' scores. Nonetheless, since most of the
marks and most of the categories remain the same, ROB’s CGI is a valuable source to

provide a basis for Canadian firms’ corporate governance comparison.

The primary interest of this study is the relationship between firm performance and
the corporate governance indices for the three-year period. Following Klein, Shapiro
and Young (2004), an estimation model was established in which firm performance,
measured by Tobin’s q and ROE were regressed on the corporate governance index
for each year, as well as the ownership indicator variables, and other control variables.

In addition, the three-year data was pooled in order to provide more robust estimates.

15



The control variables included (firm size (LN assets), leverage (Debt/Equity Ratio),
average sales growth) followed the methodology by Black, Jang and Kim (2003), and
Klein, Shapiro and Young (2004). Firm size and growth control for potential
advantages from economies of scale and scope, market power, and market
opportunities. The leverage controls for different risk characteristics of firms (Klein,
Shapiro and Young, 2004). The same authors found no additional explanatory power
using on the variance of ROA as measure of risk. This indicator was therefore not

included in the model.

Tobin’s q is the book value of liabilities plus market value of common equity, divided
by the book value of assets. As noted in Klein, Shapiro and Young (2004), “unique
government regulation in the utilities industry, the special relationship between book
and market values in the financial industry and the difficulty of valuing reserves in the
resource sector can affect the calculation of Tobin’s q”. For those reasons, dummy
variables for companies in the utility, financial services and resource sectors were
added in the model as well. In an effort to include another variable measuring firm
performance, following Anderson and Reeb (2003), ROE was also used as a measure
of performance. Summary statistics are found in Table 2 and 4. The results of the

OLS regressions against ROE for the pooled sample are found in Table 12.

Ownership concentration according to agency theory suggests a more effective
monitoring process within a firm. Ownership information for the 188 firms was
compiled and following the methodology by Klein, Shapiro and Young (2004)
companies were classified into four groups: widely-held, family,
institutional/corporate and government. The final sample comprised 85 widely-held

firms, 66 family-owned, 38 owned by other companies or institutions and 5 were
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government-owned. The results of the OLS regressions for the three-year pooled
period are found in Tables 5 and Table 8. Table 6 contains the OLS regressions results
for the averages. Tables 9 to 11 contain the regressions results for each of the

individual years 2002, 2003 and 2004 respectively.

Finally, to evaluate any possible negative or positive effect on performance against
the corporate governance index for family-owned firms, an OLS regression estimation
was established only for this ownership group. The results of the OLS regressions are

found in Table 7.
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FOUR: EMPIRICAL RESULTS

Total Sample Results

The results for the total sample using the pooled analysis are presented in Tables §
and 8. The only difference between the two tables is the number of observations, 565
and 540 respectively. This is mainly because some companies were excluded from the
index in 2003 and 2004. In Tables 5 and 8, Tobin’s q is regressed first on the total
corporate governance index (CGI), then adding each of the sub-indices one at a time.
At the end, all the sub-indices are added into the model and regressed against Tobin’s
q. Following Young (2004), the impact of CGI on firm performance over longer
timeframes was controlled for both ownership and size. At no time was the CGI score
found to be statistically significant, at the 90% level. Thus, no evidence exists to
establish whether corporate governance affects firm performance, when the former is
measured in aggregate terms and there is no consideration of type of ownership
consistent with Klein, Shapiro and Young (2004). The financial control variables are
for the most part statistically significant. Firm size is consistently negatively related to
performance, as is firm leverage; on the contrary, growth is positively related. There
is no evidence that ownership type affects performance. This is also the case when
looking at the average results in Table 6. Therefore, for the three-year period study

ownership does not matter.

For 2002, the results are presented in Table 9. When running the sub-indices against
Tobin’s q only Board Composition and Disclosure were statistically significant at the
90% level. The first sub-index is negatively related and the second one positively.

Klein, Shapiro and Young (2004) found for the same period similar results for the
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same sub-indices, Board Composition (negatively related to firm performance) and

Disclosure (positively related to performance).

Table 10 contains the results for 2003. Overall, the financial control variables are for
the most part statistically significant, consistent with the total sample using the pooled

analysis. No sub-index was found to be statistically significant.

