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Firm-level and Country-level Corporate Governance:

Does One Substitute or Complement the Other?

Oded Cohen

Abstract

In this paper, | examine whether firm-level and rioytlevel corporate governance substitute
or complement each other. In contrast to previoulifoountry studies, | address this question
using a within-country framework and show thatefffect of firm-level corporate governance

on performance decreased following major countrgllénvestor protection reforms in Israel

in 2011. Using a difference-in-differences desigimd that firms with poor governance pre-

reform, reduced the volume (in NIS) and number hadirt related-party transactions and
increased in value post-reform, thereby minimizimg differences between them and the well-
governed firmsMoreover, using a two-stage approach | provideewe that the decrease in

the related-party transactions among the firms \h#hn pre-reform poor governance was a
possible channel for their post-reform increaseallne. These findings are consistent with the
substitution hypothesis. The rationale is thetrieforms set a unified higher standard of inwesto
protection that substituted for the governance raeisms in the poorly governed firms.

Accordingly, these firms curtailed shareholder expiation and increased in value.



1. Introduction

A key objective of corporate governance (CG) isteecting shareholders from being
expropriated in a firm with dispersed ownership, fmanagement, and in a firm with
concentrated ownership — by a controlling sharesrolCSH). Shareholders are protected
through country-level corporate governance mechaiCLCG) that are external to the firm

and through firm-level corporate governance mecmsi(FLCG)

Empirical studies have provided evidence that batteestor protection is correlated with
a decrease in shareholder expropriafidimese findings apply both to CLCG (e.g., La Porta,
Lopez-de-Silanes, Shleifer, and Vishny, 2002) andltCG (e.g., Gompers, Ishii, and Metrick,
2003; Klock, Mansi, and Maxwell, 2005; Chen, Ched &Vei, 2009}

Though CLCG and FLCG are separate systems, theyadohave to be mutually
independent. The literature advances three hypeshesth regard to the relation between
CLCG and FLCG: substitution, complementarity, amdiependence. According to the
substitution hypothesis, the CLCG mechanisms, which country are applied equally to all
firms, substitute for ineffective FLCG mechanismsl @onstrain the agent from expropriating
shareholders. It follows that, for the FLCG to b&edive, the firm must set a standard of
investor protection that is higher than that imgbbyg CLCG. According to the substitution

! For example, the country decides whether minaitgreholders have a veto right in approving relatanty
transactions at the general meeting. Similarly,ciientry designs the enforcement mechanisms, imgucburts
and regulators, and influences their efficiencye Thuntry also influences operations within thenfithrough a
legal requirement that the firm maintain severaérinal mechanisms of investor protection e.g.,ldbard of
directors and certain committees. As is indicate@able 1 below, several reforms that require fitmestablish
certain committees on the board went into effeainduthe sample years. Some researchers consigér su
mechanisms as part of the CLCG system (Chhaoch@add aeven, 2009). This paper, however, is in\ita
most of the literature examining the relation betweCLCG and FLCG, anod defines all the governance
mechanisms that are internal to the firm, whether tare mandatory or are adopted voluntarily, as-fevel
corporate governance.

In particular, those studies show that high-quahtyestor protection is correlated with a firm'gher market
value, higher profitability, lower cost of capitand less tunneling. The underlying assumptioras & firm’s
market value and profitability reflect the portiohassets that remain within the firm and thatrasediverted to
CSHs. The cost of capital reflects, among otherghi the risk of being expropriated by a CSH. Hetteehigher
the quality of investor protection, the less extemsninority-shareholder expropriation is expectedbe, and as
a corollary, the higher the firm’s market value qmdfitability, and the lower its cost of capital.

The evidence of a positive effect of FLCG qualityfom performance comes mainly from studies thatisure
the FLCG quality by a comprehensive CG index. Havein the literature that examines the effect spacific
CG component on firm performance, the findings ia@nclusive (Hermalin and Weisbach, 2001; Adams,
Hermalin, and Weisbach, 2010, Adams, 2017).



rationale ceteris paribusthe better the CLCG in a country, the greateipiétreentage of firms
whose investor-protection level is not reflectedha quality of their FLCG, and therefore the

lower the average correlation between FLCG qualiy firm performance.

An alternative hypothesis is that CLCG and FLCG anetually complementary
(henceforth, “complements”). Specifically, the CSHfluences the quality of FLCG
mechanisms, thereby effectively constraining its€His dynamic gives rise to a conflict of
interests, and consequently, the investors muableeto ascertain that the firm’s commitment
to investor protection is credible and not just imdew dressing. This is achieved through
efficient CLCG platforms, e.g., regulators and ¢syfor the complementarity rationale, see
Doidge, Karolyi, and Stulz, 2007; Aggarwal, Eretul3, and Williamson, 2008). Given this
approach, all else being equal, we would expectibdibility of FLCG and its effect on firm
performance to be higher in countries with hightqu&LCG.

The third hypothesis posits that FLCG and CLCGraigher substitutes nor complements,

but are two independent systems.

The empirical studies have hitherto examined thegtiom between CLCG and FLCG by
comparing countries with different levels of CLC@atjty in terms of the average effect of
FLCG quality on firm performance. To the extentttlihese two systems substitute,
complement, or are independent of each othereffest is expected to be, respectively, lower,
higher, or the same in countries with a high steshad CLCG. The findings of this research
are inconclusive. Some studies endorse the sufistitbypothesis (e.g., Klapper and Love,
2004; Durnev and Kim, 2005), others adduce evidemnceupport of complementarity
(Homanen and Liang, 2018), yet others demonsttae CLCG and FLCG are mutually

independent (Bruno and Claessens, 2010).

The present paper examines the relation betweenGCafd FLCG using a different
methodological approach — a within-country analyBased on a sample of Israeli public firms
with concentrated ownership, | check whether and tee effect of FLCG quality on firm
performance in Israel changed following the implatagon, in 2011, of extensive legal
reforms (henceforth “the reforms”) associated waitsignificant improvement in the quality of
CLCG. If CLCG and FLCG are substitutes, the new GL€landard should reduce minority-



shareholder expropriation in the firms whose FLCE&chanisms are inferior to the new level
of CLCG set by the reforms. In these firms, thevackevel of investor-protection is no longer

reflected in FLCG quality but rather in the newglmer-quality CLCG. Hence, the average effect
of FLCG quality on firm performance is expectedlézrease. In contrast, if CLCG and FLCG
are complements, the effect of FLCG quality on @anfance is expected to rise in the wake of

the reforms, due to the increase in the credibaftguch mechanisms.

| measure FLCG quality using the corporate govereandex (CGIl) described in Cohen
(2020a) and check the correlation between the €&les and Tobin's Q (TQ) in 2007-2014
(“the sample period”). | show that the CGI scoresenpositively correlated with TQ until 2010,
but that this correlation disappeared from 2011 amolvafter the country-level reforms went

into effect. This pattern is consistent with théstitution hypothesis.

Moreover, under the substitution rationale, theeeffof the reforms on performance is
expected to be the most pronounced in companiesevthe pre-reform governance was poor,
and whose investor protection improved the most difte CLCG reforms. Thus, | consider the
firms whose the average CGI scores, pre-reformew@rer than the median score in those
years as a treated group and firms whose the Gisésevere higher than the median score as
a control group. Consistent with the dynamic ofstitbstion, | find that the TQ of the treated
group increased post-reform relative to the TChefdontrol group.

Next, | provide evidence of a post-reform decreassn activity considered by scholars as
conducive to minority-shareholder expropriationlakge body of literature regards related-
party transactions (RPTs) as a major platformdantling (Bebchuk, Kraakman, and Trianis,
2000; Johnson, La Porta, Lopez-de-Silanes, andf&hl2000; Djankov, La Porta, Lopez-de-
Silanes, and Shleifer, 2008; Fried, Kamar, and Nag919). In line with this rationale, my
analyses revealed a negative correlation in thegitgm years between CGI scores, on the one
hand, and the volume (in NIS, normalized by firra&sets) and number of RPTs (excluding
compensation), on the other. In the wake of therne$, the average volume and number of
RPTs decreased — a development that is consisténth& substitution hypothesis. Moreover,
the post-reform reduction in RPTs among the tregtedp was significantly greater than that
among the control group. Following the reductionRRTs in the wake of the reforms, no
significant difference in the volume and numbeR&¥Ts is observable between poorly and well



governed firms, such that the effect of the CGlreasmn these variables in the post-reform

years is insignificant.

Moreover, using a two stage approach | provideengd that the post-reform decrease in
the RPTs of the treated group, was a possible @hdonits post-reform increase in value. In
particular, | show that the predicted volume of RRbm a regression in which being in the
treated group is an explanatory variable, had atnheg and significant effect on TQ, pre-

reform, that becomes insignificant post-reform.

Finally, | examine which of the FLCG aspects wen@aced by CLCG. The analyses yield
evidence of two such aspects. The first has toittolweard committees: the existence of various
committees on the board and the percentage of amtkgmt and qualified directors who serve
on them. The second aspect pertains to the pegeeataualified outside directors on the board
and its committees. | find that, before the refarthe above two aspects positively correlated
with TQ and negatively with RPT volume. Both theserelations disappeared after the reforms
went into effect. In addition, the increase in Ti@@ldhe decrease in the volume of RPTs were
greater among the firms whose pre-reform scorethése two aspects were the lowest.
Moreover, the two-stage analysis indicates thatitwrease in the volume of RPTs among the
firms whose pre-reform scores in these two aspeete the lowest, was a possible channel

through which their TQ increased after the reforms.

