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Firm-level and Country-level Corporate Governance:

Does One Substitute or Complement the Other?

Oded Cohen

Abstract

In this paper, | examine whether firm-level and rioytlevel corporate governance substitute
or complement each other. In contrast to previouliroountry studies, | address this question
using a within-country framework and show that éfffect of firm-level corporate governance
on performance decreased following major countwgllénvestor protection reforms in Israel
in 2011. Using a difference-in-differences desigimd that firms with poor governance pre-
reform, reduced the volume (in NIS) and number redirt related-party transactions and
increased in value post-reform, thereby minimizimg differences between them and the well-
governed firmsMoreover, using a two-stage approach | provideewe that the decrease in
the related-party transactions among the firms \h#h pre-reform poor governance was a
possible channel for their post-reform increaseailne. These findings are consistent with the
substitution hypothesis. The rationale is thatrieforms set a unified higher standard of inwvesto
protection that substituted for the governance maeisms in the poorly governed firms.

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



1. Introduction

A key objective of corporate governance (CG) istgrting shareholders from being
expropriated in a firm with dispersed ownership, fmanagement, and in a firm with
concentrated ownership — by a controlling sharedro{[@SH). Shareholders are protected
through country-level corporate governance mechai&CLCG) that are external to the firm
and through firm-level corporate governance meacmsi(FLCG)

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

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

investor protection that is higher than that imgbbyg CLCG. According to the substitution

! For example, the country decides whether minasfitgreholders have a veto right in approving relatady
transactions at the general meeting. Similarly ciinentry designs the enforcement mechanisms, imgucburts
and regulators, and influences their efficiencye Tountry also influences operations within thenfithrough a
legal requirement that the firm maintain severatrinal mechanisms of investor protection e.g.,ktbard of
directors and certain committees. As is indicatedable 1 below, several reforms that require fitmestablish
certain committees on the board went into effeainduthe sample years. Some researchers considér su
mechanisms as part of the CLCG system (Chhaochhadd.aeven, 2009). This paper, however, is in it
most of the literature examining the relation betweCLCG and FLCG, anod defines all the governance
mechanisms that are internal to the firm, whethel tare mandatory or are adopted voluntarily, am-Fevel
corporate governance.

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

a corollary, the higher the firm’s market value qndfitability, and the lower its cost of capital.

3 The evidence of a positive effect of FLCG qualityfam performance comes mainly from studies thaasure
the FLCG quality by a comprehensive CG index. Haavein the literature that examines the effect epacific
CG component on firm performance, the findings ianclusive (Hermalin and Weisbach, 2001; Adams,
Hermalin, and Weisbach, 2010, Adams, 2017).



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

lower the average correlation between FLCG qualiy firm performance.

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

performance to be higher in countries with highlqu&LCG.

The third hypothesis posits that FLCG and CLCGremi¢her substitutes nor complements,

but are two independent systems.

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

independent (Bruno and Claessens, 2010).

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



shareholder expropriation in the firms whose FLCE&chanisms are inferior to the new level
of CLCG set by the reforms. In these firms, thevadevel of investor-protection is no longer
reflected in FLCG quality but rather in the nevgler-quality CLCG. Hence, the average effect
of FLCG quality on firm performance is expectedigmrease. In contrast, if CLCG and FLCG
are complements, the effect of FLCG quality on genfance is expected to rise in the wake of

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

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

into effect. This pattern is consistent with théstitution hypothesis.

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

group increased post-reform relative to the TChefdontrol group.

Next, | provide evidence of a post-reform decreaasn activity considered by scholars as
conducive to minority-shareholder expropriationla#ge body of literature regards related-
party transactions (RPTs) as a major platformdantling (Bebchuk, Kraakman, and Trianis,
2000; Johnson, La Porta, Lopez-de-Silanes, andf&hIl2000; Djankov, La Porta, Lopez-de-
Silanes, and Shleifer, 2008; Fried, Kamar, and Naf919). In line with this rationale, my
analyses revealed a negative correlation in thegioem years between CGI scores, on the one
hand, and the volume (in NIS, normalized by firra&sets) and number of RPTs (excluding
compensation), on the other. In the wake of therne$, the average volume and number of
RPTs decreased — a development that is consistdnthe substitution hypothesis. Moreover,
the post-reform reduction in RPTs among the tregtedp was significantly greater than that
among the control group. Following the reductionRRTs in the wake of the reforms, no

significant difference in the volume and numbeR®&¥Ts is observable between poorly and well



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

years is insignificant.

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

reform, that becomes insignificant post-reform.

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

through which their TQ increased after the reforms.

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

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

This paper contributes to the CG literature in sev@ays. First, the effect of FLCG quality
on firm performance may vary across countries dusystematic differences in FLCG quality
rather than to differences in the quality of CLCRudies have shown that firms in countries

with a high CLCG quality tend to adopt high FLC@rslards as well (Durnev and Kim, 2005;



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

explanation.

