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Measuring Corporate Governance Quality

in Concentrated-Ownership Firms

Oded Cohen

Abstract

In this paper, | present a corporate governancexiratjusted to firms with concentrated
ownership. The index consists of 31 componentsrtiedsure three dimensions of corporate
governance quality at the firm level: board indegence, board qualifications, and control-
cash flow wedge. The index has several advantages indexes constructed in previous
papers: it is based exclusively on mandatorilyldsed data, which are more reliable than the
voluntarily disclosed data previously used in s@tuglies; it does not contain components that
measure the firm’s corporate social responsib#ityce this dimension is not relevant to
investor protection; it does not contain componémés measure outcomes related to a firm’s
corporate governance quality, including the nundet volume of related-party transactions
and disciplinary acts taken against managemeakténsively measures board qualifications;
and its components are well defined so that thexnthay be calculated without applying
discretion. Based on this index, | calculate coapmrgovernance quality scores for 120
nonfinancial Israeli public firms in the period 28014 and show governance quality to have
improved owing to legal reforms that went into effduring those years, as well as to changes

voluntarily undertaken by the firms.



1. Introduction

A firm has an agency problem when an agent isnitideed to increase her utility at the
expense of the other stakeholders. This situatibecta the firm negatively, mainly by
increasing its cost of capital since the investoesaware of the agent’s incentive and embed
the risk of being expropriated into the firm’s castcapital (Berle and Means, 1933; Jensen
and Meckling, 1976). Moreover, to the extent thet problem is common among firms, it may
also impede financial development in general (Latd&oLopez-de-Silanes, Shleifer, and
Vishny, 1997). All in all, the agency problem maigtdrt the allocation of capital and slow
down economic growth (e.g., La Porta, Lopez-deresa Shleifer, and Vishny, 2000; La Porta,
Lopez-de-Silanes, Shleifer, and Vishny, 2002).igwof its potentially severe consequences,
mitigating the agency problem is one of the mogtartant goals of financial regulators around

the world.

The literature tends to distinguish between twodkirof agency problems. The first
characterizes dispersed-ownership firms, as is cammainly in the US, and arises from
conflicts between managers and many small sharetsoo{densen and Meckling 1976). The
second, typical of firms with concentrated ownepsls prevalent mainly in markets outside
the US, and arises from conflicts between a cdimigplshareholder (CSH) and minority
shareholders (La Porta, Lopez-de-Silanes, Shledfied, Vishny, 1998; La Porta, Lopez-de-
Silanes, and Shleifer, 1999).

In dispersed-ownership firms, no single sharehdidsran incentive to monitor management
because the monitoring costs are greater thantarglsolder’s share in firm’s profits, which
is negligible. The absence of efficient supervisiocentivizes the managers to enhance their
utility at the expense of the firm’s shareholdeBy. contrast, in firms with concentrated
ownership, the CSH, who holds significant ownersights, monitors management — yet,
herself, is not supervised by any shareholder. Asresequence, a CSH has an incentive to
extract private benefits of control from the firmthe expense of the minority shareholders
(Barclay and Holderness, 1989; Nenove, 2003; DyckzZingales, 2004; Barak and Lauterbach
2011).



Shareholder expropriation is moderated by corpagaternance (CG) at the firm level and
by investor-protection regulations at the counayel. As Shleifer and Vishny (1997) put it,
CG is “the ways in which suppliers of finance topmrations assure themselves of getting a
return on their investment.” Because of the imporéaof mitigating agency problems, the
subject of CG has drawn the attention of stakems|deegulators, and academics (Becht,
Bolton, and Roéell, 2003).

CG systems differ across markets according toythiedl agency problems (Enriques and
Volpin, 2007; Bebchuk and Hamdani, 2009). For exiamp the US, a typical tool that deters
managers from expropriating the shareholders iskehadiscipline. The rationale is that
shareholder expropriation may result in a declmée firm’s share price, which in turn may
increase the probability of a takeover and managemeplacement. Thus, in the US, a firm
with high-quality CG will not limit the mechanismf anarket discipline by adopting
antitakeover provisions like a staggered boardasgn pills (Gompers, Ishii, and Metrick,
2003; Bebchuk and Cohen, 2005; Bebchuk, CohenFanell, 2009}

By contrast, a firm with concentrated ownershiglssl face the threat of a takeover, as a
CSH is the one who decides whether to sell heresh#&ccordingly, the severity of the agency
problem in this type of firm is reflected by diféet characteristics than the existence of market
discipline such as the efficiency of the audit andtrol mechanisms, the quality of disclosure,
the extent in which the rights of the minority stfaslders at the general meeting are ensured,
and the incentive of a CSH to tunnel as is evatliayethe control-cash flow wedge (e.g., Black,
Jang, and Kim, 2006; Black and Kim, 2012; ArardadR, and Yurtoglu, 2014).

A large branch of the CG literature deals with nueiag) CG quality. To begin with, such
measurement enables academics to examine salamicé issues such as the effect of CG

quality on firm performancége.g., Gomerps, Ishii, and Metrick, 2003) andrtiation between

L1t is worth noting that mechanisms that limit timarket discipline may be beneficial for sharehaddas the
mechanisms enable managers to make long-term mees$ without a concern of being replaced, and tie
may have a positive effect on the market value @drmpany over the long run (Cremers, Litov, andeSep17).
2 A firm performance is measured by different meastincluding Tobin's Q, market-to-book ratio, ratan

assets, return on equity, and sales growth (e@npérs, Ishii, and Metrick, 2003). The underlyisgamption is
that the measures of firm performance reflect thetign of the assets that remain within the firnd avere not
expropriated by the management. The less severagdrecy problem, the lower the extent of the expatipn

and the higher the firm performance is expectdakto



firm-level and country-level CG (Klapper and Lo#8)04; Durnev and Kim, 2005; Dahya,
Dimitrov, and McConnell, 2008; Chen, Chen, and WA09; Bruno andClaessens, 2010
Renders, Gaeremynck, and Sercu, 2010; Fauver, Hiyngnd Taboada, 2017; Homanen and
Liang, 2018). Second, CG quality measurement maydedul for regulators as a basis for
recognizing weak CG dimensions and shaping ledalmes to strengthen them. Third, CG
guality measurement helps capital suppliers teepmore correctly the firm’s agency-costs and
allocate their capital more efficiently.

The literature adopts two basic approaches to Clitguneasurement. The first is to gauge
CG quality using a specific component, e.g., evalgaboard independence based on the
percentage of independent directors (e.g., BhaghBéack, 2002; Choi, Park, and Yoo, 2007,
Chan and Li, 2008; Duchin, Matsusaka, and Ozba€)20he main advantage of this approach
is simplicity. However, the low level of a certddG component may be compensated for by
the high level of another. For example, a low petage of independent directors on the board
may be compensated for by their high qualificatiddence, measuring a firm’s CG quality
based on a single component may be misleadings@d¢end approach, introduced by Gompers,
Ishii and Metrick (2003), uses a comprehensivexridexggregate various CG components into

a single CG quality score.

In this paper, | construct a CG inde¢CGl) consisting of binary, equally weighted
components. The CGI is adjusted to firms with com@ged ownership and therefore targets
mechanisms whose quality reflect the agency problmtween a CSH and minority
shareholders. Specifically, its components evaltiatee dimensions of CG quality of which
two, board independence and board qualificatioesdbforth: “board dimensions”), evaluate
the extent to which the board is motivated anditjedlto monitor a CSH and the third, the

control-cash flow wedge, evaluates the motivatiba @SH to divert assets from the firm.

3 Following earlier studies (e.g., Black, Jang, &, 2006) the index developed in this paper ignefd to as a
corporate governance index even though it only oreaghe extent to which the firm’s shareholdeespmotected
and does not refer to other stakeholders

4In fact, a board of directors has two main rolesnitoring and advising (Adams and Ferreira, 200He
qualifications dimension of the CGI reflects notyothe extent to which a board is capable to martite CSH
but also the extent to which is qualified to achadrategic adviser to management.



The CGI's focus on the board’s dimensions is mo#igidy several considerations. First, the
literature describing the effect of a specific cament evaluating a board dimension on that
firm’s performance has yielded inconclusive findinglermalin and Weisbach, 2001; Adams,
Hermalin, and Weisbach, 2010, Adams, 2017). Noheskeas | show in the literature review
below, the studies that measure the CG qualitygusincomprehensive index, that also
comprises components which target multiple dimersaf the board, attest to a positive effect
of CG quality on firm performanc&econdmeasuring the board dimensions reflects to what
extent the board’s operational mechanisms — inotpudin Audit Committee, a Financial
Statements Committee, and a Compensation Committéfectively monitor a CSH. However,
the board’s dimensions may also influence the #@ffegess of the monitoring carried out by
other CG mechanisms that are not part of the bcaich as the internal and external auditing.
Hence, evaluating the quality of the board dimems@&ffords a wider perspective on the firm’s
CG quality. Third, as in other countries, in Israkdcisions regarding the board dimensions are
left, to a large extent, to the discretion of tienf This generates variation across different
firms, as well as over time within a single firrhat may prove useful for examining the effect
of CG quality on firm performance (this issue isiased in Cohen 2020a). Fourth, in an Israeli
firm, the board is subject to a broad range of lleljgclosure requirements, which result in
extensive data that may be useful for measuringfitm’'s CG quality. Fifth, a vast body of
literature deals with the importance of the différboard dimensions (see the literature survey
in Hermalin and Weisbach, 2001; and in Adams, Hé&nnand Weisbach, 2010). These studies
provide not only a basis for identifying the bodichensions that should be included in the CGI
but also some guidance as to how they can be mexhbyrindicating specific components that
should be included in the CGI to target each baarensionTo enable robustness checks in
future analysis using the CGl, | follow earlierdies (e.g., Lauterbach and Shahmoon, 2010)
by adding components that measure the qualityfiofnés internal auditing and disclosure, and

others that ascertain the firm’s dividend policy.