My findings proved robust to a battery of analysesluding different measures of FLCG
quality; different measures of firm performancdyadanced sample that neutralizes the effect
of a possible selection bias on resudtting the “post” variable at different pointstime and
ruling out the possibility that results are driieynan event that occurred in the pre- or post-
reform years; and a sub-sample composed of thdveard medium-governed firms pre-reform
that rules out the possibility that results areveini only by a decrease in the value of the best

governed firms due to overregulation costs theytbdskar in the post-reform years.

This paper contributes to the CG literature in sgeays. First, the effect of FLCG quality
on firm performance may vary across countries dugystematic differences in FLCG quality
rather than to differences in the quality of CLCRudies have shown that firms in countries
with a high CLCG quality tend to adopt high FLC@rslards as well (Durnev and Kim, 2005;



Doidge, Karoly, and Stulz, 2007; Aggarwal, Erelul®t and Williamson, 2008; Dahya,
Dimitrov, and McConnell, 2008; Renders, Gaeremynakd Sercu, 2010; Von Koch,
Nilsson,JonssonandJonnergard2013). Thus, if the marginal effect of FLCG qtyabn firm
performance is non-linear, such that it decreas#s twe rise of FLCG quality, it would be
lower in countries with a high CLCG quality everCiECG and FLCG were not in a relation of
mutual substitution (henceforth “the non-linearityplanation”)? In this paper, however, for
the first time, the dynamic of substitution betwdadnCG and FLCG is clearly demonstrated:
the TQ of companies with poor FLCG, pre-reformréased in the wake of an improvement
in CLCG?® A post-reform increase in TQ cannot be accountadbly the non-linearity

explanation.

Second, a “one size” CG index might not be optifioal measuring FLCG quality in
countries where, e.g., some of its components dwary sufficiently between firms (Black,
De Carvalho, Khanna, Kim, and Yurtoglo, 2018a).tRermore, a comparison of the FLCG
quality in different countries based on a “one’s@6 index may be compromised by divergent
local interpretations of one or several of its comgnts (Puchniak and Kim, 2017). These
limitations are not a concern in a within-countnalysis implemented in this paper.

Third, a main challenge in checking the effect tin&t quality of either FLCG or CLCG
exerts on firm performance is endogeneity. Thisbfgnm derives from unobserved firm
heterogeneity that may affect both FLCG quality dimoh performance. In cross-country
analysis, it is further exacerbated due to theipdigg of unobserved country heterogeneity
that affects CLCG quality, FLCG quality, and perf@nce of the firms within a given country.
A common strategy for dealing with this concerthi®ugh fixed-effects regressions. Yet, most
of the previous studies that examine the relatietwwben CLCG and FLCG do not use firm

fixed-effects because they analyze cross-sectatal (e.g., Klapper and Love, 2004; Durnev

An alternative explanation for the lower effectfCG quality on firm performance in countries whigh
CLCG standards is overregulation costs that ar@seg on well-governed firms and have resulteddis@ount
in the value of these firms (see Bruno and Claess20il0). | address this explanation below in tbbuRtness
Checks section.

Fauver, Hung, Li, and Taboada, (2017) present ecel®f substitution between CLCG and FLCG using GLC
reforms. These researchers show that the efféddt @G reforms on firm performance was lower in coigstwith
high CLCG standards. The current paper complenhmsstudy by adducing evidence of substitutiomgsi
CLCG reforms as an exogenous shock.



and Kim 2005; Dahya Dimitrov, and McConnell, 20@88ancis, Hasan, Song, and Waisman,
2013). Neither have researchers analyzing panel lols¢n able to use either firm or country
fixed-effects, due to small variations in the quyadif FLCG and CLCG, respectively, over time
(e.g., Chen, Chen, and Wei, 2009; Renders, Gaemmgnd Sercu, 2010; Fauver, Hung, Li,
and Taboada, 2017)Hence, in such studies, the effects on firm penéorce of FLCG, CLCG

and the interaction of the two may be biased. Thieimvcountry analysis implemented in this
paper mitigates concerns over unobserved counttgrdgeneity. At the same time, the
possibility of unobserved firm heterogeneity is pared through firm fixed-effects regressions,
which are appropriate in light of non-negligiblenggtudinal variation of Israeli firms’ CGI

scores (see Cohen 2020a).

Fourth, | point to RPTs as a possible channel wpicbrly governed firms employed to
expropriate their minority shareholders and whibke tountry effectively constrained by

aligning those firms with a higher level of invasprotection.

The paper is organized as follows. Section 2 dessrcorporate governance reforms in
Israel. Section 3 is a literature review. The mdtiogy and the sample are detailed,
respectively, in Sections 4 and 5. Section 6 pewidome descriptive statistics; Section 7

outlines the results; and Section 8 elaboratesstolkess checks. Section 9 concludes.

2. Corporate Governance Reforms in Israel

Israel is an interestingase from the perspective of investor protection.tk® one hand,
Israel provides high-quality investor protectiona(Porta, Lopez-de-Silanes, Shleifer, and
Vishny, 1998). On the other hand, its average cbptemium is high relative to other countries
(Dyck and Zingales, 2004; Barak and Lauterbach120A high control premium indicates that
CSHs extract a large amount of private benefiteaftbe firm at the expense of the minority
shareholders. The magnitude of these private ksneflong with a worldwide trend to
strengthen the quality of corporate governancggétied extensive reforms aimed at improving

investor protection quality in Israel.

6 Durnev and Kim (2004), and Bruno and Claessend qR0Onitigate the concern of unobserved country
heterogeneity using country random-effects.



To this end, in 2005, the Israel Securities Autlyg@appointed the Goshen Committee for the
Review of a Corporate Governance Code in Israethé&end of 2006, the committee published
its conclusions, including recommendations for mef® that would improve investor
protection. Based on these recommendations, a gaakaCG country-level and firm-level
reforms was approved in 2010-2012.

The country-level reforms involved changes in lagswell as measures to improve the
efficiency of the enforcement systems. The mostniment legal change, which went into effect
in May 2011, is Amendment 16 to the Companies Latich raised the minimal percentage
of minority shareholders’ in-favor votes requiredapprove an RPT at a general meeting from

a third of the minority to a majority of the mintyti

The most notable reform to upgrade the enforcemechanisms was the establishment, in
December 2010, of the Court for Economic Affairghwhe aim of improving the enforcement
of the criminal branch of the Companies Law, ad aglstreamlining the private enforcement
through derivatives and class action lawslisn additional reform in the enforcement
mechanism enabled the Israel Securities Authootympose administrative sanctions for
specific violations of the Securities Law. This nba empowered the regulator to punish
violators faster, by making the threshold of prowfeded to impose a sanction in the

administrative track lower than in the criminaldka

The firm-level reforms were implemented in threagsss. In 2010, public firms were
required to establish a financial statements cotemio supervise the preparation of financial
statements. In 2011, Amendment 16 to the Compdra@s set a number of new rules to
enhance the independence of the audit committeeelisas of the board. Finally, in 2012,
Amendment 20 to the Companies Law required firmediablish a compensation committee

that would recommend a compensation policy to theedand oversee its implementation.

More details regarding these reforms are providebable 1.

7 Aran and Ofir (2020) analyze the contributionlud tsraeli Court for Economic Affairs to the eféioicy of legal

procedures. The authors find that there is a gétrerad of an increase in the efficiency of legedgedures that
is independent to the establishment of the CourEfmnomic Affairs. Nonetheless, the authors shioat the

Court for Economic Affairs has a unique contribatin some aspects of efficiency e.g., the abibthandle with

complicated cases.



3. Literature Review

3.1 Is FLCG quality correlated with firm performait

A large body of literature examines whether thalityi of FLCG is positively correlated
with firm performance. A common approach to measurFLCG quality is by using a
comprehensive index to aggregate many CG compom#ata single score. This strategy was
first implemented in a sample of US firms by Gonsgpdshii, and Metrick (2003), who show a
positive correlation between governance scoreth@one hand, and a firm’s market value and
accounting performance, on the other (seeBddmchuk, Cohen, and Ferr,e2009). A common
interpretation of these findings is that FLCG qtyalk negatively correlated with the extent of
shareholder expropriation, which in turn has aibpgaon performance.

Yet, the agency problem common in the US firmbaetween managers and dispersed
shareholders, while the agency problem in firm$iwitncentrated ownership, typical in other
countries, is primarily between the controllingigtelder and minority shareholders (see Berle
and Means, 1933; Jensen and Meckling, 1976; Shiifeé Vishny, 1997; La Porta, Lopez-de-
Silanes, and Shleifer, 1999; Claessens, DjankaVlang, 2000). Thus, the FLCG mechanisms
that address the agency problem in US firms maybeatiseful outside the US (Enrique and
Volpin, 2007; Bebchuk and Hamdani, 2069).