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

limitations are not a concern in a within-countnalysis implemented in this paper.

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

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

4 An alternative explanation for the lower effectFifCG quality on firm performance in countries whgh
CLCG standards is overregulation costs that ar@#mg on well-governed firms and have resulteddiseount
in the value of these firms (see Bruno and Claess2®l0). | address this explanation below in tbélRtness
Checks section.

> Fauver, Hung, Li, and Taboada, (2017) present ecielef substitution between CLCG and FLCG using GLC
reforms. These researchers show that the effédt G reforms on firm performance was lower in coi@stwith
high CLCG standards. The current paper complenthnsstudy by adducing evidence of substitutiomgsi
CLCG reforms as an exogenous shock.



and Kim 2005; Dahya Dimitrov, and McConnell, 2088ancis, Hasan, Song, and Waisman,
2013). Neither have researchers analyzing panal latn able to use either firm or country
fixed-effects, due to small variations in the quyadif FLCG and CLCG, respectively, over time
(e.g., Chen, Chen, and Wei, 2009; Renders, Gaemmgnd Sercu, 2010; Fauver, Hung, Li,
and Taboada, 201%)Hence, in such studies, the effects on firm penéorce of FLCG, CLCG

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

scores (see Cohen 2020a).

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

aligning those firms with a higher level of invespotection.

The paper is organized as follows. Section 2 dessrcorporate governance reforms in
Israel. Section 3 is a literature review. The mdtlogy and the sample are detailed,
respectively, in Sections 4 and 5. Section 6 pewidome descriptive statistics; Section 7
outlines the results; and Section 8 elaboratesstoless checks. Section 9 concludes.

2. Corporate Governance Reforms in Israel

Israel is an interestingase from the perspective of investor protection.tk® one hand,
Israel provides high-quality investor protectiona(Porta, Lopez-de-Silanes, Shleifer, and
Vishny, 1998). On the other hand, its average cbptemium is high relative to other countries
(Dyck and Zingales, 2004; Barak and Lauterbach1204 high control premium indicates that
CSHs extract a large amount of private benefitenfthe firm at the expense of the minority
shareholders. The magnitude of these private ksnpeflong with a worldwide trend to
strengthen the quality of corporate governancggétied extensive reforms aimed at improving

investor protection quality in Israel.

5 Durnev and Kim (2004), and Bruno and ClaessendqROnitigate the concern of unobserved country
heterogeneity using country random-effects.



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

reforms was approved in 2010-2012.

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

a third of the minority to a majority of the mintyi

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

administrative track lower than in the criminalcka

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

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

More details regarding these reforms are providetiable 1.

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

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

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

complicated cases.



3. Literature Review

3.1 Is FLCG quality correlated with firm performasit

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

shareholder expropriation, which in turn has aibpgaon performance.

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

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

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

10



obtained, among others, by Klapper and Love (2@@4East Asian countrie€arvalhal and
Leal (2005) for Brazil;Durnev and Kim (2005) in an international studya®, Jang, and Kim
(2006) for Koreakouwenberg (2006) for Thailan@Garay and Gonzalg2008) for Venezuela;
Balasubramanian, Black, and Khan(2810) for India; Lauterbach and Shahmoon (20a0) f
Israel;Kuznecovs and Pal (2012) for Rusg$taancis, Hasan, Song, and Waisman (2013) in an
international study across emerging markétsrat, Black, and Yurtogl{2014) for Turkey;
and Fauver, Hung, Li, and Taboada (2017) in arrnateonal study.

However, as is demonstrated in Cohen (2020aC@iéndexes used in the above studies on
firms with concentrated ownership have several diisatages compared to the CGI.
Moreover, FLCG quality and firm performance arenfty determined by the firm in
equilibrium, and therefore, a causal inference naigg the relation between these variables is
limited (Hermalin and Weisbach, 1998). As alreathcdssed, a classic approach to mitigate
the unobserved heterogeneity problem is by usmgfikxed-effects regressions. However, with
few exceptions (e.gArarat, Black, and Yurtoglu2014), studies that examine the effect of
FLCG quality on performance do not apply this mdilether because they are based on cross-
sectional data, or on account of low longitudinéhwm-firm variation in the FLCG quality®
In the analyses presented below, | mitigate theogexeity concern by capitalizing on the
variation in the CGI scores during the years sathpled examining the effect of FLCG quality

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

3.2 What is the relation between FLCG and CLCG?

Research that examines whether CLCG and FLCG ituthsor complement each other

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

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

10 Other studies take advantage of an exogenouddvel-CG legislation and use it as an instrumeta¢B Jang
and Kim, 2006; Ahern and Dittmar, 2012); as a platf for event studies (Chhaocchharia and Grinsg06y7);
as a threshold in a regression discontinuity fraor&vBlack and Kim, 2012); or as a treatment inféetence-
in-differences analysis (Fauver, Hung, Li and Talag£017).