Based on the CGl, | calculate CGI scores for aralartzed panel of 120 non-financial firms
listed on the TASE and included in the TA 100 indexhe TA MidCap index during at least
some of the years 2007 to 2014 (henceforth “thegp$aperiod” or “the years sampled”). Based

on these calculations, | show that the CGI hadrly faigh construct validity. Its Cronbach’s



alpha is between 0.670 in 2012 and 0.779 in 20hctwindicates that all its components do
indeed measure the same underlying variable whasisume to be investor protection, and are
therefore indicative of the CG quality. Moreovds average inter-component correlation is
fairly small, ranging between 0.072 in 2012 andLO.ih 2014, thus pointing to the importance
of each component in measuring a specific dimensernntended (see a similar analysis of
Cronbach’s alpha values in Black, de Carvalho, Kiaaiim, and Yurtoglu, 2017). Moreover,
the average correlation between the CGI's dimegs®positive and small, indicating that each

dimension represents a different aspect of CG tyuali

Cohen (2020a) also adduces findings which sugbastitie CGI scores reflect the investor
protection across firms at least during the ye@®®&722010. In particular, | show that higher
CGl scores are correlated with better performaimodyding greater Tobin's Q, ROA, and sales
growth (these results dovetail with previous stadieat proposed CG indexes, e.g., Gompers,
Ishii, and Metrick, 2003). In addition, Cohen (2@2Gshows that higher CGI scores are
correlated with a lower number and volume of relgtarty transactions, which are known in

the literature as a mechanism for tunneling.

An analysis of the CGI scores of Israeli firms dgrthe sample period shows a consistent
increase, attributable to legal reforms effectednduthat time, as well as to CG improvements
that the firms undertook voluntarily. The changeshpted by the legal reforms include (a) the
establishment of financial statements committeescampensation committees; (b) a decrease
in the percentage of boards chaired by the CEOa (dgcrease in the percentage of audit
committees with directors who are CSHs directors who hold positions in a firm that is
controlled by a CSH (henceforth “CSH dependen{sl);and an increase in the percentage of

audit committees in which the majority of the dtaes are independent.

Last but not least, | adduce evidence of volunitagrovements in firms’ CG quality during
the sample period, reflected in the increased ieddpnce and higher qualifications of board
members. Regarding the independence dimensionnbuigtrate a decrease in the average
percentage of CSHs and CSH dependents on the l@amdgrease in the average percentage
of independent directors and outside directorderbbard, and a decrease in the percentage of

5In this paper, relatives of a CSH are considerSH€



boards chaired by a CSH. Regarding the improvedtfigasions of board members, | show an
increase in the average percentage of independdntwside directors on the board who are
financial experts, industry experts, or MBA degiealders; an increase in the average
percentage of independent and outside directotseaudit committee with either financial or
industry expertise; and a decrease in the intertditgn average board member’'s working

schedule e.g., as a director on other boards (fatite*board’s busyness”).

This paper contributes to the CG literature by peipg a CG index that improves on
existing indexes in several respects. First, thd SGased on mandatorily disclosed data,
which are considerably more reliable than the valtly disclosed data used in some of the
previous papers. Moreover, since the data are @ubk index can be easily calculated by any
potential user. Second, in contrast to other C@xed, the CGI contains only well-defined
components, eliminating the need for using diserei its calculation. Third, the CGI contains
only those components that are relevant to impgpvwestor protection at the firm level. It
does not contain components that measure outcomlased to firm's CG or social
responsibility. Fourth, in contrast to many CG ixele the CGI includes several components
to evaluate the qualifications of board membersaly, the CGl is calculated from a panel
data sample, rather than a cross-sectional sareptely many other CG indexes. A panel data
sample makes it possible to mitigate endogeneitgems when using the index to account for

firm performance (Himmelberg, Hubbard, and Pal&99).

The paper is organized as follows. Section 2 intced the CGI; Section 3 describes the
sample and the data; Section 4 presents the conhsalidity of the CGI; Section 5 compares
the CGlI to existing indexes; Section 6 enumerdtesharacteristics of the typical board in my
sample; Section 7 shows the evolution of CGI scdegg the sample period; and Section 8

concludes.

2. The Corporate Governance Index

As already stated, the CGI focuses on three dirnassiboard independence, board

gualifications, and the control-cash flow wedgelldwing previous studies that propose CG



indexes, | hypothesize that shareholder expropnatecreases with an increase in either board

independence or board qualifications (or both),\aitkd a decrease of control-cash flow wedge.

Previous studies measured board independence bmirarg whether the board’s
composition generates a conflict of interest thegvents the directors from adequately
monitoring either the management among firms intBeor the controlling shareholder among
firms in other countries. A common measure of iredefence employed in the literature is the
percentage of directors serving on the board andainmittees that are independent; another

indicator of independence is whether the chairnfaheboard is also the firm’s CEO.

Hitherto, research on the effect of board indepeodeon agency costs, proxied by firm
performance, has been inconclusive (Hermalin andishdeh, 2001; Adams, Hermalin, and
Weisbach, 2010, and Adams, 2017). Some studiesdipasitive correlation between the
percentage of independent directors and firm perémice (e.g., Choi, Park and Yoo, 2007),
while others reveal no such correlation (e.g., Bthamd Black, 2002; Zhang, 2005); yet others
argue that the correlation is contingent on the sizthe firm (Chhaochharia and Grinstein,
2007a) or on the independent directors’ acceskeditm’s inside information (e.g., Duchin,
Matsusaka, and Ozbas, 2010); some papers show udhnagr certain circumstances,
independence has a negative effect on performance & impairs the board’s role as adviser
(e.g., Adams and Ferreira, 2007; Adams, Ragunatlaad, Tumarkin, 2016). Just as
inconclusive is the literature on the effect ofagping CEO and chairman positions on firm
performance. The correlation between firm perforoesand board’s dual leadership was found
by some studies to be negative (e.g. Rechner altdr)a991), while by others — positive (e.g.
Brickley, Coles, and Jarrell, 1997; Yang and ZI21,4).

A possible reason that findings on the effect afridandependence on firm performance are
inconclusive is an omitted variable bias when maaguthe independence dimension by a
single component. Specifically, a low level of ataen component used for measuring the
independence dimension in the regression may b@eosated for by a high level of another
component, which has a positive effect on perforrearut is excluded from the regression. A
body of research try to alleviate the concern abiaitted variable by measuring several aspects

of board independence, e.g., using an index thatasts several components targeting



independence. In fact, most of the CG indexes usetie earlier papers, include several
components that evaluate board independence amd ehidence of a positive correlation

between the scores calculated based on those mdexefirm performance. (e.g. Klapper and
Love, 2004; Agrawal and Chadha, 2005; Durnev anmd,Ki005; Black, Jang, and Kim, 2006;

Bruno and Claessens, 2010; Lauterbach and Shahi2000).

In line with previous studies, the CGI comprisesmponents for measuring board
independence. The components | use to this endsali@lows: (a) the percentage of directors
on the board who are CSHs or CSH dependents; (B)hehCSHs or CSH dependents serve
on a board committee; (c) the percentage of mendfdise board or its committees who are
outside director§;and (d) whether the board chairman is also the’'$irCEO or CSH. In
addition, | use two other components to measureeittent to which a conflict of interests
hinders the board in monitoring the firm’s managetmehether a CSH is a senior executive

in the firm; and whether a firm’s senior managewss on the compensation committee.

As already stated, the second dimension targetedthby CGIl is board members’
qualifications. Previous studies have measured dogmmalifications as the percentage of
directors on the board and its committees withska adequately monitor management. These
studies show that the board’s financial expertsg.( DeFond, Hann and Hu, 2005) and
industry expertise (e.gGohen, Hoitash, Krishnamoorthy, and Wright, 20D&ss, Kini,
Nanda, Onal, and Wang, 2013; Wang, Xie, and Zhd5pbave a positive effect on firm
performance. In this connection it is noteworthgtftin the wake of a reform that set quotas for
women on corporate boards in Norway, Ahern anchiitt(2012) show that replacing directors
with less qualified female directors, as refledtgdheir CEO experience, resulted in value loss.
Another measure of board qualifications is thenisiy of the directors’ working schedules
(i.e., how busy they are), proxied by the numbesezits they hold in other firms. Some of the
earlier studies found that a busy board is detrtaldo the firm’s performance (e.g., Fich and
Shivdasani, 2006; Cashman, Gillan, and Jun, 2002 stands to reason: a busy board is

¢ The controlling shareholders have a great deaifafénce over the appointment of outside directbisvever,
unlike other directors, the decision of an outsldtector’s dismissal is subject to the majoritytteé minority rule
at the general meeting of the company’s sharehalddrerefore outside directors are may be considerare
independent than other directors.

10



simply not available to adequately monitor the ng@maent. Following these studies, |

measure board qualifications using four componefay:the percentage of directors with
financial and accounting expertise; (b) the peragatof directors with industry expertise; (c)
the percentage of directors with MBA degree whofanaliar with management methods; and

(d) the board members’ “busyness.”

The third dimension that affects firm performansethe extent to which a CSH is
incentivized to expropriate minority shareholdénsline with previous studies, as a proxy for
this variable | consider the control-cash flow wedg.g., Bebchuk, Kraakman, and Triatnis,
2000; Claessens, Djankov, and Lang, 2000). To takuhe wedge, | identify the firm’'s
ultimate owner by mapping its ownership structuhaic® Next, | calculate the ultimate
owner’s cash flow rights by multiplying the caslowl rights along the firm’s ownership
structure chain. The wedge is calculated as tHerdiice between 100% and the percentage of

cash flow rights that the CSH holds in a given ffrm

The sample period, especially 2010-2012, was madbkeseveral legal reforms aimed at
enhancing CG quality (henceforth “the firm-levelorns”), including a 2010 requirement to
establish a financial statements committee (hemtteféfinancial-statements-committee
reform”); the 2011 Amendment 16 to the Israeli Camps Law (henceforth “Amendment
16”), which requires companies to increase thepeddence of the board and audit committee;

7 Ferris, Jagannathan, and Pritchard (2003) fintdd@hausy board has no effect on firm performancawéter,
Fich and Shivdasani (2006) argue that this restdtns from inadequate methodology and econometric
specification, including, among other things, usimgss-sectional data without firm fixed-effectel&, Lowry
and Mkrtchyan (2013) also find that a busy boarsl ia effect on firm performance. However, theidfing is
limited to IPO firms, in which the expertise of lyudirectors is more valued.