For this reason, studies that examine firms withcentrated ownership, propose indexes
for measuring FLCG quality that are adjusted adogtg. Calculated for non-US firms based
on these indexes, the governance scores are stwoba positively correlated with various
measurements of a firm’s market value and profitghand negatively correlated with its cost

of capital and with its dependence on the inteyngéinerated cash flow. These results were

For example, in the US, a typical tool that deteenagers from shirking is market discipline. Thiorele is
that shareholder expropriation may result in aidedin the firm’s share price, which in turn magrease the
probability of a firm’s takeover and managementaepment. Hence, in the US, a firm with high-qyaGiG will
not hinder the mechanism of market discipline byhg antitakeover provisions like a staggeredthoa poison
pills (Gompers, Ishii, and Metrick, 2003; BebchutdaCohen, 2005; Bebchuk, Cohen, and Ferrell, 20B9).
contrast, firms with concentrated ownership seldace the threat of a takeover, as a CSH is themedecides
whether to sell her shares. Accordingly, the séyefithe agency problem in this type of firm ifleeted by other
characteristics such as the efficiency of the aadit control mechanisms, the quality of the disglesand the
extent in which the company ensures the righthefrminority shareholders at the general meetirg,(Black,
Jang, and Kim, 2006; Black and Kim, 2012; ArardgdR, and Yurtoglu, 2014).

10



obtained, among others, by Klapper and Love (2@@4East Asian countrie€arvalhal and
Leal 2005) for Brazil; Durnev and Kim (2005) in an intational study; Black, Jang, and Kim
(2006) for KoreaKouwenberg (2006) for ThailanGaray and Gonzalg¢2008) for Venezuela;
Balasubramanian, Black, and Khan(2810) for India; Lauterbach and Shahmoon (20t0) f
Israel;Kuznecovs and Pal (2012) for Rus$teancis, Hasan, Song, and Waisman (2013) in an
international study across emerging markétsirat, Black, and Yurtogl(2014) for Turkey;
and Fauver, Hung, Li, and Taboada (2017) in annatenal study.

However, as is demonstrated in Cohen (2020aCGéndexes used in the above studies on
firms with concentrated ownership have several diigatages compared to the CGI.
Moreover, FLCG quality and firm performance arenjtyi determined by the firm in
equilibrium, and therefore, a causal inference ndigg the relation between these variables is
limited (Hermalin and Weisbach, 1998). As alreathcdssed, a classic approach to mitigate
the unobserved heterogeneity problem is by usmyfiked-effects regressions. However, with
few exceptions (e.gArarat, Black, and Yurtoglu2014), studies that examine the effect of
FLCG quality on performance do not apply this metlether because they are based on cross-
sectional data, or on account of low longitudinahim-firm variation in the FLCG quality’

In the analyses presented below, | mitigate theogeeity concern by capitalizing on the
variation in the CGI scores during the years sathplel examining the effect of FLCG quality

on firm performance in a within-country analysisngsa firm fixed-effects regression.

3.2 What is the relation between FLCG and CLCG?

Research that examines whether CLCG and FLCG iautesor complement each other

compares the effect of FLCG quality, usually meadloy a CG index, on firm performance in

9 Specifically, the CGI has several advantages mwdices constructed in previous papers. Firsk itadlculated
based on mandatorily disclosed data and hencesétigle. Second, all the components includedhé& GGl are
well defined, and therefore the CGI scores are @vaige across firms and over time. Third, the C@itains
only those components that measure investor protedtourth, in contrast to other indexes, the C@itains a
significant percentage of components (43%) thatsmeaboard members’ qualifications.

10 Other studies take advantage of an exogenouddval-CG legislation and use it as an instrumetadB Jang
and Kim, 2006; Ahern and Dittmar, 2012); as a platf for event studies (Chhaocchharia and Grinsg006y);
as a threshold in a regression discontinuity fraor&wBlack and Kim, 2012); or as a treatment inféecence-
in-differences analysis (Fauver, Hung, Li and Talag&017).

11



several countries differing in the quality of th€itCG. In countries with a high CLCG quality,
the effect of FLCG on firms is expected to be great the case of complementarity, and lower

in the case of substitution.

The empirical evidence gathered to date regartiegelation between CLCG and FLCG is
inconclusive. Several studies support the subgtitubhypothesis and demonstrate that, in
countries with a higher level of CLCG, FLCG qualitgs a weaker effect on firms’ market
value, operating performance, cost of capital, envéstment dependence on the internally
generated cash flow (Klapper and Love, 2004, Duare) Kim, 2005; Dahya, Dimitrov, and
McConnell, 2008; Chen, Chen, and Wei, 2009; Rendéeeremynck, and Sercu, 2010;
Francis, Hasan, Song, and Waisman, 2013; Fauveg Hu, and Taboada, 2017). By contrast,
Homanen and Liang (2018) bring evidence of a pasitorrelation between CLCG quality, on
the one hand, and the effect of FLCG on TQ, onother, suggesting that CLCG and FLCG
are mutually complementary. Finally, Bruno and Gtmms (2010) show that higher quality of
CLCG does not decrease the valuation discountrofsfiwith low FLCG standards, which

indicates that these two systems are orthogonal.

It is important to reiterate, at this point, td#terences in the effect of FLCG quality on firm
performance across countries may lend themselvigtoon-linearity explanation elaborated
above. It is likewise with the within-country ansiy implemented in this paper: due to the high
level of FLCG quality, post reform (see Cohen 2028alecrease in the effect of FLCG quality
on performance may be explained by the non-lingasiplanation. However, in this paper, |
also test the pattern in which the TQ evolved pe&irm — whether it increased among the
poorly governed companies, pre-reform, as wouldekgected if CLCG and FLCG were
substitutes, or whether it increased among the geelerned companies, pre-reform, as would
be expected if CLCG and FLCG were mutually completaugy. According to the non-linearity
explanation, the TQ of the pre-reform poorly- ofdlvg@verned companies is not expected to

systematically change post-reform.

12



3.3 Are RPTs used to expropriate the minority shdokse?

RPTs are recognized in the literature as a magfgom for tunneling (Johnson, La Porta,
Lopez-de-Silanes, and Shleifer, 2006)x hypothesis that is supported by empirical figdin
Thus, Cheung, Qi, Rau, and Stouraitis (2009) shioat tontrolling shareholders tend to
overprice the assets that they sell to the firny tt@ntrol and underprice the assets that they
buy from it. Other papers find evidence of negaab@ormal returns around the time when a
firm announces an RPT (see Gordon, Henry, and 2204, for an example in the US; and
Cheung, Rau, and Stouraitis, 2006, for one in HéoRg).

Further support for the assumption that some Ri?P& sommonly used for tunneling comes
from several papers that find a negative effedtld€G quality on the volume (in dollars) and
the number of RPTs (e.g., Gordon, Henry, and P2084, in US firms and Kang, Lee, Lee,
and Park, 2014, in Korean firms). Other papers stiat a firm’s tendency to use RPTs to
expropriate the minority shareholders decreasds thé rise of its FLCG quality. Thus, Lo,
Wong, and Firth (2010) demonstrate that the higherlevel of board independence and the
audit committee’s financial expertise, the cloder RPTs’ profit margin tends to be to the
margin of transactions with non-related parties.zalag and Barak (2013) find a non-linear
correlation between ownership rights and cumulasibaormal returns among Israeli firms
around the time of an RPT announcement. Theirtigndinplies that most of a firm’s tunneling
through RPTs occurs when its controlling sharehodes a “medium” amount of ownership
rights, since a small amount of ownership rightdeots limited strategic power that is
insufficient to approve an RPT at a general meetihg the other hand, a large amount of
ownership rights decreases the controlling shadeln@l incentive to use RPTs for tunneling

purposes.

Moreover, several papers argue that the FLCG'atnageffect on RPT tunneling accounts
for its positive effect on firm performance. Spezfly, a higher quality of FLCG leads to less
RPT tunneling, which in turn leads to better perfance. Dahya, Dimitrov, and McConnell

(2008) show that a higher percentage of indepentiesdtors on a board has a positive effect

11 An alternative explanation for RPTs is coinsurabheawveen companies that operate within the samiadsss
group. Several studies empirically support thiotiigKhanna and Yafeh, 2005; Jian and Wong, 20i);Shi
and Wang, 2013).

13



on a firm’s market value and a negative effect loa likelihood of RPTs. To overcome the
endogeneity between RPTs, FLCG quality and perfaomaBlack, Kim, Jang, and Park (2015)
capitalize on a South Korean reform requiring lazgmpanies to improve their FLCG quality
and show that, around the time the new legislattas announced, the cumulative abnormal

returns were higher in large companies known feirttendency to implement RPTs.

To the best of my knowledge, none of the papesshow evidence of substitution between
CLCG and FLCG points out a channel for minority+etmlder expropriation that is less
prominent in high-quality CLCG countries. To thdes that RPTs are a main platform for
minority-shareholder expropriation, it is plausiltat the alignment of poorly governed firms
with high CLCG standards could have resulted irduction in the number and volume of

RPTSs. In the current paper, | examine this hypashes

4. Methodology

Following the previous literature, in examiningetrelation between CLCG and FLCG, |
assume that, pre-reform, the FLCG quality posiiedtected firm performance. Insofar as, this
effect depends on the relation between CLCG and&;lilGs expected to increase, post-reform,

if these two systems are mutually complementarytartecrease if they are substitutes.