11



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

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

indicates that these two systems are orthogonal.

It is important to reiterate, at this point, tdéterences in the effect of FLCG quality on firm
performance across countries may lend themselvéietoon-linearity explanation elaborated
above. It is likewise with the within-country ansiyimplemented in this paper: due to the high
level of FLCG quality, post reform (see Cohen 2028alecrease in the effect of FLCG quality
on performance may be explained by the non-lingasiplanation. However, in this paper, |
also test the pattern in which the TQ evolved pekirm — whether it increased among the
poorly governed companies, pre-reform, as wouldekeected if CLCG and FLCG were
substitutes, or whether it increased among the geslerned companies, pre-reform, as would
be expected if CLCG and FLCG were mutually completaug. According to the non-linearity
explanation, the TQ of the pre-reform poorly- oflvg®verned companies is not expected to

systematically change post-reform.

12



3.3 Are RPTs used to expropriate the minority shalders?

RPTs are recognized in the literature as a magfgom for tunneling (Johnson, La Porta,
Lopez-de-Silanes, and Shleifer, 2006 hypothesis that is supported by empirical figdin
Thus, Cheung, Qi, Rau, and Stouraitis (2009) shioat tontrolling shareholders tend to
overprice the assets that they sell to the firny @ntrol and underprice the assets that they
buy from it. Other papers find evidence of negaaibaormal returns around the time when a
firm announces an RPT (see Gordon, Henry, and P24, for an example in the US; and

Cheung, Rau, and Stouraitis, 2006, for one in Hoogg).

Further support for the assumption that some Rffdsommonly used for tunneling comes
from several papers that find a negative effedtld€G quality on the volume (in dollars) and
the number of RPTs (e.g., Gordon, Henry, and Pa084, in US firms and Kang, Lee, Lee,
and Park, 2014, in Korean firms). Other papers sti@at a firm’s tendency to use RPTs to
expropriate the minority shareholders decreasds thi rise of its FLCG quality. Thus, Lo,
Wong, and Firth (2010) demonstrate that the higherevel of board independence and the
audit committee’s financial expertise, the cloder RPTs’ profit margin tends to be to the
margin of transactions with non-related parties.zAteg and Barak (2013) find a non-linear
correlation between ownership rights and cumulasibaormal returns among Israeli firms
around the time of an RPT announcement. Theirtigiénplies that most of a firm’s tunneling
through RPTs occurs when its controlling shareholde a “medium” amount of ownership
rights, since a small amount of ownership rightSects limited strategic power that is
insufficient to approve an RPT at a general meetidg the other hand, a large amount of
ownership rights decreases the controlling shadeln@l incentive to use RPTs for tunneling

purposes.

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

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

11 An alternative explanation for RPTs is coinsurabeawveen companies that operate within the samiedsss
group. Several studies empirically support thiothigKhanna and Yafeh, 2005; Jian and Wong, 20i0);Shi
and Wang, 2013).
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on a firm’s market value and a negative effect lom ltkelihood of RPTs. To overcome the
endogeneity between RPTs, FLCG quality and perfaomaBlack, Kim, Jang, and Park (2015)
capitalize on a South Korean reform requiring lacgmpanies to improve their FLCG quality
and show that, around the time the new legislattas announced, the cumulative abnormal

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

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

RPTSs. In the current paper, | examine this hypaghes

4. Methodology

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

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

As is common in the literature, | use primarile thiQ as a measurement of performance
(e.g., Durnev and Kim, 2005; Black, Jang, and K2@06). In the robustness tests, | also use
other measures of performance as dependent variabte FLCG quality is measured by
means of the CGI, which is introduced and discugsé&bhen (2020a), and which is described

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

Equation 1.

In(TQ;t) = Bo + P1* CGl;r + P, * CGl;r * Post + B3 x Age; + By * Size;; + fs *
Leverage;; + ay + a, * §; +y; + &,
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whereli, j, andt denote indexes for firm, industry, and year, retipely; the variable3Q, CGl,
Age Size andLeverageare calculated for a firmin yeart as defined in Table 2Postis a
dummy variable that takes the value of 1 for therg2011-2014 and 0 otherwisedenotes
time fixed-effects to capture shocks that affettra firms in yeat; ¢ is an industry dummy
variable; o*6 denotes interaction variables that capture thecefbf shocks that occur in
industryj in yeart; y denotes firm fixed-effects that capture the unolesk heterogeneity of
firm i.

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

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

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

to as “the alternative explanations”).

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

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

Therefore, | define the poorly governed firms pgrm as a treated group and the well-

governed firms pre-reform as a control group, amdthe following fixed-effects regression:

Equation 2.