8 By “ultimate owner” | mean a shareholder who hodddeast 25% of a firm’s shares. Several sharehnsld
between whom there is a control agreement that tioddlings will sum up to 25% are considered alsindfimate
owner.

%It is worth noting that the level of each of these CGI dimensions is determined by the firm itsalparticular,
the firm may determine the CG quality in equilibmiwith performance, or alternatively, the leveboth the CG
quality and firm performance may be driven by adhinderlying omitted variable (Hermalin and Weisha
1998). For these reasons, interpreting the coioasitbetween CG quality and performance as caetaians
should be done with caution. In this paper, asiry few earlier studies (e.ddrarat, Black, and Yurtogli2014),
the use of panel data, combined with a non-nedégiariation in the CGI over time, enables one e fixed-
effects regressions to mitigate endogeneity in éxny the effect of the CGI on firm performancehét studies
take advantage of an exogenous firm-level CG latitsi and use it as an instrument (Black Jang ang R006;
Ahern and Dittmar, 2012); as a platform for eventli®es (Chhaocchharia and Grinstein, 2007a); hsesliold in
a regression discontinuity framework (Black and Kid@12); or as a treatment in a difference-in-défees
analysis (Fauver, Hung, Li and Taboada, 2017).

11



and the 2012 Amendment 20 to the Israeli Compaléss (henceforth “Amendment 207),
which requires companies to establish a compemsatimmittee. In Table 1, | present the main

provisions of each of these firm-level reforms.

In the aftermath of the firm-level reforms, sevaramponents included in the CGI became
legally required. The legally required componerusld be useful for measuring the effect of
CG quality on firm outcomes in cross-section regi@ss prior to the firm-level reforms went
into effect. These components could also be usefalfixed-effect regression for a period that
began before the reforms and ended after they imémteffect as in Cohen (2020a) and in
Cohen (2020b). In such a regression we would lezasted in the effect of any change in CG
quality over time, be it voluntarily or legally reiged, on firm outcomes. However, these
components would not be useful for explaining foatcomes in cross-section or fixed-effects
regressions after the firm-level reforms went iefi@ct. Thus, in calculating the CGI scores for
an analysis focused on the post-reform years th@simg components under this rubric are
excluded: for the years after 2009, the compor&itdxamines whether the firm has a financial
statements committee is excluded; for the yeamsr &010, the components that examine
whether the chairman of the board is also the Sr@ECG° and the component that examines
whether a CSH or a CSH dependent serves on thecaundmittee are excluded; for the years
after 2011, the component that gauges whetheritheefas a compensation committee is

excluded.

All together, the relevant CGI for the years prior2010 contains 31 components, the
relevant CGlI for the years subsequent to 2009 e &0 components, the relevant CGI for
the years subsequent to 2010 contains 28 comporamdsthe relevant CGI for the years

subsequent to 2011 contains 27 components.

Binary components in the CGl, e.g., “whether thailchan is a CSH,” take the values of 1
and 0, for negative and affirmative, respectivé@lge score of continuous components, which

are ones whose values could range between 0 andaépt for the control-cash flow wedge) is

10 Amendment 16 determines that a CEO duality in agaomy has to be approved at the general meeting with
the support of the majority among the minority gfelders; the approval has to be renewal each yie@s.

12



normalized to 1 or O based on their respective aredalues as a threshdfdThe score of the
control-cash flow wedge is the controlling shareleols ownership rights, which increase with
the lowering of the wedge. The firm’s CGI scoreadculated as the equally weighted average
of the CGI components’ scores. Table 2, preseete€tmponents included in the CGI and the

method by which the score of each component wasileaéd.

Some of the components included in the CGI areitgitigk variables and thus require objective
and unified criteria in order to compare the CGdres across different firms and different
years. Specifically, a director is defined as adfcial expert” if one of the following criteria

is fulfilled: The director has a Ph.D. in finanaeszonomics; the director is an accountant; the
director holds or has held a senior financial posjtor the director manages or has managed a
financial institution. An “industry expert directas defined as one who has formal education
or practical experience relevant to the businegb®firm? The “busyness” of a director is

measured by the number of positions she holdshierdirms.

For robustness purposes, in future empirical rebeasing the CGI, | propose using four
CGil versions. The first two are alternative appheacto aggregating CG components. In the
first, the aggregation is performed in two stagedculating a score for each CGI dimension as
an equally weighted average of its components,cahcllating the CGI score as an equally
weighted average of the dimensional scores. Insieond of these two CGI versions,

aggregation is based on a principal component aisaly

In the third CGI version, | replace the componehéd are relevant to outside directors with
components that are relevant to independent dinecibhe rationale is that the average
percentage of independent directors on the bodrtsedsraeli firms increased continuously
during the sample period, and therefore focusingoatside directors could result in a

miscalculation of independence level of a bddrd.

1 For example, the score of the component “perceraigentrolling shareholders on the board” is @sfvalue
is above the median and 1 otherwise.

12 A director in a holding company is considered tahendustry expert if she has financial expertise.

13 The independence level of independent and outsigetdrs is in principle similar. However, unlikeritside
directors, the dismissal of an independent direistoot subject to the majority of the minorityewnd therefore
| consider the independent directors as less inttgre than outside directors (see also in BebchdkHamdani,
2016).

13



In the fourth CGI version, | follow previous papeespecially Lauterbach and Shahmoon
(2010), by adding to the CGl five components tlahdt measure board quality. Three of these
measure the independence of the internal auditolyding a dummy variable which takes the
value of 1 when the internal auditor does not wortke firm but provides outsourcing services,
and O otherwise; a dummy variable which takes #eevof 1 if the audit committee is the
supervisor of the internal auditor, and 0 otherpasel a dummy variable which takes the value
of 1 if the CSH is not the supervisor of the intdrauditor, and 0 otherwise. The fourth
component is a dummy variable that takes the valdeif the firm has published its financial
reports earlier than the date required by the Twe fifth component is a dummy variable that

takes the value of 1 if the firm has adopted adgimd policy, and 0 otherwisé.

3. Sample and Data
The sample analyzed in this paper is a panel offimamcial publicly traded Israeli firms
for the years 2007—-2014. | start with a group a8 8dns traded on the TA 100 index or the

TA MidCap index during at least some of the yearthe course of that period.

| exclude the following firms from the sample: 3@ancial firms; 65 dual firms listed on
U.S. stock exchanges, where the legal requirenoen®G are substantially different from those
in Israel (45 firms in this group are characteribgd dispersed ownership structure); five firms
with a dispersed ownership structure, as the C@bidesigned to measure the CG quality in
this type of firms; 15 partnerships; seven firmattivent public after 2010 for them | am not
able to calculate the CGI scores before the fimelleeforms, and four firms whose CGI scores
cannot be calculated due to insufficient informatiéll together, the initial panel sample
consists of 120 firms, of which 35% (41 firms) are real-estate, 25% (30 firms) in
manufacturing, 17% (21 firms) in commerce, 14%f{fvis) in technology, and 9% (11 firms)

are in holdings companies. The sample represeawistribution of the total population of the

14 Adopting a dividend policy, as well as publishinigaincial reports on time, are CG quality outcomed as
such are not included in the CGIl. Nonethelesspfdlig Lauterbach and Shahmoon (2010), | includesehe
components in the alternative version of the C@rébustness purposes.
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Israeli public firms across industries of which 3i®4eal-estate, 15% in manufacturing, 16%

in commerce, 26% in technology, and 12% in holdiogmpanies.

The sample is not balanced as, during the sampledpesix firms became public and 28

firms went private. The process of constructingybarly samples is detailed in Table 3.

The database used for calculating the CGI scotearid-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 outside or independent; the nameseftiitectors employed by the firm; and details

of the firm’s structural ownership.

4. The CGI's Construct Validity
Following Black, de Carvalho, Khanna, Kim and Ygito (2017), | verify the construct
validity of the CGI by using Cronbach’s alpha measiefined as:

nx*r

Q=—"—
1+(n—1)#*r

wheren is the number of components in the CGI amlthe average correlation between these
components. A Cronbach’s alpha ranges from 0 fotigh Cronbach’s alpha obtained implies
that the components included in an index meas@eaame underlying variable, which in the
case of a CG index is assumed to be the investbegiion. The results presented in Table 4
show that the annual values of the Cronbach’s alphged between 0.670 in 2012 and 0.779
in 2014, and their average is 0.720.

The value of Cronbach’s alpha tends to increash thie number of index components.
Hence, | use as a benchmark a CG index built bglBldang and Kim (2006) for Korea that
contains 27 components, which is close to the numbeomponents included in the CGI. The
Cronbach’s alpha calculated for the Korean index 76 (see in Black, de Carvalho, Khanna,

Kim, and Yurtoglu, 2017), which is close to the mage value that is calculated for the CGI.
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An overly high Cronbach’s alpha may imply that tb@mponents are not sufficiently
distinct, and that they measure the same aspeaves$tor protection. The extent to which
different components measure the same aspect estimvprotection is examined through the
inter-item correlation. A high Cronbach’s alpha doned with a low inter-item correlation
implies that the components measure the same yimdgwsariable but that they nevertheless
contribute to the index, by each measuring a difieaspect of this variable. In our case, this
correlation is between 0.072 in 2012 and 0.119Di42 As with the Chronbach’s alpha values,
the inter-item correlation between the CGI compdsies similar to the one in the index
constructed by Black, Jang, and Kim (2006), wh&B.1.00 (see in Black, de Carvalho, Khanna,
Kim, and Yurtoglu, 2017).

Tables 5.1-5.8 present the correlation betweesdbees of each CGI dimensions for each
of the years sampled. Positive correlations intpat the CGI dimensions represent the same
underlying variable tapping investor protection. see and statistically significant
correlations emerge between the independence aadications dimensions in each of the
years sampled. The moderate size of these comesatbetween 0.376 in 2011 and 0.171 in
2010, suggests that each dimension reflects areliffeaspect of CG quality, as intended. In
contrast, no significant correlations are obserbetiveen the control-cash flow wedge and
board qualifications dimension. The results withpect to correlations between the control-
cash flow wedge and the independence dimensiomrmared: the correlations emerged as
positive and significant in 2007—2009, insignifitan 2010-2013, and significant again in
2014. Overall, the significant correlations betweaka CGI dimensions’ scores are mostly

positive.