As is common in the literature, | use primarilg thQ as a measurement of performance
(e.g., Durnev and Kim, 2005; Black, Jang, and K2®0)6). In the robustness tests, | also use
other measures of performance as dependent vaviabie FLCG quality is measured by
means of the CGlI, which is introduced and discugs€&bhen (2020a), and which is described

in detail in Appendix 1. My analyses include thédwing fixed-effects regression:

Equation 1.

|4 $ $ %" (
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whereli, j, andt denote indexes for firm, industry, and year, respely; the variable3Q, CGl,
Age Size andLeverageare calculated for a firmin yeart as defined in Table 2ostis a
dummy variable that takes the value of 1 for therge2011-2014 and O otherwiseglenotes
time fixed-effects to capture shocks that affettrad firms in yeat; is an industry dummy
variable; * denotes interaction variables that capture thecefbf shocks that occur in
industryj in yeart; denotes firm fixed-effects that capture the unokes heterogeneity of
firm i.

| expect the effect of CGI on TQ in the pre-refoyears, as reflected in, to be positive
and significant. The variable of interesO&I*Post, which captures the change in the effect of
CGl on TQ in the post-reform years. If CLCG and &.@re mutually complementary, is

expected to be positive, and if they are subsstuteould expect it to be significantly negative.

The FLCG quality improved during the sample pe(sek Figure 1), either due to firm-level
reforms that went into effect concomitantly witle tbountry-level reforms (see Section 2) or
because of measures that the firms implementeadhtaily (see Cohen 2020a). If the marginal
effect of FLCG quality on firm performance is nandar, i.e., if it decreases with the rise in
the level of FLCG quality, the correlation betweaba CGI scores and TQ may decrease over
time even if CLCG and FLCG are not substitutes. \Mueg, a positive correlation between the
CGl scores and TQ may reflect the fact that thasables are jointly determined in equilibrium
(for a discussion of this idea, see Hermalin ands¥&eh, 2001). Such an equilibrium was in
place in 2007—2010 and thus, during that periogl G| was significantly correlated with TQ.
However, after the firm-level reforms, some compuseof the CGIl ceased to be shaped
exclusively by the firm as they came under theuierfice of the law, and consequently, the CGI
scores moved out of equilibrium and their correlatwith TQ diminishetf (the above
accounts, which present alternatives to the suwitistit hypothesis, will henceforth be referred

to as “the alternative explanations”).

12 As mentioned in Cohen (2020a), the CGI compontasbecame legally required during the samplespleri
are useful in a fixed-effects regression for aguéthat began before the legislation and ended ifteent into
effect. In such a regression, | would be interestelde effect of any change in CG quality overdijroe it voluntary
or legally required, on firm outcomes. Thus, inccddting the CGI scores in the present paper, natcexclude
the components that became legally required duhiegample period.
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To further study the relation between FLCG and GIL.Q implement a difference-in-
differences (DID) approach using the pre-reform BELQuality. Specifically, according to the
substitution rationale, the poorly governed firmme-peform are expected to increase in value
in the post-reform years, as their investor-pradecincreased through their alignment with the
improved CLCG standard. In contrast, if CLCG andCE_are mutually complementary, |
would expect the well-governed firms pre-reformiricrease in value after the reforms, insofar
as the country-level reforms are expected to haised the credibility of their FLC&.In a
case whereby the post-reform effect of FLCG qualityperformance decreased due to one of
the alternative explanations, | would not expeet TQ of the poorly governed or the well-

governed firms, pre-reform, to significantly changest-reform.

Therefore, | define the poorly governed firms pgerm as a treated group and the well-
governed firms pre-reform as a control group, amdthe following fixed-effects regression:

Equation 2.
)* *

e $ $ %" (

where theLow CGl2o072010iS @ dummy variable that takes the value of héf average CGl
scores in the pre-reform years of a firm lower than the median CGlI score in those yaads

0 otherwise. The other variables are calculatedaiynto the variables in Equation 1.

The variable of interest isow CGl20072016FP0st which captures the effect of the country-

level reforms on the TQ of the treated group retatd the control grouff. | expect  to be

13 Chhaocchharia and Grinstein (2007) apply the satienale to check the effect of FLCG improvements
firm performance. They show that firms that werssleompliant with SOX rules exhibited greater abrar
returns around the time this legislation was anoednSimilarly, Ahern and Dittmar (2012) examine #ffect
on firm performance of a legislation that requifeths to have at least 40% female board membebhsoinway,
using the pre-quota cross-sectional variation & gkrcentage of women on board to instrument thegd in
board composition after the legislation.

A post-reform increase in the TQ of the treatedugranay be driven also by an improvement in the FLCG
quality. However, the effect of the variation irtRLCG quality within a firm oh.n(TQ)is captured by th€GI
variable.
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significantly negative — that is, the control granpreased in value, post-reform, relative to the
treated group, if CLCG and FLCG are mutually commatary, and significantly positive if

they are substitutes.

One can argue that the median CGI score, premefigran arbitrary threshold to divide the
sample into a treated group and a control groups;Tim an alternative version of Equation 2,
| replace theLow CGl 20072010 Variable with theCGI 20072010 Variable which represents the
average CGlI score of a firm, pre-reform. Underdtiestitution hypothesis, the lower the CGI
score pre-reform, the greater the improvementeninlrestor protection quality and the post-
reform increase in TQ is expected to be. That iss expected to be negative. In contrast, under

the complementarity hypothesis | would expecto be positive.

To further examine the relation between CLCG ah@G, | adopt the assumption of the
previous literature that, before the country-levelorms, a predominant mechanism for
minority-shareholder expropriation was the RPTsaus[Im the pre-reform years, | would expect
FLCG quality to be negatively correlated with thember and volume of RPTs. Under the
substitution rationale, in the post-reform yearsiestor-protection is contingent not on the
FLCG quality but on the higher CLCG standard. Adaagly, the difference between poorly
and well governed firms in the number and volum&BT's is expected to decline.

I examine this issue using the following fixed-etferegression:

Equation 3.

| " o $ 0 %' (

| run this equation with two versions of the degem variable that are calculated as
presented in Table 2:n(RPT volume)and RPT numberCGI, Age Size Leverage Post
Industry, , , and are defined as in Equation ROAis calculated as defined in Table 2. |
expect to be significantly negative. Additionally, | exgge to be significantly positive if

CLCG and FLCG are substitutes and insignificathély are complements.
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To rule out the possibility that the decreaséhméffect of the FLCG quality on RPTs after
the reforms occurred due to one of the above-dsstlialternative explanations, | use a DID
approach similar to that in Equation 2. Specifigallassume that if CLCG and FLCG are
substitutes, the decrease in the volume and nuaill?Ts should be greater among the treated
group, for which the higher level of investor puten after the reforms was binding. | examine

this point with the following fixed-effects regress:

Equation 4.

I"# -l $ $ % (

where the variables are as defined in EquationeXpect to be significantly negative if
CLCG and FLCG are substitutes and insignificarhdy are complements. As in Equation 2
above, in an alternative version of Equation 4plaee theLow CGl2oo7-2010variable with the
CGil 20072010 variable. Under the substitution hypothesis, theer theCGI 20072010 vVariable,
the greater the improvement in the investor praiactjuality and the decrease in tunneling
activities through RPTSs, post-reform. That is, is expected to be positive. Under the

complementarity hypothesis | would expectto be insignificant.

Finally, | examine whether a channel of the pe$bim increase in the TQ of the treated
group, under the substitution hypothesis, is theradese in tunneling through RPTs. | examine

this point using a two stage approach with theofeihg regression:

Equation 5.
- %k O 1 *23* )* * .
- *"Ol *23* )* * . *
! "# + '/ $ $ 0/(& I ( ’
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whereRPT Prediction by Low CGbo7-2010iS the predictedn(RPT Volume)calculated in the
first stage based on Equation 4. The other expdayatriables are the control variables from
the first stage thus tHeRPT Prediction by Low CGho7-2010variable captures the effect, pre-
reform, of the excess RPTs that are predictedHertteated group obn(TQ) and theRPT
Prediction by Low CGloo7—2015P0st captures the change in the effect post-refortimefRPTs
were used, pre-reform, by the treated group foneéling purposes, | would expect to be
negative. If the substitution between CLCG and FLIE® the treated group to decrease its
tunneling activity through RPTs, | would expectto be positive and the total effect of RPTs
onLn(TQ) thatis + to be insignificant. | repeat the analysis WRRT Prediction by CGI
2007-2010 Variable which is the predicteéah(RPT Volume)calculated based on Equation 4 with

the continuous variabléSGl 2007-2010andCGl 20072016 POSt as explanatories.