Ln(TQi,t) = fo + P1 * CGI;; + B2 * Low CGI 3997-2010,; * Post + B3 * Age; + Ba *

Size;; + Ps x Leverage;; + ar + ay * §; + y; + &,

where theLow CGl 20072010 iS @ dummy variable that takes the value of héf average CGI
scores in the pre-reform years of a firm lower than the median CGI score in those yaads

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

The variable of interest isow CGl20072016*P0St which captures the effect of the country-

level reforms on the TQ of the treated group reéatd the control groutf. | expect 5, to be

13 Chhaocchharia and Grinstein (2007) apply the satienale to check the effect of FLCG improvements
firm performance. They show that firms that werssleompliant with SOX rules exhibited greater abradr
returns around the time this legislation was angednSimilarly, Ahern and Dittmar (2012) examine #ffect

on firm performance of a legislation that requifieths to have at least 40% female board membeNoirway,
using the pre-quota cross-sectional variation enpgkrcentage of women on board to instrument thag in
board composition after the legislation.

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

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

the complementarity hypothesis | would exp@gcto be positive.

To further examine the relation between CLCG ah@@, | adopt the assumption of the
previous literature that, before the country-levelorms, a predominant mechanism for
minority-shareholder expropriation was the RPTaus[Iin the pre-reform years, | would expect
FLCG quality to be negatively correlated with thember and volume of RPTs. Under the
substitution rationale, in the post-reform yearsestor-protection is contingent not on the
FLCG quality but on the higher CLCG standard. Adaagly, the difference between poorly

and well governed firms in the number and volum®&BfT's is expected to decline.

| examine this issue using the following fixed-etferegression:

Equation 3.

RPT;; = Bo + B1 * CGl; ¢ + By x CGl; x Post + B3 x Age;  + By * Size; ¢ + fs *
Leverage;: + B¢ * ROA;; + a; + ay * §; +v; + &

| run this equation with two versions of the degemt variable that are calculated as
presented in Table 2:n(RPT volume)and RPT numberCGI, Age Size Leverage Post
Industry, a, 6, andy are defined as in Equation ROAIs calculated as defined in Table 2. |
expectp; to be significantly negative. Additionally, | exgies, to be significantly positive if

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

this point with the following fixed-effects regress:

Equation 4.

RPT;; = Bo + B1 * CGl;t + By *x Low CGI 3007-2010,i * Post + P35 x Age;; + P4 * Size;; +
Ps * Leverage;; + P¢ * ROA; + ay + a; x 6; + y; + &t

where the variables are as defined in EquationeXpkctf, to be significantly negative if
CLCG and FLCG are substitutes and insignificath#y are complements. As in Equation 2
above, in an alternative version of Equation 4plaee thd.ow CGl2p07-2010variable with the
CGl 20072010 variable. Under the substitution hypothesis, theer theCGI 20072010 Variable,
the greater the improvement in the investor praiactuality and the decrease in tunneling
activities through RPTSs, post-reform. That [, is expected to be positive. Under the

complementarity hypothesis | would expggtto be insignificant.

Finally, I examine whether a channel of the pesbim increase in the TQ of the treated
group, under the substitution hypothesis, is theadese in tunneling through RPTs. | examine

this point using a two stage approach with theofeihg regression:

Equation 5.

In(TQ;¢) = Bo + 1 * CGI; ¢ + B, x RPT Prediction by Low CGI 3007-2010i¢ + P3 *
RPT Prediction by Low CGI 007-2010,i,t * POSt + P4 * Age; ¢ + Bs * Size; ¢ + B¢ *
Leverage;: + B7 * ROA;; + a; + a, * §; +v; + &,
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whereRPT Prediction by Low CGbo7—2010iS the predictedn(RPT Volume)calculated in the
first stage based on Equation 4. The other expdayaariables are the control variables from
the first stage thus tHRPT Prediction by Low CGho7-2010variable captures the effect, pre-
reform, of the excess RPTs that are predictedHertteated group obn(TQ) and theRPT
Prediction by Low CGioo7-20185P0st captures the change in the effect post-refortheRPTs
were used, pre-reform, by the treated group fonéling purposes, | would expegj to be
negative. If the substitution between CLCG and FLIEG the treated group to decrease its
tunneling activity through RPTSs, | would expgstto be positive and the total effect of RPTs
onLn(TQ) that isB,+S5 to be insignificant. | repeat the analysis WRRT Prediction by CGI
2007-2010 Variable which is the predicteéch(RPT Volume)calculated based on Equation 4 with
the continuous variabléSGl 2007-2010andCGl 2007201 P0OSt as explanatories.