5. Comparison between the CGIl and Previous CG Indexes

This section compares the CGI with a group of 12ii@{&xes constructed in previous papers
(henceforth “the comparison group”). | focus onereds adjusted to markets outside the US
that are intended to measure a similar type of @genoblem as the one that is common in

Israel.
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The indexes from the comparison group are brieiltlimed in Table 6, and two salient
patterns become apparent. First, the indexes diffdre number of components they contain,
for three possible reasons. First, if in a coutdrgeted by a given index a certain component
shows little variation across firms, this comporiemtot included in the index. It may, however,
be included in an index designed for another cquatrere it shows sufficient variation across
firms. Second, countries differ in terms of dataikability, giving rise to different CG indexes.
Third, the literature contains no model that seiterga for including the various components
in a CG index and, therefore, the decision isttethe researcher’s discretion. It is only natural

that different researchers should construct diffenedexes.

The second point of relevance arising from Tablés Ghat, in aggregating the index
components into the firm’s score, nine of the paperthe comparison group use either an
equally weighted average approach or a principalgmment analysis approach, whereas only
three apply a method whereby the weight of eachpoornt is subject to the researcher’s
discretion!® The prevalence of the equally weighted averagecagh can be ascribed to its
simplicity, as well as to a lack of theoreticalteria for assigning appropriate weights to each

of the CG components.

In Table 7, | analyze the characteristics of the@as used to calculate the governance

scores in previous papers. Three points are oicpéat note.

First, nine of the papers included in the comparigooup are based on cross-sectional
samples (Column 4). This rules out the use of dassonometric strategies (e.g., firm fixed-
effects regressions or difference-in-differencegressions) to mitigate endogeneity issues

when using the index to establish the correlatietwvben CG quality and firm performance.

Second, half of the papers in the comparison gnalyp on voluntarily disclosed data
collected from questionnaires distributed to thrend or to relevant analysts (Column 5). |
consider voluntarily disclosed data less reliafdst and foremost, because they are not audited

by an external auditor. Furthermore, in defaultaofegulatory sanction against providing

15 Klapper and Love (2004) use an aggregation met®signing a weight of 10% to the social awareness
dimension and a weight of 15% to the other dimemsiokKouwenberg (2006) and Cheung, Connelly,
Limpaphayom and Zhou (2007) assign a different ietg each dimension according to its importance in
defending minority shareholders.
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inaccurate data, the firm has no incentive to ihtles necessary effort to ensure that such data
are accurate. In addition, voluntarily disclosedadmay suffer from systematic bias, for
example, if a firm with a poor CG reports figurbattreflect its CG aspirations rather than its
actual CG level. Another possible reason for aesyatic bias is that the analysts who produce
the data favor a certain kind of firms or dislike$e of another kind. Systematic bias may also
arise from sample selection when the firms in Hrage have an unobserved characteristic that

is correlated with their tendency to voluntarilgdbse data.

A third noteworthy pattern, observed in Column 6lable 7, is that five of the indexes in
the comparison group include subjective componemtmse percentage relative to all the
components in the index ranges between 3% in Bladakg, and Kim (2006) and 28% in
Klapper and Love (2004). Subjective components m@ypromise the comparison of CG
guality across firms as well as longitudinally, Bese answering subjective questions requires
discretion. This circumstance may detract from ¢basistency of the scores calculated for

different firms in the same year, as well as fa same firm in different years.

In Table 8, | analyze the CG dimensions targetedhey different indexes. In fact, a
comparison between dimensions of different CG iedeis not trivial. As mentioned above,
constructing a CG index involves, to a large extdre researcher’s discretion. The researcher
Is the one who selects the dimensions to be medisanel therefore, different CG indexes
measure different dimensions. The same is true€Cfercomponents. Thus, | often find that

different indexes use the same component to med#teeent dimensions.

In order to enable comparisons between the indexte comparison group, | define “new”
dimensions (i.e., those that are not targeted &¥iBI)that are common to all the indexes, and
sort the components of each index according tspeeificnew dimension they measuréo
this end, Idistinguish between components that are designedegsure investor protection
(henceforth “CG components”) and the other comptmé€mon-CG components”). | then

relegate each of the CG components in a given itaé&éxe new dimension it targets, including

“audit and control,” “disclosure,” “minority sharelders’ rights,” and “ownership structure.”
In a similar way, | sort each of the non-CG compusgaccording to the new dimension it

evaluates, including “outcome” and “corporate sbegsponsibility and ethics”. The new
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dimension termed “outcome” is evaluated by comptnéimat do not pertain to the firm’s
investor-protection mechanisms but are rather theome related to such mechanisth¥he
new dimension called “corporate social responsybdnd ethics” is evaluated by components
that measure environmental consciousness, donatiand other related items. These

components have no effect on the protection of ntynehareholders.

In Column 2 of Table 8, | present the percentageaf-CG components in each of the
indexes’. Notably, each of the indexes in the comparisaugrcontains non-CG components,
their percentages ranging from 40% in Klapper aodels (2004) index and 3% in Black, Jang
and Kim’s (2006) and Beiner, Drobetz, Schmid amddermann’s (2006) indexes.

In Columns 3—-4 of Table 8, | present the percentdg®mponents in each of the indexes
that measure each of the new non-CG dimension§offle indexes in the comparison group
include components that measure both the “outcaand™corporate social responsibility and

ethics” dimensions.

In Columns 6-9 of Table 8, | present the percentdgemponents that measure each of the
new CG dimensions in each of the indexes. | sha# ttie “audit and control” dimension is
measured by the highest number of components ie imdexes, while the “disclosure”

dimension is measured by the highest number of coewts in three indexes.

| then subdivide the “audit and control” dimensimto three sub-dimensions. The first,
“independence,” is targeted by components that areabe extent to which the “audit and
control” mechanisms, e.g., the board and its cotesst are independent of the CSH. The
second, “qualifications,” is targeted by componehét measure the extent to which the persons
on the “audit and control” mechanisms, e.g. dire;tbave the appropriate qualifications to

monitor the CSH. The third dimension, “general pawares,” is targeted by components that

16 A typical example of components targeting the toute” dimension is those that measure the number and
volume of related-party transactions. | expect mrrdase in CG quality to be correlated with a desmein
minority-shareholder expropriation. To the extemhttrelated-party transactions are a major meciraihis
tunneling (e.g., Bebchuk, Kraakman, and TrianiQ®Uohnson, La Porta, Lopez-de-Silanes, and &h|&000;
Djankov, La Porta, Lopez-de-Silanes, and Shle€08; Black, Kim, Jang, and Park 2015; Fried, Karaad
Yafeh, 2019), | expect an increase in CG qualityeocorrelated with a decrease in related-partystaetions.
Hence, the components that measure related-parigéctions are an outcome of CG quality and shootde
included in the index. Other examples include comembs that measure a firm’s capital price, a firmigstment
decision-making, disciplinary acts that a firm talegainst management, etc.

17 The non-CG components are discussed only forake of comparison with previous studies.
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examine the extent to which the “audit and contne&chanisms are active (e.g., the number of
time the board was convened in any given quarterl.able 9, | present the percentage of
components in each of the indexes that measuredable three sub-dimensions mentioned
above. | first show that, within “audit and contfathe “independence” sub-dimension is
measured by the highest number of components im @aihe indexes. | then observe that the
majority of indexes contain a negligible percentagfe components that measure the
“qualifications” sub-dimension. This finding is @dlds with empirical evidence attesting to the
importance of directors’ qualifications as a detieant of a firm’s CG quality (e.g., DeFond,
Hann, and Hu, 2005; Ahern and Dittmar, 2012; D&ssi, Nanda, Onal, and Wang, 2013;
Wang, Xie, and Zhu, 2015).

Overall, the comparison of the CGI with the indeixethe comparison group shows that the
CGI has several advantages. First, it is calculdEsed on mandatorily disclosed data and
hence it is more reliable. Second, all the comptmereluded in the CGI are well defined, and
therefore its scores are comparable across firrdsoaar time. Third, the CGI contains only
those components that measure investor protedourth, in contrast to other indexes, the
CGI contains a significant percentage of componéh®86) that measure board members’
qualifications. Finally, the CGl is calculated franpanel data sample, which allows to mitigate

endogeneity issues.

6. The Characteristics of the Typical Board

Table 10 presents the characteristics of a tyjpioatd in my sample during the years 2007—
2014. The typical board appears to consist of edfijigctors with an average age of 57. A
director in the typical board holds, on averagediau@) 9 (10) directorships and management
positions in other companies; however, the outarethe independent directors are less busy,
each with an average (median) of 6 (5) positions.

Table 10 presents some characteristics of the dyfoard’s independence. First, the
chairman in 70% of the firms is a CSH. Howeveryadnl7% of the firms the chairman is also
the CEO. As expected in firms with concentrated enship, a significant part of the typical
board, 48% on average, are CSHs or CSH dependeots;specifically, of the 48%, 31% are
CSHs and 17% are CSH dependents. In spite of thendmce of CSHs on the board, a non-
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negligible percentage of directors, 18%, are sh@deis that are not CSHs. In addition, a non-
negligible part of the typical board, 12% on avesa@ye executive directors; of these, 9% are
CSHs and 3% are non-CSHs. However, the value @beutive directors on the median board
is 0%, which implies that the distribution of thiariable is skewed to the left. Finally, the

average proportion of outside (independent) dimsobo the typical board is 289(35%).

The characteristics in Table 10 may also indicheedxtent to which the typical board is
qualified to monitor the CSHSs. Specifically, on eage, almost half of the typical board are
financial experts, two-thirds have industry expartiand almost one-third have managerial
skills, as per an MBA degree. Yet, only part of éxpert directors are outside (independent)
directors, so that the average proportions of thtside (independent) directors with financial
expertise, industry expertise, or an MBA degreel@f&'®, 11%, and 9% (21%, 15%, and 13%)

respectively.

The literature regards the audit committee as anmapnitoring mechanism and emphasizes
the importance of its independence and qualificati@s also does the regulation (e.g., Chan,
and Li, 2008). According to data, on average, atns-thirds (78%) of the audit committee
on the typical board are outside (independent)ctbrs. In addition, the average proportion of
the outside (independent) directors with finanorindustry expertise on the audit committee
are 39% and 27% (47% and 32%), respectively. Netesh, it appears that in a non-negligible

percentage of the audit committees in my sampl#&, Zerve CSHs or CSH dependents.