For the 2004 sample, the results are presented in Table 11. In particular, Shareholder
Rights is statistically significant at the 90% level when Tobin’s q is regressed against
all sub-indices. This suggests a considerable recognition from market aligned with
stronger shareholder’s protection procedures. Interesting however, is the fact that
almost all ownership characteristics are statistically significant and positive, which
can be interpreted as an overall market awareness of better corporate governance

standard across companies.

Sub-Index Results

Across the regressions, for the Board Composition Sub-Index, a negative sign is
consistently negative and statistically significant, even when entered with the other
sub- indices. However, past evidence suggested no relationship on average. This
result therefore, doesn’t supports past empirical evidence that failed to find any
significant relationship between board composition and firm performance as well as
recent surveys of the literature that conclude poor evidence on this matter (Dalton et.
al., 1998; Bahjat and Black, 1999; 2001; Hermalin and Weisbach, 2003).
Compensation, Shareholder rights and Disclosure Sub-Indices were statistically

insignificant in the overall sample.
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Family-owned Firms Results

In Table 7, the results for family-owned firms are presented. The same methodology
as previously described was applied for this ownership category. When the model is
estimated for the sub-sample of family-owned firms, it can be seen that the total index
remains statistically insignificant. Moreover, the Board Composition Sub-Index is still
negative but statistically insignificant, even when entered alone or with the other sub-
indices. These results indicate that in fact half of the governance sub-indices with the
exception of the Board Composition and the Compensation Sub-Index are stétistically
significant and related to performance (Shareholders rights positively and Disclosure
negatively) , even the Disclosure Sub-Index holds when all sub-indices are included
in the same equation (in all cases significant at 90% levels). As a result, investors are
prepared to pay a premium for companies that protect shareholder rights but they are

not willing to recognize the disclosure of more information to shareholders.
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FIVE: CONCLUSION

The purpose of this research project is to find more insight as to what type of
measured governance should financial analysts and investors take into account when
selecting stocks considering Canadian evidence. This paper extended the work by
Klein, Shapiro and Young (2004) and analyzed the relationship between firm
performance and the CGI index for a sample of Canadian firms over a three-year
period (2002-2004). In addition, the concept of analyzing a three-year period using

the pooled data established a stronger basis for more robust results.

Overall, board independence, the most heavily-weighted sub- index, has a negative
effect on firm performance. This finding supports the claim that a high level of board
independence, does not automatically lead to better performance. This is consistent
with Klein, Shapiro and Young (2004). Furthermore, the impact of governance
practices on firm performance varies by ownership category, and also by which

governance practice is being measured.

The importance of governance does appear to differ for family-owned firms. Besides,
for this ownership group, performance tends to be positively related with shareholders
rights and negatively with disclosure procedures. Consequently, the market accounts
for a premium when it comes to companies protecting shareholder rights but no
recognition is accountable for firms with better disclosure practices. It is not
ambiguous to say that the exact impact of the sub-indices in both total sample and
family-owned firms is not conclusive, because results vary over the years and at the

same time, they are not the same as in Klein, Shapiro and Young (2004).
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Results suggest that few measured governance variables are important, and the effects
depend to some degree on firm ownership. In general, there is no evidence that a

comprehensive measure of governance affects performance.

In line with Larcker, Richardson and Tuna (2004) findings, results also suggest that
typical structural indicators of corporate governance used in institutional rating
services, such as the CGI Index reported by ROB, have very limited ability to explain
managerial behavior and organizational performance. Therefore, financial analysts
and investors should carefully interpret the meaning of those indices and maybe focus
more on the commonly used fundamental analysis for selecting stocks. This in
addition is a significant finding given the different ownership structures across
countries. It also implies that a global standard for measuring corporate governance

may not be an appropriate indicator.

Moreover, aligned with Black (2001) results suggest that “the minimum quality of
corporate governance, set by securities law, corporate law, stock exchange rules, and
behavioral norms” is so widely accepted that there is little variance in governance

practices among public firms''.

As concerns, the non-standardized CGI scheme developed by the ROB, should hint
caution when interpreting the results for a comparison of the three-year period. As

previously discussed, changes in both index constitution and methodology between

' Black, B. 2001. Does corporate governance matter? A crude test using Russian data. University of
Pennsylvania Law Review.
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the three years’ results might disguise empirical analysis. Further analysis about the

role of the sub-indices stands as an example of the challenges for future research.

Clearly, there is a need for financial analysts to examine carefully the specific

construction of corporate governance measures when trying to draw a link with firm

performance.
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