5. Sample and Data

The sample analyzed in this paper is a panel offmancial publicly traded Israeli firms
for the years 2007—2014. | start with a group @& fidms that were traded on the TA 100 index
or the TA MidCap index during at least some ofyhars in the course of that period. | exclude
the following firms from the sample: 32 financiatnfis; 65 dual firms listed in US stock
exchanges, where the legal requirements on CGQuasgamntially different from those in Israel
(45 firms in this group are characterized by a elispd ownership structure); five firms with a
dispersed ownership structure, as the CGl is nigded to measure the CG quality in this type
of firms; 15 partnerships; seven firms that wenblmuafter 2010 for them | am not able to
calculate the CGI scores pre-reform, and four fiwhese CGI scores cannot be calculated due
to insufficient information. All together, the irat sample consists of a panel of 120 firms, of
which 35% (41 firms) are in real-estate, 25% ([@®19$) in manufacturing, 17% (21 firms) in
commerce, 14% (17 firms) in technology, and 9%f(dts) are in holdings companies. The
sample represents the distribution of the totalupetton of the Israeli public firms across
industries of which 31% in real-estate, 15% in nfactring, 16% in commerce, 26% in
technology, and 12% in holding companies.
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The database used for calculating the CGI scereand-collected. Its main source is annual
reports, which are publicly available on the MAY A&bsite. Of particular relevance is Chapter
4 of these reports, entitled “Additional Details daeding the Company,” which contains
information on CG, including the directors’ eduoati employment history, and family ties
within the board; board committees and other board#/hich the directors serve; whether a
director is an outside or independent director;nhmmes of the directors employed by the firm;
and details of the firm’s structural ownership.

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

the firms are incomplete.

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

variables such as size and ROA.

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

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

6. Summary Statistics

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

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

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

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

A fixed-effects regression framework can be usely df the variables of interest vary
substantially over time. In what follows, | outlitiee development, during the sample period,

of this study’s three key variables: CGI scoresTRBlume, and RPT numbét.

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

standard deviation of the CGI scores, which is 13.

Figure 1 also presents the cross-sectional vanaif the CGI scores in each of the years

sampled: They remained approximately the samen bdth 2007 and 2014.

Figure 2.1 displays the annual averages of a $ilRPT volume, which is the ratio between
the volume (in NIS) of the RPTs, excluding compdinsa of firmi in yeart and its assets in
each of the years sampled. The average RPT vol@imé&ran ranged between 5% of its assets
in 2007 and 0.6% in 2014, indicating a continuoosviward trend. However, a dramatic
decrease occurred in 2012, following the reform@anf2.5% of a firm’s assets in 2011 to 0.8%
in 2012. In 2013 and 2014, the average RPT volemamed uniformly low.

An analysis of the average RPT number over thesysampled yields similar results, as
presented in Figure 2.2. A downward trend is apgaas of 2009 onward, with a dramatic
decrease in 2012 (from 0.32 transactions in 201.G8 in 2012) and a uniform low in 2013
and 2014.

15| describe the development of the TQ over the $aumeriod in Section 7 below.

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

with those of the well-governed companies. Ratttas, trend seems to reflect a shift of the entifél Gcore

distribution over time. Hence, a decrease in thssisectional correlation between the CGI scordsaayg output

variable across the sample period cannot be exquldiy a decrease in the CGI scores’ variation.
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Figures 3.1 and 3.2 display the average volumenanaber of RPTs in 2007-2010 and in
2011-2014. The figures indicate a statistically asdnomically significant decrease in the
RPT volume, from 3.8% of a firm’s assets in 2007:2@® 1.7% in 2011-2014. A significant
decrease occurred also in the average RPT nunmber, (.5 in 2007-2010 to 0.1 in 2011—
2014. These figures are consistent with a deciieas@neling via RPTs after the country-level

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

7. Results

Are FLCG and CLCG substitutes or complements?

Figures 4.1-4.8 show the cross-sectional corozldtetween CGI scores (x axis) and the
TQ values (y axis) in 2007-2014. In 2007-2010 (Fegut.1-4.4), the CGI scores are positively
associated with TQ, but this correlation disappea011-2014 (Figures 4.5-4.8).

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

on Ln(TQ)became statistically and economically insignificpost-reform.

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

in the treated group increased in value in the-pefsirm years.

17 The specific calculation of the effect on TQ ofiacrease of one standard deviation in the CGlesisog?04°2 —
1) % 100 = 4.1.
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Figure 5 presents the evolvement of the anbo@l Q) averages for the treated and control
groups over the years sampled. Pre-reform, theageén(TQ) of the control group is higher
than that of the treated group. Moreover, a pdréiénd is observed between the average
Ln(TQ) of the two groups until 2010. In line with the saego whereby, in the treated group,
the country-level reforms substituted for the irgute FLCG mechanisms, the gap between
the averagén(TQ) of the firms in the two groups began to decreaaduglly as of 2011 and
disappeared altogether by 2013.