Finally, most of the firms in my sample, 79%, havénancial statement committee, but

only 41% have a compensation committee.

The values for the different variables for the tgbiboard, presented in Table 10, are
calculated as the averages (medians) in the patesdmple. The table does not reflect changes

in the characteristics of the typical board overeti This point is discussed in the next section.

18 The finding indicates that the number of outsitteaors on a typical board is two (~28% of theh¢idirectors
on the average-sized board) which is the exact enwitoutside directors that is required by thaéirCompanies
Law.

18 The finding indicates that the number of outsigdedors with financial expertise on the averagartas larger
than the minimal number (one) that is requiredheylsraeli Companies Law.
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7. The Evolution of the CGI Scores during the Sample &iod

As noted above, a panel data sample enables thef disen fixed-effects regressions and
thus has a substantial econometric advantage awresa-sectional sample. One of the reasons
scholars have not extensively used panel-data ssmpth firm fixed-effects in analyzing the
effect of governance quality on firm performance ai very slight longitudinal within-firm
variation in the governance scores. Yet, such @t@an is imperative for a panel data sample
to be econometrically useful. In this section, dwithat the CGI scores vary over time.

First, in Figure 1.1, | describe the gradual inseeaf the average CGI scores during the
years sampled, from 38 in 2007 to 67 in 2014.

Moreover, the detailed descriptive statistics pnése in Table 11 show no evidence of a
decrease in the standard deviations of the yedd@lyS€ores over time. This indicates that the
upward trend of the average CGI scores does nivedieom greater CG quality improvements
among the poorly governed companies during the Eap®yiod and a resulting convergence
of their CGI scores with those of the well-goverreanpanies. Rather, this trend seems to

reflect a shift of the entire CGI score distributiover time.

The increase in CGIl scores stems from two factbisst, during the sample period
significant changes occurred in the Israeli lawursgments regarding firms’ CG standards,
affecting certain CGIl components and causing lonigial variation in the scores. The second
reason is firms’ voluntary implementation of mea&suior improving their CG. In what follows,
| analyze in detail the effect of each of thesedexcon CGl scores.

The effect of mandatory improvements on CGI scores

Figure 1.1 displays the yearly average CGI sc@wgmificant annual changes in these scores
occurred only in the years 2010-2013, in the wdkéefirm-level reforms. That is, the CGI

scores appear to be highly sensitive to this kingimrms.

In order to gauge more precisely the effect offtima-level reforms on the CGI scores, |
calculate for each firm-year observation the scofdke financial statements committee, audit

committee, and compensation committee as the gguadighted average of the CGI
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components that respectively target the qualityfioéncial statements committee, audit
committee, and compensation committee. In additicalculate the equally weighted average
of the remaining CGl components, the ones thaapetod the board as a whole rather than to a
specific committee (henceforth “full board”). Sinttee firm-level reforms focused mainly on

board committees, | expect them to affect primatiky scores of these committees.

In Figures 1.2-1.5, | present the evolution ofdlierage scores for the financial statements
committee, the audit committee, the compensationneittee, and the full board during the
years sampled. Overall, | show that the scoresaoh ef the board committees significantly
increased in the year after the relevant reformtweto effect. Specifically, a statistically
significant increase occurred in the committeegrage scores as follows: financial statements
committee, from 29 in 2009 to 81 in 2010, at aistiadlly significant rate of 1%; audit
committee, from 69 in 2010 to 76 in 2011, at a cdt€0%; and compensation committee, from
9in 2011 to 70 in 2012, at a rate of 1%. Thelbolhrd score also increased from 56 in 2010 to
58 in 2011, but this increase is statistically gnsiicant.

The economic effect of any firm-level reform on B&I scores depends on the percentage
of firms that adopt it before it goes into effdeefceforth “early adopters”). In the case in point,
only a small percentage of firms adopted early phavisions included in the financial-
statements-committee reform (effective as of 2@k@) in the Amendment 20 (effective as of
2012) : a mere 51% of the firms had an active fongrstatements committee in 2009; and only
17% of the firms had an active compensation conemitt 2011. For this reason, the effect of
these reforms on the scores of the financial statésrcommittee and compensation committee,

and thus on the CGlI scores, is economically sigaifiz°

2OMoreover, the method used for calculating the Gseks renders even stronger the economic effeche@CGlI

scores of the firms that adopted late the CG reforeguiring companies to establish a financialestants
committee and a compensation committee. For examgilam without a compensation committee takesvtidae

of 0 not only by virtue of the component that cheakether it has a compensation committee, butaadsccount
of the components that measure such a committed&pendence and qualifications. Thus, before 202y

firms are assigned the value of O for the compantratt measure a compensation committee’s indepeadend
qualifications simply because they did not havehsaicommittee. However, from 2012 onward, the distainent
of a compensation committee became a legal reqaineand, as a result, the average score of the@@ponents
that measure the compensation committee’s indeperdend qualifications increased sharply.
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By contrast, the provisions in Amendment 16 tha¢ aimed at improving board
independence were adopted early by a higher pexgerdf firms. Hence, the effect of this
reform on the scores of both the audit committes the “full board” is economically less

significant.

By way of illustrating this dynamic, Figures 2.13Zhow the percentage of firms in the
sample that adopted three specific provisions oEAdment 16 in each of the years sampled.
Of these, Figure 2.1 shows the percentage of fimwghich the chairman is not the CEO. In
relation to audit committee independence, Figur@s23 show, respectively, the percentage
of audit committees in which the majority of theeditors are independent; and the percentage
of audit committees that do not include a CSH @S4 dependent.

Clearly apparent is an upward trend in the pergentaf firms that adopted the three
provisions before Amendment 16 went into effeceé (Bgures 2.1-2.3) as is expected in a case

of early adoption.

Also noteworthy is the finding that the percentaefirms that adopted the first two
provisions in 2009, before Amendment 16 went irftea, is fairly high. Among these, the
percentage of boards in which the chairman ism®QEOQO is 90%, and the percentage of audit
committees in which the majority of directors andependent is 84%; the percentage of audit
committees that do not include a CSH or a CSH deg@ns not negligible at 60%.

The fact that the firm-level reforms were adoptadyeby some of the firms may be useful
in examining the effect of CG legislation on firnerformance in future research (see Choi,
Fisch, Kahan, and Rock, 2016).

Overall, the year-to-year comparison | have peréminshows that the legal reforms
examined had an impact on CGI scores. For all thateffects of the financial-statements-
committee reform and of Amendment 20 were gre&tan the effect of Amendment 16, which

was adopted early by larger percentage of firms.
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The effect of voluntary improvements on CGI scores

Each of the firm-level reforms discussed abovecaé#i@ all firms concomitantly. Hence, |
would expect a significant change in the averagéscGres in the year after each reform went
into effect. By contrast, at any given time, volnmytCG improvements are usually undertaken
by only a small proportion of firms, and hence, dfiect of these changes on yearly average
CGl scores is expected to be weaker. Thus, basadyear-to-year comparison, the difference
between average CGI scores that stems from volu@& improvements, is expected to be
statistically insignificant. However, insofar asettirend of voluntary CG improvements
undertaken by firms is sustained over the yeaggpect it to yield a significant difference in
the average CGI scores between the beginning andrt of the sample period (henceforth
“beginning-to-end comparison”). In this sectioexamine whether and to what extent the CGI

components outside the scope of the firm-levelrrefochanged during the sample period.

In Figures 1.6-1.10, | show that, based on a b&yrto-end comparison, the average scores
of all the board committees, as well as that of ‘tidl board,” underwent a statistically
significant increase. The “full-board” score wast rrectly affected by the firm-level
reformg?, yet underwent a statistically significant incredsom 52 in 2007 to 57 in 2014
(Figure 1.10). This finding implies that the longitnal increase in CGI scores is driven not
only by mandatory legal reforms but also by volupt@G improvements implemented by the

firms.

Next, | analyze the effect of voluntary CG improwsits on the components that measure
board independence and board qualifications that wet targeted by the firm-level reforms.
The average value of CG components that measurd baependence based on a year-to-year
comparison are presented in Figures 3.1-3.5, and beginning-to-end comparison — in
Figures 3.6—-3.10. More specifically, the percensadjsplayed in Figures 3.1 and 3.6 pertain to
outside directors on the board; Figures 3.2 and-thdependent directors on the board; Figures
3.3 and 3.8 — the boards in which the chairmarotsanCSH; Figures 3.4 and 3.9 — CSHs or

21 The provision of Amendment 16 that limits the chain to also serve as CEO is relevant to the k8 score.
However, as mentioned above, 90% of the firms cadplith this provision already in 2009, two yebefore it
went into effect. Hence, | do not consider the #maat of this provision as a factor that impactesi‘full board”
score.
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CSH dependents on the board; and Figures 3.5 40d-3CSH directors who are employed by
the firm on whose board they serve.

The improvement in the above components is noisstaly significant when measured
from one year to the next. Nonetheless, | dematestieaat, based on the beginning-to-end
comparison, all of the above components underwestatstically significant improvement
over the years. Specifically, the beginning-to-@minparison shows that the proportion of
outside directors on the board increased by 4 p&ge points; the percentage of independent
directors increased by 13 percentage points; theeptage of boards in which the CSH is not
the chairman increased by 16 percentage fGjritee percentage of directors that are CSHs or
CSH dependents decreased by 6 percentage poislettine in the percentage of CSHs on
the board was driven mainly by a decrease of 5emage points of directors who are CSHs
employed by the firm on whose board they serve r@lealuring the sample period, voluntary

CG improvements led to a rise in board independence

Next, | present the change in the components tleaisore board qualifications. | examine
these values separately for three groups: outsréetdrs, independent directors, and all the
directors on the board. For each of these grougacllate the average percentage of board
directors who are financial experts, industry eigyesr MBA degree holders.