5. Sample and Data

The sample analyzed in this paper is a panel offmancial publicly traded Israeli firms
for the years 2007-2014. | start with a group @& fidms that were traded on the TA 100 index
or the TA MidCap index during at least some ofyhars in the course of that period. | exclude
the following firms from the sample: 32 financiainiis; 65 dual firms listed in US stock
exchanges, where the legal requirements on CGuastasntially different from those in Israel
(45 firms in this group are characterized by a elispd ownership structure); five firms with a
dispersed ownership structure, as the CGl is rsigded to measure the CG quality in this type
of firms; 15 partnerships; seven firms that wenblpuafter 2010 for them | am not able to
calculate the CGl scores pre-reform, and four fiwhese CGI scores cannot be calculated due
to insufficient information. All together, the irat sample consists of a panel of 120 firms, of
which 35% (41 firms) are in real-estate, 25% @®9) in manufacturing, 17% (21 firms) in
commerce, 14% (17 firms) in technology, and 9%f{drhs) are in holdings companies. The
sample represents the distribution of the totalupeon of the Israeli public firms across
industries of which 31% in real-estate, 15% in nfacturing, 16% in commerce, 26% in

technology, and 12% in holding companies.
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The database used for calculating the CGI scereand-collected. Its main source is annual
reports, which are publicly available on the MAY A&bsite. Of particular relevance is Chapter
4 of these reports, entitled “Additional Details gaeding the Company,” which contains
information on CG, including the directors’ eduoati employment history, and family ties
within the board; board committees and other board#/hich the directors serve; whether a
director is an outside or independent director;nhmmes of the directors employed by the firm;

and details of the firm’s structural ownership.

In addition, using two main sources, | manuallifesti data on the number and volume of
the RPTs that the firm carried out during the sanyglars. The first source is the firms’ annual
financial statements, while the second is the &etnsn reports that a firm publicly publishes
on the MAYA website before any RPT is discussethatgeneral meeting. For each firm |
collect information about the number and volum&PBfTs in each year and the dates at which
each RPT was announced and approved. The RPT sespialler than the one | use to regress
firm-performance measurements on the CGI, as Hreséaction reports published by some of

the firms are incomplete.

Finally, based mainly on the firms’ annual finaal@tatements, | collect data on the control

variables such as size and ROA.

The sample is not balanced for two main reasoinst, Some firms became public only in
the middle of the sample period. Second, some fierst private during the sample period. In

Table 3, | describe the process of constructing/ésely samples.

6. Summary Statistics

Table 4 presents descriptive statistics. As isetqul in long-run equilibrium, the average
(median) TQ is approximately 1, namely, 1.17 (1.0He accounting measurements indicate
that the past performance is good: The averagei@medROA and sales growth are both
positive and equal to 0.08 (0.07) and 0.06 (0.@8pectively.

The firms in the sample are all traded on the TA8He indexes. This means that most of

them are among the older and larger firms in Isnagh an average (median) age of 19 (17)
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years and an average (median) size of 6.64 (IriB® NIS (approximately 1.92 (0.48) trillion

$). Their average (median) leverage level is 00B34).

A fixed-effects regression framework can be usely df the variables of interest vary
substantially over time. In what follows, | outlitiee development, during the sample period,
of this study’s three key variables: CGI scoresTRBlume, and RPT numbét.

Figure 1 shows the development of the average $€@Gies, revealing that they increase
significantly over the sample period. The averageesin 2014 is 67 and is significantly higher,
both statistically and economically, than the ageracore in 2007, which is 38. This increase
in CGI scores is driven by both firm-level reformsd FLCG improvements that the firms
undertook voluntarily (see Cohen 2020a), and itecefd in a non-negligible within-firm
standard deviation of the CGI scores, which is 13.

Figure 1 also presents the cross-sectional vanaif the CGI scores in each of the years
sampled: They remained approximately the samen bdth 2007 and 2014.

Figure 2.1 displays the annual averages of a $ifRPT volume, which is the ratio between
the volume (in NIS) of the RPTs, excluding compdéinsa of firmi in yeart and its assets in
each of the years sampled. The average RPT vol@iméran ranged between 5% of its assets
in 2007 and 0.6% in 2014, indicating a continuoosviward trend. However, a dramatic
decrease occurred in 2012, following the reform@anf2.5% of a firm’s assets in 2011 to 0.8%

in 2012. In 2013 and 2014, the average RPT voliem&aimed uniformly low.

An analysis of the average RPT number over thesysampled yields similar results, as
presented in Figure 2.2. A downward trend is apgaas of 2009 onward, with a dramatic
decrease in 2012 (from 0.32 transactions in 20106 in 2012) and a uniform low in 2013
and 2014.

151 describe the development of the TQ over the $apgriod in Section 7 below.

16 That is, the upward trend of the average CGI scdaes not derive from greater CG quality improvetsie
among the poorly governed companies during the lapgriod and a resulting convergence of their €cdres

with those of the well-governed companies. Rattigs, trend seems to reflect a shift of the enti@l Gcore

distribution over time. Hence, a decrease in tssisectional correlation between the CGI scordsaag output

variable across the sample period cannot be exquldiy a decrease in the CGI scores’ variation.
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Figures 3.1 and 3.2 display the average volumenanaber of RPTs in 2007-2010 and in
2011-2014. The figures indicate a statistically asdnomically significant decrease in the
RPT volume, from 3.8% of a firm’s assets in 2007H2@ 1.7% in 2011-2014. A significant
decrease occurred also in the average RPT nunrber,G.5 in 2007-2010 to 0.1 in 2011—
2014. These figures are consistent with a deciieas@neling via RPTs after the country-level

reforms went into effect, supplanting the FLCG naubms in poorly governed firms.

7. Results

Are FLCG and CLCG substitutes or complements?

Figures 4.1-4.8 show the cross-sectional corpzldbtetween CGI scores (x axis) and the
TQ values (y axis) in 2007-2014. In 2007-2010 (Fegut.1-4.4), the CGI scores are positively
associated with TQ, but this correlation disappea2911-2014 (Figures 4.5-4.8).

Checking the correlation betwe€@Gl andLn(TQ) in a multivariate analysis framework
yields similar results. The results for the yea@72-2014 obtained using a fixed-effects
regression, as in Equation 1, are displayed in &&blColumn 1 reveals th&GI has a
statistically significant positive effect obn(TQ) in 2007-2010, before the country-level
reforms. The result hold even after including ie tlegression the control variables used in
Equation 1, as is presented in Column 2. The pasigffect of CGl on Ln(TQ) is also
economically significant since a one standard dmnancrease in the CGI scores is correlated
with an average 4.1%increase in TQ. In the post-reform years, howether effect ofCGl on
Ln(TQ) decreased, as is reflected in a negative andfisiamii coefficient ofCGI*Post This
finding indicates that CLCG and FLCG operate assuultes. Moreover, the total effect@6GlI
onLn(TQ)became statistically and economically insignificpost-reform.

Next, | use the DID approach to verify that thétgra of the post-reform change in TQ is
consistent with the substitution hypothesis. Te #nd, | examine whether the TQ of the firms
in the treated group increased in value in the-pefsirm years.

17The specific calculation of the effect on TQ ofiaerease of one standard deviation in the CGlesisof * 5
6 677 846 .
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Figure 5 presents the evolvement of the anbo@l Q) averages for the treated and control
groups over the years sampled. Pre-reform, theageén(TQ) of the control group is higher
than that of the treated group. Moreover, a pdralnd is observed between the average
Ln(TQ) of the two groups until 2010. In line with the sago whereby, in the treated group,
the country-level reforms substituted for the irqaege FLCG mechanisms, the gap between
the averagén(TQ) of the firms in the two groups began to decreaaduslly as of 2011 and
disappeared altogether by 2013.

The case for the substitution scenario is furtgported by a multivariate analysis. The
coefficient ofLow CGl2007-201dP0St, in a regression as in Equation 2, is positivesaguificant
(Column 3 in Table 5). This indicates that, in post-reform years, the treated group increased
in value relative to the control group. The reswlids even after including the control variables
used in Equation 2 (Column 4). The effect of thgrahent with higher investor protection
standards after the reforms is also economicaljyifscant: post-reform, the average increase
in TQ among the treated group was higher by 9%p&n that of the control group. As indicated
in Column 5, the results also hold even after m@ptathe binaryLow CGI 2007-2015'Post
variable with the continuou€GlI 2007201POsSt variable: the coefficient is negative and
significant, namely, the lower the CGI score ofrenfbefore the reforms, the greater the post-

reform increase in value.

Next, | use Equation 3 to examine whether firmigjranent with the high CLCG standard
resulted in a decline in tunneling through RPTse Tésults of this test, presented in Table 6,
are consistent with the hypothesis that RPTs weeal o divert assets from the company,
insofar as pre-reform, one can observe a significagative effect exerted I§GI onLn(RPT
Volume)(Column 1) and oRPT Numbe(Column 5). No substantial change occurred in the
results after including the control variables inugtion 3 (Columns 2 and 6). The negative
effect is also economically significant since aar@ase of one standard deviation in the CGI
scores is correlated with a decrease of 1$°4369%) in the RPT volume (number). Consistent
with the hypothesis that the country-level reforoasstrained the CSHs in poorly governed

firms from tunneling through RPTSs, the coefficieatshe CGIl*Postvariables are significantly

18 The precise calculationis *° 56 677 :4;4
19 The precise calculationis'¢ - 56 677 56:4:
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positive for Ln(RPT Volume)Columns 1 and 2) an&PT Number(Columns 5 and 6).

Accordingly, the post-reform effect GGl on the volume and number of RPTs is insignificant.