The case for the substitution scenario is furthgported by a multivariate analysis. The
coefficient ofLow CGl2007-2016POSt, in a regression as in Equation 2, is positivesaguificant
(Column 3 in Table 5). This indicates that, in gost-reform years, the treated group increased
in value relative to the control group. The reswlids even after including the control variables
used in Equation 2 (Column 4). The effect of thgrahent with higher investor protection
standards after the reforms is also economicatjgiscant: post-reform, the average increase
in TQ among the treated group was higher by 9%pan that of the control group. As indicated
in Column 5, the results also hold even after mptathe binaryLow CGI 2007-201dPost
variable with the continuou€Gl 2007201dPoOst variable: the coefficient is negative and
significant, namely, the lower the CGI score ofrenfbefore the reforms, the greater the post-

reform increase in value.

Next, | use Equation 3 to examine whether firmigjranent with the high CLCG standard
resulted in a decline in tunneling through RPTse Tésults of this test, presented in Table 6,
are consistent with the hypothesis that RPTs wessl o divert assets from the company,
insofar as pre-reform, one can observe a significagative effect exerted I§GI onLn(RPT
Volume)(Column 1) and oRPT NumbefColumn 5). No substantial change occurred in the
results after including the control variables inuBtion 3 (Columns 2 and 6). The negative
effect is also economically significant since aar@gase of one standard deviation in the CGI
scores is correlated with a decrease of 19°4369%) in the RPT volume (number). Consistent
with the hypothesis that the country-level reforoesstrained the CSHs in poorly governed

firms from tunneling through RPTSs, the coefficieatsheCGI*Postvariables are significantly

18 The precise calculation ®°%°°1* — 1) 100 = 9.6.
19 The precise calculation is %216 — 1) = 100 = —19.9.
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positive for Ln(RPT Volume)Columns 1 and 2) an&PT Number(Columns 5 and 6).
Accordingly, the post-reform effect GGl on the volume and number of RPTs is insignificant.

Next, | use the DID approach, as in Equation 4/eidfy that the post-reform pattern of the
decrease in RPTs is consistent with the substittigothesis. The results, displayed in Table
6, support this rationale. Negative and statidicsilgnificant coefficients oL.ow CGI 2007
2016°Post were obtained in the regressions with Em¢RPT Volumeand theRPT Numbeis
dependent variables (Columns 3 and 7, respectivEhat is, the volume and number of RPTs
decreased post-reform to a greater extent amongtréaed group. This effect is also
economically significant: the volume (number) of BPamong the treated group decreased
post-reform by 50.098 (13.6%) more relative to the control group. Adtie analysis above,
the conclusion of substitution holds even aftelaeipng theLow CGl 2007-2015'Post variable
with the CGI 20072018 Post variable (Column 4 fobn(RPT Volumeand Column 8 foRPT
Numbej.

| examine whether the post-reform decrease irRIA€s among the treated group occurred
on account of a reduction in the volume of new RR.€s the ones that were approved, for the
first time, at the general meeting of a firm in lea¢ the sample years (henceforth, “new RPT
volume”) or the ongoing RPTSs, i.e., those that wagproved pre-reform and were paid out in
annual instalments in each of the following yedrsngeforth, “existing RPT volume?}.To
this end, | run two fixed-effects regressions,ragquation 4, with then(New RPT Volume)
and theLn(Existing RPT Volumegs dependent variables, respectively. The requrksented
in Table 7, indicate that the coefficients lafw CGI 20072018 P0st (CGI 2007-2015Post) are
negatively (positively) significant for both kind$ RPTs. That is, the volume of RPTs among
the treated group decreased in the post-refornsydapugh limiting the approval of new RPTs

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

Finally, 1 use a two stage approach, as in Eqodiioto examine whether the post-reform

decrease in RPTs among the treated group is a ehahiits post-reform increase in TQ.

20 The precise calculation is {937 — 1) = 100 = —50.0.

21 For example, rent transactiomsccording to a 2011 reform, firms are requiredeapprove all existing RPTs
within three years of the previous approval. Hemadeer the country-level reforms, | would expect tlolume of
the existing RPTs to decline.
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Specifically, in the first stage | calculate tRET Prediction by Low CGbozz2010and theRPT
Prediction by CGhkooz2010 Variables based on the coefficients in Table 6uols 3 and 4,
respectively. In the second stage | follow Equaboend regreskn(TQ) on those predictions
of the RPTs’ volume. The results of the secondestag presented in Table 8. Consistent with
the assumption that RPTs were a major mechanissmareholder expropriation among the
treated group, | find in the second stage a negaind statistically significant effect of tR€T
Prediction by Low CGiooz20100nLNn(TQ)(Column 1). The excess volume of pre-reform RPTs
that are predicted for the treated group, is cateel with a discount of 15.5%in TQ in
comparison to the control group. Post-reform, follty the decrease in the RPTSs, the discount
in the TQ of the treated group that is attributeBPTs, disappeared: the sum of the coefficients
of theRPT Prediction by Low CGhboz2010and theRPT Prediction by Low CGboz201'Post
variables is insignificant. The results hold alsthwhe RPT Prediction by CGlooz2010that is
calculated in the first stage with the continuoasiablesCGI 20072010 andCGI 20072016 Post
(Column 2 in Table 8).