The results presented in Figures 4.1-4.9 are basedyear-to-year comparison; here, no
significant improvement is observable in the valugscomponents that measure board
gualifications. However, as displayed in Figure04.4 beginning-to-end comparison shows a
significant increase in the percentage of outsidectbrs with relevant expertise on the board:
the percentage of financial experts, industry etspend MBA degree holders rose each by 4
percentage points. The percentage of independand lolirectors with the same expertise rose
even more sharply: by 11, 9, and 10 percentagdgoaspectively (Figure 4.11). As shown in
Figure 4.12, the above figures are reflected iig@ificant overall increase in the percentage of
directors who are financial experts and MBA dedneklers: by 4 and 7 percentage points,

respectively. However, no change is evident in pleecentage of directors with industry

22 Fried, Kamar and Yafeh (2019) show that the tengderf CSHs to quit executive positions increaseadraf
Amendment 16 went into effect. Accordingly, the 2811 increase in the percentage of boards intwtiie
CSH is not the chairman could also have been diliyeAmendment 16.
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expertise — suggesting that industry-expert depgndeectors were replaced by equally

gualified independent directors.

The change in the components targeting the quatiifios of directors on audit committees
based on a year-to-year comparison is presenteigimes 5.1-5.4, and on a beginning-to-end
comparison — in Figures 5.5-5.6. The beginningrAo-eomparison shows that the percentage
of outside directors with financial and industryperise serving on audit committees
underwent a significant increase of 5 and 6 peaggnpoints, respectively (Figure 5.5); the

parallel figures independent directors are 16 &hpekcentage points, respectively (Figure 5.6).

Finally, | examine whether a change occurred inititensity of the directors’ working
schedules (their “busyness”). Figures 6.1-6.4 prteee average number of positions the
directors hold in other firms. Based on the begigrio-end comparison, this measure
significantly decreased from 11 in 2007 to 9 in 2Qigure 6.4). At the same time, no change
is observable in the “busyness” level of eithersalé or independent directors.

8. Conclusions

In this paper, | present a CG index adjusted todiwith concentrated ownership. Based on
this index, | demonstrate that, during the sampke'y, the CG quality of Israeli firms improved
with respect to both board independence and baaalifigations. | also show that the changes
underlying this improvement are driven by CG legefiorms enacted during the period
examined, as well as by voluntary measures implésdelny the firms. My findings dovetail
with those of Chhaochharia and Grinstein (200716)p wxamine the developments in firm-
level CG quality among U.S. firms.

The index proposed in this paper is a useful toohieasuring the CG quality in firms with
concentrated ownership in Israel and abroad. Aaeglyl the CGI and legal reforms that went
into effect in Israel in recent years can be usddture research to advance our understanding

of the following two questions.

The first is, whether CG quality affects firm parftance. Many previous papers have shown
a positive correlation between these two variabiesvever, the analyses presented in most of
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such studies are compromised by the endogenei@Gofjuality and firm performance, and
therefore, they do not show a causal relation betwthese variables. To address the
endogeneity concern, future research can capitatizbe Israeli firm-level reforms as a quasi-
natural experiment in order to learn whether highidy CG improves firm performance. In
this regard, it would be fruitful to use the eaabopter firms as a control group in a difference-

in-differences methodological framework.

The second question that can be probed using thés@i& relation between firm-level and
country-level CG. Are these two substitutes or clements? Several previous papers,
exploring the relation between firm-level CG andimy-level investor-protection, present
inconclusive findings (Klapper and Love, 2004; Dervrand Kim, 2005; Dahya, Dimitrov, and
McConnell, 2008; Chen, Chen, and Wei, 2009; Bruma &laessens, 20i0Renders,
Gaeremynck, and Sercu, 2010; Fauver, Hung, Li, Baftbada, 2017; Homanen and Liang,
2018). These studies compare the effect of firnell&@G on firm performance in different
countries and examine whether this effect is moomn@unced in countries characterized by
weak country-level investor protection. Howevee tfuality of firm-level CG in countries with
strong investor protection tends to be higher (dgidge, Karoly, and Stulz, 2007). If the
marginal effect of firm-level CG on firm performants non-linear, such that it decreases with
the increase in the quality of firm-level CG, weula expect the effect of firm-level CG on
performance to be lower in countries with strongestor protection even if the firm-level and
country-level CG are not substitutes. Furthermaonest of these papers that examine the
relation between firm-level and country-level CG mat use firm fixed-effects; only part of
them use country fixed-effects; and to the besngfknowledge, not a single one uses both
firm and country fixed-effects. In other words, $kgyapers fail to control for unobserved firm

and country heterogeneity.

Cohen (2020a) takes advantage of investor-protecéiforms at the country level in Israel
in order to examine the interaction between firneleand country-level CG over time.
Specifically, | test whether the effect of firm-EhCG on firm performance in Israel decreased
after country-level reforms went into effect. Theabysis is performed in a within-country
framework, which allows me to rule out alternatesglanations for the lower effect of firm-

level corporate governance quality on performaimcan environment of high-quality investor-
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protection at the country-level. Additionally, ththin-country analysis is useful to mitigate
endogeneity issues arising from unobserved courgtgrogeneity. Moreover, the significant
longitudinal variation in the CGlI scores of Isrdelins have made it possible to use firm fixed-

effect regressions to mitigate endogeneity issussg from unobserved firm heterogeneity.
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Table 1. Israeli Corporate Governance Reforms in 207—-2014

Provisions

Reform Year
Financial 2010
Statements
Committee

Reform

Amendment 2011
16

Amendment 2012
20

The reform requires public firms to establisffinancial statements committee. The
financial statements committee is responsible éising the board on critical issues

that arise in the course of preparing financiaksteents, including the accounting policy
adopted by the firm; completeness of disclosurggssments used in preparing financial
statements; the reasonability of the assumptiodsnlying asset or debt valuations; and
internal auditing activities relevant to preparfirmancial statements.

The reform intends to improve board and acmtiitmittee independence by restricting
the chairman from serving as the firm's CEO; reigqgithe audit committee’s chairman

to be an outside director; requiring all outsidexdiors to serve on the audit committee;
requiring the majority of directors on the auditnouoittee to be independent; and

prohibiting dependent directors from serving onaheit committe&?

The reform requires the firm to establish mgensation committee. The compensation
committee is responsible for recommending a congteTs policy to the board and

supervising its implementatich.

2 Besides firm-level CG, the reform includes othesvisions to prevent tunneling, e.g., it requires t
support of the majority of the minority sharehokldor approving related-party transactions at the

general meeting.

24 Similar to Amendment 16, this reform also requitess majority of minority support for approving the
compensation of non-CSH senior managers in thedirthe general meeting.
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Table 2. The Corporate Governance Index

Dimension Component Score Calculation
Board Percentage of controlling shareholders on the Bdard “0” if higher than the median value, “1” otherwise
Independence Percentage of outside directors on the board “higher than the median value, “0” otherwise
The chairman is not a controlling shareholder fittue, “0” otherwise
The chairman is not the CEO “1" if true, “0” otherwise
The controlling shareholder is not a senior exeeut the firm “1" if true, “0” otherwise
Percentage of outside directors on the audit coraenit “1" if higher than the median value, “0” othése
Controlling shareholder does not serve on the aadfitmittee25 “1" if true, “0” otherwise
Financial statements committee exists “1" if true, “0” otherwise
Percentage of outside directors on the financ@&éstents committee “1” if higher than the medialuea“0” otherwise
Controlling shareholder does not serve on the firgstatements committee25 “1"if true, “0” othessi
Compensation committee exists “1" if true, “0” otherwise
Percentage of outside directors on the compenseatiommittee “1" if higher than the median value, ‘@herwise
Controlling shareholder does not serve on the cosgiam committee25 “1" if true, “0” otherwise
No senior manager on the compensation committee if tivie, “0” otherwise
Nomination committee exists “1” if true, “0” otherwise
Corporate governance committee exists “1” if true, “0” otherwise
Board Percentage of financial expert directors on thedoa “1" if higher than the median value, “0” othesgi

Qualifications

Structural

Ownership

Percentage of industry expert directors on thedoar

Percentage of MBA directors on the board

Directors’ busyness level

Percentage of financial expert outside directortherboard

Percentage of industry expert outside directorgherboard

Percentage of MBA outside directors on the board

Outside directors’ busyness level

Percentage of financial expert outside directortheraudit committee
Percentage of industry expert outside directortheraudit committee
Percentage of financial expert outside directortherfinancial statements
committee

Percentage of industry expert outside directortherfinancial statements
committee

Percentage of financial expert outside directorthenrcompensation committee
Percentage of industry expert outside directorhercompensation committee
Control-cash flow wedge

“1” if higher than the median value, “0” otherwis
“1" if higher than the median value, “0” otherwise
“0” if higher than the median value, “1” otherwise
“1" if higher than the median value, t@herwise
“1” if higher than the median value, therwise
if‘bfgher than the median value, “0” otherwise
“0” if higher than the median value, “1” otherwise
“1" if higher than the mediatue, “0” otherwise
“1" if higher than the mediaiue, “0” otherwise
“1" if higher than the median value, “0” otherwise

“1” if higher than the median value, “0” otherwise
“1” if higher than the median value, “0™ otherwise

“1" if higher than tinedian value, “0™ otherwise
Ownership rights

The table describes the components of the CGI. Aithexi contains 31 components that measure threendiames of CG quality: board independence,
board qualifications, and control-cash flow wedgkthe components, excluding control-cash flow wedare assigned a value of 0 or 1. The control-
cash flow wedge is calculated as the differencevden 100% and the percentage of multiplied ownprsights along the ownership chain until the
ultimate owner. The score of the control-cash fleedge is the controlling shareholder’s ownerstgpts. The CGI score for a specific firm, is calceitht

as an equally weighted average of the componerusés. A director with financial expertise is definas one of the following: a director who has ©Ph

in finance, an accountant, a director who holdeaw held a senior financial position, or a diregtho manages or has managed a financial institution
An industry expert director is defined as a diregtho has a formal education or practical expeeamtevant to a firm's business. A director’s bless
level is measured as the sum of the positions stus lin other firms. Controlling shareholder is argiolder who holds at least 25% of a firm’s shares
Several shareholders between whom there is a d¢@ureement that their holdings will sum up to 2&#é considered a single controlling shareholder.