Next, | use the DID approach, as in Equation 4,eidfy that the post-reform pattern of the
decrease in RPTs is consistent with the substitutigpothesis. The results, displayed in Table
6, support this rationale. Negative and statidcsiignificant coefficients oL.ow CGl 2007
2016*POst were obtained in the regressions with Em¢RPT Volumeand theRPT Numbe&s
dependent variables (Columns 3 and 7, respectivEhat is, the volume and number of RPTs
decreased post-reform to a greater extent amongtréaed group. This effect is also
economically significant: the volume (number) of BPamong the treated group decreased
post-reform by 50.098 (13.6%) more relative to the control group. Adtie analysis above,
the conclusion of substitution holds even aftelaeipng theLow CGI 2007-2015'P0st variable
with the CGI 20072016 Post variable (Column 4 foLn(RPT Volumepand Column 8 foRPT
Numbey.

| examine whether the post-reform decrease irRtA€s among the treated group occurred
on account of a reduction in the volume of new RRP€s the ones that were approved, for the
first time, at the general meeting of a firm in lea¢ the sample years (henceforth, “new RPT
volume”) or the ongoing RPTSs, i.e., those that wagproved pre-reform and were paid out in
annual instalments in each of the following yedmsngeforth, “existing RPT volume?}.To
this end, | run two fixed-effects regressions,ragquation 4, with then(New RPT Volume)
and theLn(Existing RPT Volumeds dependent variables, respectively. The requksented
in Table 7, indicate that the coefficients ladw CGI 2007-2016°P0st (CGI 2007-2016PoSt) are
negatively (positively) significant for both kindé RPTs. That is, the volume of RPTs among
the treated group decreased in the post-refornsydapugh limiting the approval of new RPTs

as well as a decrease in the volume of the exiRIRAJs.

Finally, 1 use a two stage approach, as in Equdiioto examine whether the post-reform
decrease in RPTs among the treated group is a ehahits post-reform increase in TQ.

20 The precise calculation is'(*°* 56 677 5<747 .

For example, rent transactions. According to a 2@fdrm, firms are required to reapprove all eRigtRPTs
within three years of the previous approval. Heaéer the country-level reforms, | would expea trolume of
the existing RPTs to decline.
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Specifically, in the first stage | calculate tRET Prediction by Low CGbozz2010and theRPT
Prediction by CGhooz2010 Variables based on the coefficients in Table 6u@ols 3 and 4,
respectively. In the second stage | follow Equaboend regreskn(TQ) on those predictions
of the RPTs’ volume. The results of the secondestag presented in Table 8. Consistent with
the assumption that RPTs were a major mechanissimareholder expropriation among the
treated group, | find in the second stage a negaim statistically significant effect of tR€T
Prediction by Low CGlooz20100nLN(TQ)(Column 1). The excess volume of pre-reform RPTs
that are predicted for the treated group, is cateel with a discount of 15.5%in TQ in
comparison to the control group. Post-reform, felltg the decrease in the RPTSs, the discount
in the TQ of the treated group that is attributeBPTs, disappeared: the sum of the coefficients
of theRPT Prediction by Low CGboz2010and theRPT Prediction by Low CGboz2018*Post
variables is insignificant. The results hold alsthwhe RPT Prediction by CGlooz2010that is
calculated in the first stage with the continuoasiablesCGI 20072010 andCGl 20072016 POSt
(Column 2 in Table 8).

Overall, my findings corroborate the following seeio. Before the country-level reforms,
RPTs served as a platform for minority-shareholebgoropriation. Poorly governed firms
carried out more RPTSs, thereby lowering their vdbreghe minority shareholders, as reflected
in these firms’ lower TQ. The country-level reforrkégned these firms’ investor protection
with a higher standard, irrespective of their loT& quality. Accordingly, the lower a firm’s
FLCG quality pre-reform, the greater the improvemiarits investor-protection, the decrease
in its RPTs, and the increase in its TQ after thhef@rms. Ultimately, after the country-level
reforms, the average difference between well amdlpgoverned firms in terms of TQ, as well

as RPT volume and number, became insignificant.

Which FLCG aspects were substituted by CLCG dieicountry-level reforms?

This section examines the aspects of FLCG that sustituted by CLCG after the country-
level reforms? | posit that a certain aspect of FLCG can be chsid as supplanted by the

The precise calculationis'®® 56 677 56<4< .
2 The importance of recognizing the specific aspetEL_CG that drive the correlation between the ELquality
and outcome variables is demonstrated in seveudiest. Bebchuk, Cohen, and Ferrell (2009) show tihat
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CLCG if the following four conditions are satisfiefirst, such an aspect had to be positively
(negatively) correlated with TQ (RPTs) before teorms went into effect (henceforth, “the
first condition”). Second, this correlation decred®r disappeared altogether after the reforms
went into effect ( “the second condition”). Thitte firms with the lowest quality of this FLCG
aspect pre-reform increased (decreased) in TQ (R#OB$-reform relative to the firms with the
best quality of this aspect pre-reform ( “the thexahdition”). Fourth, the predicted additional
RPTs of the firms with the pre-reform lowest quabf this aspect, are negatively correlated

with TQ, pre-reform, and have no significant effectTQ, post-reform (“the fourth condition”).

To begin with, | calculate the scores for sevéilaCG aspects as the equally weighted
average of the values of the CGI components thatsore these aspects. For each firm, |
calculate the annuaBoard Independencand Board Qualificationsvariables as equally
weighted averages of the CGI components that medseindependence and the qualifications
of the board and its committees, respectivelytalbds to reason that the quality of monitoring
the CSHs is more sensitive to the qualificationsuikide directors, who are more independent
than the other directors. Accordingly, | define @tside Directors Qualificationgariable as
the equally weighted average of the CGl compongratsmeasure the percentage of qualified
outside directors on the board and its committedfme with the previous literature, | consider
the board committees as an important executive amsim of the board (e.g., Adams,
Ragunathan, and Tumarkin, 2016); to gauge the tguzfiithe board committees, in terms of
both independence and qualifications, | calculagBbard Committeeariable as an equally

weighted average of the CGI components that medlsese aspects.

To examine the first and the second conditionggresd.n(TQ) andLn(RPT Volume)n
fixed-effects regressions, as in Equations 1 ande8pectively. However, in each of the
regressions that | run for either of these varigblereplaceCGIl by another variable that
represents the quality of a specific FLCG aspeotpfievent an omitted-variable bias, each
regression includes also a control variable whictiné equally weighted average of the values
of the remaining CGI components, that is, thoséw®aie not used to calculate the score of the

positive effect on firm performance of the CG inde&veloped by Gompers Ishii and Metrick (2003yeserated
by a single sub-group of components that measerextent to which the management is entrenchedoréloty

to Black, De Carvalho, Khanna, Kim, and Yurtogl018b), the governance aspect that consistentlygisachlue
for firms in emerging markets is disclosure.
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FLCG aspect in the given regression. The resutikate that, pre-reform, each of the FLCG
aspects above, besides board independence, hgwifecant positive effect obn(TQ) (Table
9) and a negative effect m(RPT VolumeTable 10), and that both these effects disappdeare
in the post-reform years. The effectBdard Independencen Ln(TQ)andLn(RPT Volume)
has the expected signs: positive Eo(TQ) and negative foLn(RPT Volumehowever, it is

statistically significant only fobLn(TQ).

To examine the third condition, | define as dumragiables_ow Board Independenceoz
2016 Low Board Qualificationsooz2016 Low Outside Directors Qualificationgoz 2015 andLow
Board Committeeooz2010 Each of these four variables takes the value ibtHe pre-reform
average score of the FLCG aspect it measures v ltthan the median score in this period, and
0 otherwise. Then, | implement the DID approachinasquations 2 and 4, to regrdsgTQ)
andLn(RPT Volume)respectively, each on a different interactiorwlaetn one of the four
dummy variables above and tRestvariable. | expect to observe a post-reform TQT&P
increase (decrease) for the firms with the lowestrpform quality of a FLCG aspect that was
supplanted by the CLCG. Alternatively, | regrds§TQ) and Ln(RPT Volumekach on a
different interaction between one of the continugasablesBoard Independencgoz201q
Board Qualificationooz2019 Outside Directors Qualificationsoz201g andBoard Committee
20072010 Which are the pre-reform average score of eachefLCG aspects, with thHeost
variable. As above, to prevent an omitted-variddies, each regression includes also a control
variable which is the equally weighted averagehef values of the CGIl components, pre-
reform, that were not used to calculate the scbtbeoFLCG aspect in the given regression. |
expect to find that the lower the pre-reform saafra FLCG aspect that was substituted by the
CLCG, the greater the post-reform TQ (RPTS) ineddscrease).

The results in Tables 11 and 12 indicate thatRh€G aspects that were substituted by
CLCG are the quality of the board committees aral fibrcentage of qualified directors,
especially outside directors, serving on the boand its committees. In particular, the
coefficients ofLow Outside Directors Qualificationgoz2018PostandLow Board Committee
2007-201¢'POSt are positive and significant in the regressionw/lich Ln(TQ)is the dependent
variable (Columns 5 and 7 of Table 11) and negathabsignificant in the regressions in which
Ln(RPT Volume)s the dependent variable (Columns 5 and 7 ofd4Rl). Consistent with
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those results, | find that the coefficientsuitside Directors Qualificationsozz2015Post and
Board Committeeooz2016P0OSt are negative in the regressions in which tin€TQ) is the
dependent variable (Columns 6 and 8 in Table Xgudh only the coefficient oBoard
Committeenoz201dPost is statistically significant, and significantly give in the regressions
in whichLn(RPT Volumejs the dependent variable (Columns 6 and 8 inélag).