Overall, my findings corroborate the following seeio. Before the country-level reforms,
RPTs served as a platform for minority-shareholebgoropriation. Poorly governed firms
carried out more RPTSs, thereby lowering their vdtuaghe minority shareholders, as reflected
in these firms’ lower TQ. The country-level reforrkgned these firms’ investor protection
with a higher standard, irrespective of their lol0& quality. Accordingly, the lower a firm’s
FLCG quality pre-reform, the greater the improvetriarits investor-protection, the decrease
in its RPTs, and the increase in its TQ after threfgrms. Ultimately, after the country-level
reforms, the average difference between well amdlpgoverned firms in terms of TQ, as well

as RPT volume and number, became insignificant.

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

This section examines the aspects of FLCG that walostituted by CLCG after the country-

level reforms?® | posit that a certain aspect of FLCG can be cmsid as supplanted by the

22 The precise calculation ig (1% — 1) * 100 = —15.5.
2 The importance of recognizing the specific aspetE_CG that drive the correlation between the ELquality
and outcome variables is demonstrated in sevendiest. Bebchuk, Cohen, and Ferrell (2009) show tiwat
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CLCG if the following four conditions are satisfigfirst, such an aspect had to be positively
(negatively) correlated with TQ (RPTs) before teorms went into effect (henceforth, “the
first condition”). Second, this correlation decred®r disappeared altogether after the reforms
went into effect ( “the second condition”). Thitte firms with the lowest quality of this FLCG
aspect pre-reform increased (decreased) in TQ (R#0B$-reform relative to the firms with the
best quality of this aspect pre-reform ( “the thox@hdition”). Fourth, the predicted additional
RPTs of the firms with the pre-reform lowest quabf this aspect, are negatively correlated

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

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

weighted average of the CGIl components that mealsese aspects.

To examine the first and the second conditionmggresd.n(TQ) andLn(RPT Volume)n
fixed-effects regressions, as in Equations 1 ande8pectively. However, in each of the
regressions that | run for either of these varigblereplaceCGl by another variable that
represents the quality of a specific FLCG aspeotpfievent an omitted-variable bias, each
regression includes also a control variable whictiné equally weighted average of the values

of the remaining CGI components, that is, thoséwlese not used to calculate the score of the

positive effect on firm performance of the CG indéa&veloped by Gompers Ishii and Metrick (2003geserated
by a single sub-group of components that measerexttent to which the management is entrenchedréowy

to Black, De Carvalho, Khanna, Kim, and Yurtogl618b), the governance aspect that consistentlygisachlue
for firms in emerging markets is disclosure.

26



FLCG aspect in the given regression. The resutikate that, pre-reform, each of the FLCG
aspects above, besides board independence, hguifecant positive effect ohn(TQ) (Table
9) and a negative effect wm(RPT Volume{Table 10), and that both these effects disappeare
in the post-reform years. The effectBdard Independencen Ln(TQ)andLn(RPT Volume)
has the expected signs: positive Eo(TQ) and negative foLn(RPT Volumehowever, it is

statistically significant only foLn(TQ)

To examine the third condition, | define as dumragiables_ow Board Independenceoz
2016, Low Board Qualificationsooz2016 Low Outside Directors Qualificationgoz201g andLow
Board Committeeooz2010 Each of these four variables takes the value ibtle pre-reform
average score of the FLCG aspect it measures v lthan the median score in this period, and
0 otherwise. Then, | implement the DID approachinasquations 2 and 4, to regrdsgTQ)
and Ln(RPT Volume)respectively, each on a different interactionnaein one of the four
dummy variables above and tRestvariable. | expect to observe a post-reform TQT&P
increase (decrease) for the firms with the lowestrpform quality of a FLCG aspect that was
supplanted by the CLCG. Alternatively, | regrds§TQ) and Ln(RPT Volumekach on a
different interaction between one of the continugasablesBoard Independencgoz201q
Board Qualification®ooz2019 Outside Directors Qualificationsoz201g andBoard Committee
20072016 Which are the pre-reform average score of eadcheoFLCG aspects, with thHeost
variable. As above, to prevent an omitted-variddies, each regression includes also a control
variable which is the equally weighted averagehef values of the CGIl components, pre-
reform, that were not used to calculate the scotheoFLCG aspect in the given regression. |
expect to find that the lower the pre-reform saufra FLCG aspect that was substituted by the
CLCG, the greater the post-reform TQ (RPTs) in@ddscrease).