29n calculating this component for a specific firlnconsider the directors that work in another firat

is controlled by the controlling shareholder astoaling shareholders.
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Table 3. Yearly Samples

Initial sample  Number of firms that  Number of firms that went Final sample
went public after year private until year t
t

2007 120 6 0 114
2008 120 5 0 115
2009 120 4 1 115
2010 120 0 2 118
2011 120 0 12 108
2012 120 0 18 102
2013 120 0 26 94

2014 120 0 28 92

The table presents the yearly samples used irsthdy. | started with a group of 248 Israeli firtresded

on the TA 100 Index or the TA MidCap Index for eh$t some of the years from 2007 to 2014. | remove
from the sample 32 financial firms, 65 dual firnfie firms characterized by dispersed ownership
structures, 15 partnerships, seven firms that ywahtic after 2010 for them | am not able to caltelte
CGl scores before the firm-level reforms, and fimmns for which there was not sufficient data téccdate
their CGI scores. Ultimately, | obtained an initslmple of 120 firms. For each of the sample ydars,
deducted from the initial sample firms that wenblpuiduring after the given sample year, and fitimest
went private before the given sample year.
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Table 4: Cronbach’s Alphafor the CGI

Cronbach’'s a Average Correlation
2007 0.716 0.088
2008 0.687 0.078
2009 0.712 0.090
2010 0.728 0.090
2011 0.729 0.094
2012 0.670 0.072
2013 0.745 0.101
2014 0.779 0.119

The table presents the Cronbach's alpha of the &@lthe average correlation
between the components of the CGI in each of tinpkayears. The Cronbach's alpha

measure is defined as= 1+(Z+)*r wheren is the number of components in the CGI

andr is the average correlation between these compsnéhe CGl is the corporate
governance index | construct in this paper.
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Table 5.1. Correlations between the Scores of theGT Dimensions in 2007

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.335*** 1.000
Structural Ownership 0.162* 0.111 1.000

Table 5.2. Correlations between the Scores of theGT Dimensions in 2008

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.253* 1.000
Structural Ownership 0.226** 0.062 1.000

Table 5.3. Correlations between the Scores of theGT Dimensions in 2009

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.249** 1.000
Structural Ownership 0.171* 0.049 1.000

Table 5.4. Correlations between the Scores of theGT Dimensions in 2010

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.171* 1.000
Structural Ownership 0.110 -0.025 1.000

Table 5.5. Correlations between the Scores of theGT Dimensions in 2011

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.376*** 1.000
Structural Ownership 0.098 0.013 1.000

Table 5.6. Correlations between the Scores of theGT Dimensions in 2012

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.322%** 1.000
Structural Ownership -0.017 -0.037 1.000

Table 5.7. Correlations between the Scores of theGT Dimensions in 2013

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.375*** 1.000
Structural Ownership 0.080 0.020 1.000

Table 5.8. Correlations between the Scores of theGT Dimensions in 2014

Independence Qualifications Structural Ownership
Independence 1.000
Qualifications 0.326*** 1.000
Structural Ownership 0.206** -0.022 1.000
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Table 6. General Description of CG Indexe$

1) 2 (6)
Paper Country Index Abbreviation
3 4) )
Components  Dimensions  Aggregation

Klapper and Love (200%) 24 emerging markets 57 7 Discretionarily K.L.
weighted

Carvalhal and Leal (2005) Brazil 24 4 Equally weegh C.L

Beiner, Drobetz, Schmid, and Switzerland 38 5 Equally weighted B.D.S.Z.

Zimmerman (2006)

Black, Jang, and Kim (2006) Korea 39 5 Equally &gl B.J.K.

Kouwenberg (2006) Thailand 27 15 Discretionarily K.O.
weighted

Cheung, Connelly, Limpaphayom, andHong Kong 86 5 Discretionarily C.C.L.Z

Zhou (2007) weighted

Garay, Maximiliano, and Gonzalez =~ Venezuela 17 4 Equally weighted G.M.G.

(2008)

Balasubramanian, Black, and Khanna India 49 9 Equally weighted B.B.K.

(2010)

Lauterbach and Shahmon (2010) Israel 19 4 Equaighted L.S.

Black, de Carvalho, and Gorga (2010)  Brazil 41 7 udtly weighted B.C.G.

Ammann, Oesch, and Schmid (2011) 23 developed deant 64 6 Equally weighted; A.O.M.S.
PCA

Ararat, Black, and Yurtoglu (2014) Turkey 46 5 Elyisveighted; AB.Y.
PCA

Cohen (2020) (present paper) Israel 31 3 Equally weighted; C.G.I.

PCA

The table shows general details about the CGI #met €G indexes included in the comparison grolne TGl is the corporate governance
index constructed in this paper. The comparisongontains 12 corporate governance indexes prdgngaevious papers.

26| do not include in the comparison group papesetan the Deminor Rating corporate governancexifelg., Bauer,
Gunster, and Otten, 2004; Renders, GaeremynckSaral, 2010), because these papers do not detfigisemposition of
the index they use. Similarly, | do not include pepthat measure only one dimension of firm-lev@ldLiality or papers that
rely solely on S&P disclosure and a transparendgr(e.g., Kuznecovs and Pal, 2012).
2" The index is based on data collected by Credinlay®Securities Asia (CLSA). Other papers usingxes based on CLSA
data are Durnev and Kim (2005), Doidge, Karolyid &tulz (2007), and Chen, Chen, and Wei (2009).
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Table 7. Sample Characteristics of CG Indexes

1) 2 3) 4) ) (6)

Paper Period Observations Panel Sample Voluntarily Disclosed  Subjective
Data Components

K.L. 1999 374 firms No Yes 28%

C.L 1998, 2000, 2002 240 firms Yes No 0%

B.D.S.Z. 2002 120 firms No Yes 13%

B.J.K. 2001 515 firms No Yes 3%

K.O. 2002 320 firms No No 26%

C.C.L.Z 2002 168 firms No No 22%

G.M.G. 2004 33 firms No No 0%

B.B.K. 2005 296 firms No Yes 0%

L.S. 2005 173 firms No No 0%

B.C.G. 2004 66 firms No Yes 0%

A.O.M.S. 2003-2007 6,663 firm-years Yes Yes 0%

AB.Y. 2006-2012 196 firms; 1,126 firm-years  Yes No 0%

C.G.l 2007-2014 810 firm-years Yes No 0%

The table describes the sample characteristicsfasedlculating governance scores in the presapépand in previous papers included
in the comparison group. Columns 2—4 show the sapgliod in each of the papers, the number of htiens, and the type of sample
(panel or cross-sectional), respectively. Columehbws whether the data used to calculate the gameenscores is voluntarily
disclosed. | define voluntarily disclosed dataaaollected from surveys distributed to firmslata the authors obtained from analysts.
Column 6 shows the percentage of subjective comperie each of the indexes. The CGl is the corpogatrernance index | construct
in this paper. The comparison group contains 1pamate governance indexes proposed in previougpape
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Table 8. Dimensions Measured by CG Indexes

(1) CG Dimensions
P 2) 3) 4) ) (6) (7 (8) 9)
aper
Total Outcome CSRand Total Audit &  Disclosure Minority Ownership
Non-CG Ethics CG Control Shareholders’  Structural
Rights
K.L. 40% 28% 12% 60% 32% 19% 5% 4%
C.L 8% 8% 0% 92% 33% 21% 13% 25%
B.D.S.Z. 3% 3% 0% 97% 32% 44% 18% 3%
B.J.K. 3% 3% 0% 97% 77% 8% 9% 3%
K.O. 7% 0% 7% 93% 45% 26% 22% 0%
C.CL.z 13% 7% 6% 87% 30% 35% 15% 7%
G.M.G. 6% 6% 0% 94% 35% 23% 12% 24%
B.B.K. 16% 14% 2% 84% 64% 18% 2% 0%
L.S. 25% 15% 10% 75% 60% 10% 5% 0%
B.C.G. 5% 3% 2% 95% 51% 27% 2% 15%
A.O.M.S. 39% 30% 9% 61% 33% 3% 9% 16%
AB.Y. 4% 0% 4% 96% 29% 54% 4% 9%
C.G.l. 0% 0% 0% 100% 96% 0% 0% 4%

In this table, | analyze the components of the @@l of the other indexes included in the compargup in terms of the
dimensions they measure. Columns 2—4 show the maige of the components that do not measure invpabdtection quality
in each of the indexes and Columns 5-9 presenpéheentage of the components that measure invpsgitgetion quality.
Specifically, Column 2 shows the total percentaiggh® components that do not measure investor-giotequality; Column
3 shows the percentage of components that measteenoes related to corporate governance qualitjur@o 4 shows the
percentage of components that measure Corporatel Responsibility and ethics; Column 5 shows thitaltpercentage of
the components that measure investor-protectiolitgiraeach of the indexes; Column 6 reports taecpntage of components
that measure the quality of audit and control; @oiu7 shows the percentage of components that nmeedserquality of
disclosure; Column 8 shows the percentage of coesrihat measure the minority shareholders’ rigind Column 9 shows
the percentage of component that are relevant teemship structure. The CGl is the corporate govereandex | construct
in this paper. The comparison group contains 1pamte governance indexes proposed in previousgape
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Table 9. Audit & Control Dimensions

1) (2) 3) (4)
Paper Independence Qualifications General Procedures
K.L. 25% 0% 7%
C.L 25% 0% 8%
B.D.S.Z. 20% 0% 13%
B.J.K. 62% 3% 13%
K.O. 33% 0% 11%
C.C.L.Z 24% 1% 5%
G.M.G. 30% 0% 6%
B.B.K. 45% 0% 18%
L.S. 40% 10% 10%
B.C.G. 37% 0% 15%
A.O.M.S. 27% 0% 6%
AB.Y. 27% 0% 2%
C.G.L. 57% 43% 0%

In this table, | analyze the components that measie quality of the audit & control
mechanisms in the CGI and in the other indexesidteal in the comparison group. Column
2 shows the percentage of components that measeii@dependence of the persons who
serve on the audit & control mechanisms; Columm@as the percentage of components
that measure the qualifications of the persons sege on the audit & control mechanisms;
and Column 4 shows the percentage of componentsrisasure general procedures of the
audit & control mechanisms. The CGl is the corpmigdvernance index | construct in this
paper. The comparison group contains 12 corpomtergance indexes proposed in previous
papers.
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Table 10. The Characteristics of the Typical Board