To examine the fourth condition, | use, in thetfgtage, the coefficients from the regressions
of Ln(RPT Volumedn a different interaction of each of thew Board Independeneeyz201q
Low Board Qualification®ooz2010 Low Outside Directors Qualificationsozz01g andLow
Board Committeeooz2010variables and thBostvariable presented in Table 12, and calculate
the RPT Prediction by Board Independengezz010 RPT Prediction by Board Qualifications
20072010 RPT Prediction by Outside Directors Qualificatiofasz2016 and theRPT Prediction
by Board Committegoz2o010Vvariables as predictions bh(RPT Volume)in the second stage,
| follow Equation 5 and regres(TQ)on each of the predictions loh(RPT Volumeand their
interactions with thd?ostvariable. The results in Table 13, support thechimion that the
FLCG aspects that were substituted by the CLCGrerguality of the board committees and
the percentage of qualified outside directors sgrvon the board and its committees.
Specifically, | find in the second stage a nega#wd significant effect dRPT Prediction by
Outside Directors Qualificationgoz2010 andRPT Prediction by Board Committegz 201 0n

Ln(TQ)that becomes insignificant, post-reform (Columrand 4).

8. Robustness Checks

Alternative versions of the corporate governanceind

My analysis is based on a single version of thei@@x. One could argue that alternative
versions may yield different results, e.g., prodgca significant correlation between the CGI
scores and TQ even after the country-level reformast into effect. In order to mitigate this
concern, | build five alternative versions of th& @dex, three of which contain components
different from those comprising the CGl, and twglement other approaches to aggregating

the original CGl components.
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First, | build on some previous studies (e.g.,cBlalang, and Kim, 2006; Lauterbach and
Shahmoon, 2010) and add to the CGI three compontmatis measure internal audit
independence (henceforth “CGI extended version @8)follows: (a) the internal auditor does
not work in the firm; (b) the audit committee supses the internal auditor; and (c) the
controlling shareholder does not supervise thenaleauditor. Each of these three components
takes the value of 1 in the affirmative variant &hdtherwise. | calculate theéGl Extended
Version Avariable as an equally weighted average of theegbf the “CGI extended version

A” components.

Second, following Lauterbach and Shahmoon (20[18)tend the “CGI extended version
A” components by adding the following two additibnamponents (henceforth “CGI extended
version B”): the firm published its financial statents report earlier than the legally stipulated
date; and the firm declared a dividend pofit§ach of these components takes the value of 1
for the affirmative and O otherwise. | calculate @Gl Extended Version Bariable as an

equally weighted average of the values of the “€xdénded version B” components.

Third, | replace the CGI components that are @atévwo the outside directors with those
pertaining to the independent directors (henceft@t@l with independent directors”). Within
the CGl, the outside directors are consideredasojpmost supervisors of CSHs. However, the
CSHs are also monitored by the independent dirg€tdoreover, as is demonstrated in Cohen
(2020a), the average percentage of independeitaliseon the boards of Israeli firms increased
significantly during the years sampled. Hence, &oog exclusively on the outside directors
may lead to a miscalculation of the true level dfoard’'s independence. | calculate @@l
with Independent Directorgariable as an equally weighted average of theevaf the “CGlI

with independent directors” components.

These components were used only for robustneskslad were not included in the CGI since theyrate
part of the FLCG mechanisms but represent an owaafrrLCG quality.

The independence level of independent and outsiéetdrs is in principle similar. However, unlikeitside
directors, the dismissal of an independent direistoot subject to the majority of the minorityewdnd therefore
independent directors are may be considered lekpéndent than outside directors (see also in Bébahd
Hamdani, 2016).
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Finally, I build two additional alternative index¢hat differ from the CGlI in the method of
aggregating the components into a single scorthdrfirst such alternative index (henceforth
“CGlI Aggregation by Dimensiof)sthe aggregation is performed in two stagescuating a
score for each CGI dimension as an equally weiglaeerage of its components, and
calculating the CGI score as an equally weightesdaye of the dimensional scores (as, e.g., in
Black, Jang, and Kim, 2006). For the second alter@andex (henceforthCGI Aggregation
by PCA), | aggregate the CGIl components’ scores intarra’$ overall CGIl score using a

principal component analysis.

| regresd.n(TQ) on FLCG scores that are calculated according ¢b @4 the alternative
indexes, in fixed-effects regressions, based orafimu 1. The results are presented in Columns
1-5 of Table 14. In each of the alternative indexepositive and significant correlation is
apparent between the FLCG scores an@IQ)in 2007-2010, and this correlation disappears
in 2011-2014.

Exit effect in an unbalanced panel

As mentioned in Section 5, the sample used instiidy is an unbalanced panel. One could
argue that some of the results obtained are diiyea systematic longitudinal change in the
composition of the sample rather than by the eft@cthe country-level reforms. Such a
selection process may have occurred if, duringsimaple period, firms with poor governance
and performance tended to go private to a greatenethan well-governed firms. To the extent
that this selection process could have accelepstireform, (see Cohen 2020b), the variation
of the TQ and the CGI across firms would have desad, and with it also the explanatory

power of the CGlI in terms of TQ.

In order to test this conjecture, | regrésgTQ) of a balanced subsample of firms on the
CGl, as in Equation 1. The results, presented in Colénof Table 14, are similar to those
obtained from the analysis of the unbalanced pamglositive effect ofCGl on Ln(TQ) is
observed in 2007-2010, but disappears in 2011-2014.
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Alternative outputs of the CGl

In focusing primarily on the correlation betweée CGI and TQ, the analysis elaborated
above follows the CG literature. However, | expibett, before the reforms, the low extent of
minority-shareholder expropriation among the weNgrned firms will be reflected also in
such measures of performance as market-to-boo& &t accounting measurements (for
example, Gompers, Ishii, and Metrick, 2003, shopoaitive correlation between their CG
index and various kinds of accounting performanti&ewise, | expect that the effect of the
CGI scores on the market-to-book ratio and on tbeoanting measurements will have

decreased after the country-level reforms went@ftect, as is the case with the TQ.

To test these assumptions, | run fixed-effectseggjons withViarket to Book ratipROA
andSales Growtlas the dependent variables, as in Equation 1rdshdts, presented in Table
15, indicate that, pre-reform, a positive and digant correlation obtained betwe&&I and

each of the alternative outcomes, and that thisetadion disappeared in 2011-2014.

Alternative definitions of the post variable

A major concern in the DID analysis is the existemre-reform, of a non-parallel trend in
the evolution of TQ in the treated versus the adrgroups. Such a pattern would imply that
the convergence of these two groups’ TQs is drivarby country-level reforms but by a pre-
reform development. Equally serious would be a eamover an ongoing parallel trend in the
TQ of the two groups after the reforms went infeef Such an eventuality may imply that the
convergence between these two groups’ TQs occdiedo a post-reform event, rather than

on account of the reforms.

In this connection, Figure 5 reveals a parallehdr operating on the TQ of the poorly- and
well-governed firms pre-reform, in the years 2000H2 which disappears from 2011 onward.

In this section, | verify the results in Figure Bwa multivariate analysis.

| define thePost2000-2010as @ dummy variable that takes the value of theryears 2009—
2010 and 0 otherwise. Similarly, | define a dumrayiablePost2013-2014that takes the value of
1 for the years 2013-2014 and 0 otherwise. If thmsfin the treated group began to increase
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in value before the country-level reforms went ieffect, | would expect two results. The first
is a decrease in the effect of the CGI scores onthEDbegan already during the pre-reform
years, expressed as a negative and significantideat of the interaction variabl€GI* Post
2009-2010IN @ regression as in Equation 1 for the years 2R0%0. The second result would be a
positive and significant coefficient of the intetiaa variableLow CGl2007-2013"P0St 2009-2010

in a regression as in Equation 2 for the years 2R0%0. At the same time, a greater increase
in the TQ among the firms in the treated groupw&the control group that began several years
post-reform would render the coefficient of theenaiction variableCGI*Post 2013-2014in @
regression for the years 2011-2014, as in Equéatitmbe negative and significant. In addition,

| would expect the coefficient of the interactioariableLow CGl 20072018 P0OSt 2013-2014iN @

regression for the years 2011-2014, as in Equatiom be positive and significant.

The results, presented in Table 16, indicate ttmatcoefficient is not significant in any of
the four interaction variables enumerated above.ré€bults hold even after replacing the binary
variableLow CGl2oo72010With the continuous variableGl 20072010 (Columns 5 and 6). That
is, there is no evidence either that a pre-refoom-parallel trend operated in both the treated
and the control groups, or that the convergencedssi the two groups’ TQ began long after

the country-level reforms went into effect.

Long-term effect of the substitution between CLG&GRLCG

The analysis so far does not shed light on thg-tenm effect of the country-level reforms.
It is possible, for example, that the 2011-2014dase in TQ among the firms in the treated
group was driven by a substitution effect that tptdce only in 2012 and disappeared in 2013
or in 2014. To verify that the substitution effegterated in the long term, i.e., throughout the
entire sample period, | regrdss(TQ)onLow CGlz0072018P0Ostas in Equation 2 for the sample
period excluding the years 2011-2012. Tlev CGl 2007-2018P0Ost variable thus examines
whether the TQ of the firms in the treated groupeéased in 2013-2014 relative to the TQ of
the control group. The results, presented in TaBleindicate that the coefficient bbw CGI
20072016 POStis positive and significant, that is that the gitbson effect operated in the long
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term. Using theCGl 20072010 Variable instead ofow CGI 20072010 Variable yields a similar

conclusion (Column 3).