Mean S.D.
Median | Lowest | Highest

Size 8.1 8.0 4.0 16.0 2.3
Age 57.0 57.3 41.3 69.8 5.1
Board’s busyness 8.6 10 1.4 28.1 5.1
Qutside directors’ busyness 5.7 5.3 0 23.5 3.2
Independent directors’ busyness 5.8 5.3 0 23.5 3.2
Percentage of firms in which the chairman is nobatrolling shareholder 30.7 0 # # #
Percentage of firms in which the chairman is net@tO 93.2 0 # # #
Percentage of controlling shareholders and coirigphareholder-dependents on the 47.5 50 10 90.0 151
board
Percentage of controlling shareholders on the board 31.0 28.6 0.0 90.0 18.2
Percentage of controlling shareholder-dependenteehboard 16.5 14.3 0.0 71.4 15.2
Percentage of firms in which a shareholder, thabtsa controlling shareholder, served 7.5 0 # # #
on the board
Percentage of executive directors on the board 12.0 0.0 0.0 71.4 154
Percentage of executive directors that are coirtgpihareholders on the board 8.7 0.0 0.0 66.7 13.9
Percentage of executive directors that are nonralling shareholder on the board | 3.3 0.0 0.0 40.0 7.0
Percentage of outside directors on the board 275 25.0 7.1 50.0 8.2
Percentage of independent directors on the board 35.4 33.3 125 83.3 125
Percentage of financial experts on the board 45.3 42.9 0.0 100 19.6
Percentage of industry experts on the board 69.8 71.4 0.0 100 17.9
Percentage of directors with MBA degree on the dhoar 30.4 28.6 0.0 80.0 17.6
Percentage of outside directors with financial etipe on the board 16.6 14.3 0.0 60.0 10.3
Percentage of outside directors with industry etigeion the board 11.3 111 0.0 75.0 11.0
Percentage of outside directors with MBA degreehenbioard 9.4 9.1 0.0 60.0 105
Percentage of independent directors with finarexglertise on the board 21.2 20.0 0.0 75.0 13.2
Percentage of independent directors with industpegise on the board 14.9 14.3 0.0 75.0 13.8
Percentage of independent directors with MBA degrethe board 12.6 125 0.0 60.0 12.3
Percentage of outside directors on the audit coraenit 64.6 66.7 33.3 100 10.3
Percentage of independent directors on the auditritiee 78.3 66.7 33.3 100 17.8
Percentage of outside directors with financial etipe on the audit committee 38.9 33.3 0.0 100 21.1
Percentage of outside directors with industry etipeion the audit committee 26.6 33.3 0.0 100 25.0
Percentage of independent directors with finarexXalertise on the audit committee | 47.1 33.3 0.0 100 24.7
Percentage of independent directors with industpedise on the audit committee | 32.4 33.3 0.0 100 29.0
Percentage of firms in which controlling sharehadda controlling shareholder- 26.9 0.0 # # #
dependents serve on the audit committee
Percentage of firms in which a financial statemeontamittee exists 79.0 100 0.0 100 40.7
Percentage of firms in which a compensation conasigixists 40.5 0.0 0.0 100 49.1

The table presents the average values of the dbasdics of the typical board of directors in mample during the years 2007—-2084zeis the number

of directors on a firm-year boardgeis the age of the directors on a firm-year boardirector’'s busyness level is measured as thedfuime positions
she holds in other firms. A director with financetpertise is defined as one of the following: edior who has a Ph.D. in finance, an accountant, a
director who holds or has held a senior financ@ition, or a director who manages or has manag@thacial institution. A director with industry
expertise is defined as a director who has a foedatation or practical experience relevant tora'§i business. Controlling shareholder is a shacol
who holds at least 25% of a firm’s shares. Sevarateholders between whom there is a control agneethat their holdings will sum up to 25% are
considered a single controlling shareholder. Cdimgpshareholder-dependents are directors that pokitions in other firms that are controlled byg t
controlling shareholder.
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Table 11. Descriptive Statistics of CGI Scores

1) 2) (3) 4) ) (6) )
N Mean Median Standard Deviation Min Max

2007 114 38.0 38.0 12.1 13.0 70.1
2008 115 40.2 38.5 11.3 13.3 69.9
2009 115 40.1 40.6 11.9 16.3 69.6
2010 118 49 %% 50.4 111 154 73.4
2011 108 52.0* 55.0 11.1 18.9 72.4
2012 102 62.5%** 63.2 131 19.8 88.6
2013 94 65.9* 68.0 11.8 26.9 84.8
2014 92 66.6 69.7 11.8 26.9 84.8

The table presents descriptive statistics of thé €6Gres for each of the sample years. A mean C&ksn year
t that is significantly different from the scoretid of 1%, 5%, and 10% is indicated by ***, ** respectively. A
significantly different mean CGl score of 5% and iE%hown in bold. The CGl is the corporate goveceandex
| construct in this paper.
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Figures 1.1-1.10. The Evolution of the Average C&@cores
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Figures 1.1-1.5 show the yearly average scordedfGl and a few mechanisms. Figure 1.1 presemtvitrage CGI scores; Figures 1.2—1.4 presenvéiage scores of the financial statements
committee, audit committee, and compensation cotaejitcalculated, respectively, as the equally teid) average of the CGl components that measurguidiéy of the financial statements
committee, the audit committee, and the compensationmittee; Figure 1.5 presents the Full Boardescalculated as the equally weighted averageso€B1 components that pertain to the
board as a whole rather than to a specific comejittggures 1.6—1.10 present the differences betirex=average scores in 2014 and the average $0d2@87. Significance levels of 1%, 5%,
and 10% are indicated by ***, ** * respectivelyhe CGI is the corporate governance index | construthis paper.
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Figures 2.1 — 2.6. The Evolution of CG Componentsat Targeted by the Firm-level Reforms
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Figures 2.1-2.3 show the percentage of the firmsithplemented specific provisions of the firm-leseform (Amendment 16) that went into

effect in 2011. Figure 2.1 shows the percentag@mt whose chairman is not the CEO. Figure 2.2axshthe percentage of firms in which

the majority of the directors on the audit comndttee independent. Figure 2.3 shows the percenfdgens whose controlling shareholder

or directors that are dependent on the controkingreholder, do not serve on their audit committégures 2.4—-2.6 show the difference
between the values in 2014 and the values in 20€ahsider a director as dependent on the comigplhareholder, if she works in another
firm that is controlled by the controlling sharethed. Significance levels of 1%, 5%, and 10% arécatgd by ***, ** * respectively. The
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CGl is the corporate governance index | construthiis paper.
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Figures 3.1-3.10. The Evolution of CG Components # Measure Board Independence
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Figures 3.1-3.10 present components, unaffectetebfirm-level reforms enacted during the samplkergethat measure board independence. Figures.3.4h8w the yearly values of
the components. Figure 3.1 shows the average pgageenf outside directors on the board; FiguresB@ws the average percentage of independent disemtothe board; Figure 3.3
shows the percentage of firms in which the chairisaiot the controlling shareholder; Figure 3.4vehithe average percentage of controlling sharehokte directors who are dependent
on the controlling shareholder on the board; FiguEeshows the average percentage of controlliage$tolders on the board who are employed by the fiigures 3.6—3.10 show the
difference between the values in 2014 and the salu€007. | consider a director as dependent erctimtrolling shareholder, if she works in anotfien that is controlled by the
controlling shareholder. Significance levels of 1%, and 10% are indicated by *** ** * respedaly. The CGIl is the corporate governance indexistroict in this paper.
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Figures 4.1-4.12. The Evolution of CG Components #h Measure Board Qualifications
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Figures 4.1-4.12 present the components that measard qualifications. Figures 4.1-4.9 show tharlyevalue of the components. Figures 4.1-4.3 stimwaverage percentage of
outside directors with financial expertise, indystkpertise, or MBA degree holders, respectivetytlee board. Figures 4.4—4.6 show the average prge of independent directors
with financial expertise, industry expertise, orondre MBA degree holders, respectively, on the dhd@igures 4.7—-4.9 show the average percentagesafars with financial expertise,

industry expertise, or who are MBA degree holdespectively, on the board. Figures 4.10-4.12 dthevdifference between the values in 2014 and déheeg in 2007. A director with

financial expertise is defined as one of the folliyv a director who has a Ph.D. in finance, an aotant, a director who holds or has held a semantial position, or a director who
manages or has managed a financial institutionin8iostry expert director is defined as a directtvovhas a formal education or practical experieedevant to a firm’'s business.
Significance levels of 1%, 5%, and 10% are indiddtg ***, **, *, respectively. The CGl is the corpate governance index | construct in this paper.

52



Figures 5.1-5.6. The Evolution of Components that Basure Audit Committee Qualifications
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Figures 5.1-5.6 present components that measurautfie committee’s qualifications. Figures 5.1-8hbw the yearly value of the components. Figurés®2 show the average
percentage of outside directors with financial etipe and outside directors with industry expertisspectively, on the audit committee. Figures-5.8 show the average percentage
of independent directors with financial expertisel @ndependent directors with industry expertisspectively, on the audit committee. Figures 5&-show the difference between
the values in 2014 and the values in 2007. A dirawith financial expertise is defined as one @ tbllowing: a director who has a Ph.D. in finange,accountant, a director who holds
or has held a senior financial position, or a doeeho manages or has managed a financial institufn industry expert director is defined as gedior who has a formal education
or practical experience relevant to a firm’'s busmeSignificance levels of 1%, 5%, and 10% arecaigid by ***, ** * respectively. The CGl is theomporate governance index |
construct in this paper.
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Figures 6.1-6.4. The Evolution of Components that Bhsure Directors’ Busyness Level
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Figures 6.1-6.4 present components that measudirwors’ busyness level. Figures 6.1-6.3 shawtarly value of the components. Figure 6.1 shbesverage busyness level of
the directors on the board, Figure 6.2 shows tleeaae busyness level of the outside directors emdiard, and Figure 6.3 shows the average busimedf the independent directors
on the board. Figure 6.4 shows the difference betvilee values in 2014 and the values in 2007. Tisgriess level is defined as the sum of the positioa director holds in other firms.
Significance levels of 1%, 5%, and 10% are indiddtg ***, **, *, respectively. The CGl is the corpate governance index | construct in this paper.
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