The effect of overrequlation costs

One could argue that the above findings pointueri@gulation costs in the post-reform
years rather than to a substitution relation betw€eCG and FLCG. Thus, Bruno and
Claessens (2010) contend that overregulation eostsuntries with a high CLCG quality are
borne by well-governed firms. Accordingly, the cenyence between the TQ of the treated and
the control groups indicated by the positive cagffit ofLow CGl2007-2016Post and the post-
reform decrease in the average effect of FLCG guah TQ, may have been stimulated by a
post-reform decline in the TQ of firms in the cahtgroup, due to overregulation costs, rather
than by a post-reform increase in the TQ of firmshe treated group due to the substitution
between CLCG and FLCG.

Following Bruno and Claessens (2010), | assumetligaoverregulation costs in the post-
reform years are expected to be greater amongrths Wwith the best pre-reform governance.
| define theCGl 20072010Above 6% Valueas a dummy variable that takes the value of 1Her t
firms whose pre-reform CGI score was above th& edue and 0 for the firms whose pre-
reform CGI score was between thé¥3shd the 6% values. Excluded from the sample are the
firms whose pre-reform CGI score was lower than3B#value, and for which the increase in
the TQ due to the substitution effect is expectebd the greatest. Next, | regrésgTQ)in a
fixed-effects regression, as in Equation 2, butaep the interaction variableow CGl 2007
201¢Post with the interaction variabl€GI 2007-2010Above 67 Value*Post If the country-level
reforms generated overregulation costs, | expeetQBl 20072010 Above 6% Value*Post
coefficient to be negative and significant. In fabe results in Column 1 of Table 18 indicate
that this coefficient is insignificant, ruling otlte possibility that the results of my analyses are

driven by overregulation costs imposed on the fimith the best pre-reform governance.

To confirm this conclusion, | exclude from the gdenthe firms whose CGI scores in the
pre-reform years are higher than th& &alue, and which are thus supposed to bear the bru

of the overregulation costs. Then, | define @@l 20072010Below 38 Valuedummy variable
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that takes the value of 1 if the pre-reform CGlrsoaf a firm is lower than the 33salue and

0 if it is between the 38and 61 values. Finally, | regredsn(TQ) as in Equation 2, but replace
the interaction variableow CGl20072018*Post with the interaction variablE€GI 2007-2010Below
33" value *Postthat captures the post-reform change in TQ ambaditms with the worst
governance in the pre-reform years. | consider thiange to represent the effect of the
substitution between CLCG and FLCG. As displaye@atumn 2 of Table 18, the results are
consistent with the substitution hypothesis: T®@! 2007-2010Below 33 Value*Postcoefficient

is positive and significant.

9. Conclusions

In this paper | examine the relation between FL&@ CLCG, testing whether these two
systems substitute or complement each other. Itrasinto previous studies, | address this
guestion in a within-country framework. The resudtoow that,before the reforms, FLCG
quality had a positive association with firm valkmd a negative association with the volume
and number of RPTs. In the post-reform years, itinesfwith a poor pre-reform governance
increased in value compared to the firms that wesl-governed pre-reform. A two-stage
analysis indicates that a possible channel forirtbeease in value of the firms with the pre-
reform poor governance, was a post-reform decreadeeir RPTs. In the post-reform years,
no correlation is any longer observable betweerFtl@G quality, on the one hand, and either
the value or the volume and number of RPTs, omther.

These findings imply that CLCG and FLCG are subtgs, based ohé following rationale.
Before the reforms, CSHs used RPTs to expropriat@nity shareholders, thereby lowering
the firm value. The higher standard of investort@cbon implemented in the wake of the
reforms substituted for poor FLCG mechanisms amdtrained the CSHs from tunneling. The
decrease in tunneling in compliance with the nevfoanm standard of investor protection was
greater among the firms with a poor pre-reform goaace, and consequently they increased
in value. After the reforms, all the firms alignedh the higher standard of investor protection,
such that the difference between the values ofwbl- and poorly-governed firms was

insignificant.
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It is worth noting that a CSH decides the levePBICs in equilibrium. In particular, Burkart,
Gromb, and Panunzi (2000) show that the CSH drd&@sHrom the firm until her utility from
the marginal diverted asset is equal to the makgieerease in the market value of her shares.
Thus, we would not expect a CSH to deviate from @quilibrium and decrease the
expropriation without an external intervention tgbwsuch a decrease results in an increase in
market value, as is demonstrated in the presemrpap

The overarching contention of this study is tihat FLCG components that were salient for
investor protection prior to the country-level nefis lost some of their importance after being
supplanted by the CLCG. That is not to say thatthetry-level reforms rendered FLCG, and
in particular the board of directors, altogethezlgvant. Thus, certain kinds of companies, e.g.,
those with greater capital requirements, may cans¢éaind out by adopting a new, higher FLCG
standard. To the extent that these companies’ ne¥GFstandard will ensure an even higher
level of investor protection than the one imposedhCG, it may regain its relevance for the
investors. Under this scenario, an updated CG imbexprising components measuring this
new standard may be able to account for differeircpsrformance across firm$.

A promising question for future research thatdagjy arises from this paper is whether the
reforms increased the tendency of poorly govermedsfto go private. From the time the
reforms went into effect, poorly governed firms @daced two options: they could either curtail
minority-shareholder expropriation, or go privdtethe present paper, | focus primarily on the
first of these two strategies and provide eviddnam overall change in the behavior of poorly
governed firms after the reforms. Cohen (2020b)reras whether the tendency among the
firms with poor pre-reform governance to go privatereased after the reforms went into

effect.

All the more so as a board of directors has twamales: monitoring and advising (Adams and Feare2007).
CLCG mechanisms may substitute for the board’s aslesupervisor, but they cannot replace the bosrd a
strategic adviser to management.
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Figure 1: The Average CGI Scores in 2007-2014
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The figure presents the yearly average of the C@iesc CGl scores are the firm’s corporate governanoees that are
calculated based on the index proposed in Cohe20€)0 The scores are calculated based on a samfdeli public
companies that were traded on the TA 100 indexhoFA MidCap index during at least some of the y@4@7 to 2014.
The average CGl score in year t that is differeminfthe average CGI score in year t-1 at signifiedegels of 1%, 5%,
and 10% is indicated by ***, ** * respectively.



Figure 2.1: The Average RPT Volume in 2007-2014
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The figure presents the average volume of RPTsaeee carried out by a sample of Israeli
firms in each of the years 2007-2014. The RPT veldon a firm is calculated as the ratio
between the volume (in NIS) of RPTs, excluding conga¢ion, and the book value of the
firm’'s assets. The average RPT volume is calculbatesbd on a sample of Israeli public
companies that were traded on the TA 100 indexxardMidCap index during at least some
of the years 2007 to 2014.

Figure 2.2: The Average RPT Number in 2007-2014
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The figure presents the average number of RPTduding compensation, that were
approved by a sample of Israeli firms at a generting in each of the years 2007-2014.
The average RPT number is calculated based on desafsraeli public companies that
were traded on the TA 100 index or on TA MidCap indering at least some of the years
2007 to 2014. The average number of RPTs in yibat is different from the average number
in year t-1 at significance levels of 1%, 5%, afé4dlis indicated by ***, ** * respectively.



Figure 3.1: The Average RPT Volume in 2007—2010 arid 2011-2014

2007-2010 2011-2014

The figure presents the average volume of RPTswhet carried out by a sample of Israeli
firms in the period 2007-2010 and in the period122@D14. The RPT volume for a firm is
calculated as the ratio between the volume (in MFS)s RPTs, excluding compensation, and
the book value of its assets. The average RPT voisicedculated based on a sample of Israeli
public companies that were traded on the TA 10&ira on TA MidCap index during at least
some of the years 2007 to 2014. The average vobfrR®Ts in the period 2011-2014 that is
different from the volume in the period 2007-2018ignificance levels of 1%, 5%, and 10%
is indicated by ***, ** * respectively

Figure 3.2: The Average RPT Number in 2007-2010 arid 2011-2014

2007-2010 2011-2014

The figure presents the average number of RPTduding compensation, that were
approved by a sample ofs Israeli firms at a genarsting in the period 2007-2010 and in
the period 2011-2014. The average RPT number isllatdd based on a sample of Israeli
public companies that were traded on the TA 10@inol on TA MidCap index during at

least some of the years 2007 to 2014. The avenagder of RPTs in the period 2011-2014
that is different from the number in the period 202010 at significance levels of 1%, 5%,
and 10% is indicated by ***, ** * respectively.
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The figures show the cross-sectional correlatidween the CGI scores ahd(TQ)in each of the years 2007-2014. The
correlations are calculated based on a samplealipublic companies that were traded on the T8 ihdex or on TA
MidCap index during at least some of the years 2007014. CGI is the firm’'s corporate governanceressdhat are
calculated based on the index proposed in Cohel®&0h(TQ)is calculated as the natural logarithm of the firaverage

market value during the three days after the firrstatements were published plus the book vafubendebt, divided
by the book value of the assets.




















































