The results in Tables 11 and 12 indicate thatRb€G aspects that were substituted by
CLCG are the quality of the board committees arel flercentage of qualified directors,
especially outside directors, serving on the boamnd its committees. In particular, the
coefficients ofLow Outside Directors Qualificationgoz2018PostandLow Board Committee
2007201 POst are positive and significant in the regressionglmch Ln(TQ)is the dependent
variable (Columns 5 and 7 of Table 11) and negatnesignificant in the regressions in which
Ln(RPT Volume)s the dependent variable (Columns 5 and 7 of @4Rl). Consistent with

27



those results, | find that the coefficientsuitside Directors Qualificationsozz201dPost and
Board Committeeooz201POSt are negative in the regressions in which tn¢TQ) is the
dependent variable (Columns 6 and 8 in Table Hgudh only the coefficient oBoard
Committeenoz2018PoOst is statistically significant, and significantly gitve in the regressions
in whichLn(RPT Volumeis the dependent variable (Columns 6 and 8 ind &h).

To examine the fourth condition, | use, in thetfgtage, the coefficients from the regressions
of Ln(RPT Volumedn a different interaction of each of thew Board Independeneeoz201q
Low Board Qualificationsooz2019 Low Outside Directors Qualificationsoz201g andLow
Board Committeeooz2010variables and thBostvariable presented in Table 12, and calculate
the RPT Prediction by Board Independenge-2010 RPT Prediction by Board Qualifications
20072010 RPT Prediction by Outside Directors Qualificatiofasz2019 and theRPT Prediction
by Board Committegoz2010variables as predictions bh(RPT Volume)in the second stage,
| follow Equation 5 and regress(TQ)on each of the predictions loh(RPT Volumeand their
interactions with théPostvariable. The results in Table 13, support thechumion that the
FLCG aspects that were substituted by the CLCGrareguality of the board committees and
the percentage of qualified outside directors sgrvon the board and its committees.
Specifically, | find in the second stage a nega#ind significant effect dRPT Prediction by
Outside Directors Qualificationsoz2010 andRPT Prediction by Board Committg@z 2019 ON

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

8. Robustness Checks

Alternative versions of the corporate governanaein

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

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

A” components.

Second, following Lauterbach and Shahmoon (2018%tend the “CGI extended version
A” components by adding the following two additibnamponents (henceforth “CGIl extended
version B”): the firm published its financial statents report earlier than the legally stipulated
date; and the firm declared a dividend pofit§ach of these components takes the value of 1
for the affirmative and O otherwise. | calculate @G| Extended Version Bariable as an

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

Third, | replace the CGIl components that are aatévo the outside directors with those
pertaining to the independent directors (henceft@tBl with independent directors”). Within
the CGl, the outside directors are consideredasofpmost supervisors of CSHs. However, the
CSHs are also monitored by the independent dirg€tdoreover, as is demonstrated in Cohen
(2020a), the average percentage of independetalisson the boards of Israeli firms increased
significantly during the years sampled. Hence, $og exclusively on the outside directors
may lead to a miscalculation of the true level dfoard’'s independence. | calculate @@l
with Independent Directorgariable as an equally weighted average of theevaf the “CGlI

with independent directors” components.

24 These components were used only for robustneskstend were not included in the CGI since theynarte
part of the FLCG mechanisms but represent an owgafrRLCG quality.

% The independence level of independent and outsiéetdrs is in principle similar. However, unlikeritside

directors, the dismissal of an independent direistoot subject to the majority of the minorityewdnd therefore
independent directors are may be considered |lekpéndent than outside directors (see also in Bebahd

Hamdani, 2016).
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Finally, I build two additional alternative index¢hat differ from the CGlI in the method of
aggregating the components into a single scorthdrfirst such alternative index (henceforth
“CGlI Aggregation by Dimensiof)sthe aggregation is performed in two stagescuating a
score for each CGI dimension as an equally weiglaeerage of its components, and
calculating the CGI score as an equally weightesdaye of the dimensional scores (as, e.g., in
Black, Jang, and Kim, 2006). For the second altermandex (henceforthCGIl Aggregation
by PCA), | aggregate the CGIl components’ scores intarra’$ overall CGIl score using a

principal component analysis.

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

Exit effect in an unbalanced panel

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

power of the CGl in terms of TQ.

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

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

decreased after the country-level reforms wentafiect, as is the case with the TQ.

To test these assumptions, | run fixed-effectseggjons withViarket to Book ratipROA
andSales Growtlas the dependent variables, as in Equation 1rdshdts, presented in Table
15, indicate that, pre-reform, a positive and gigant correlation obtained betwe@tI and
each of the alternative outcomes, and that thisetadron disappeared in 2011-2014.

Alternative definitions of the post variable

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

on account of the reforms.

In this connection, Figure 5 reveals a parallehdr operating on the TQ of the poorly- and
well-governed firms pre-reform, in the years 2000:2, which disappears from 2011 onward.

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

| define thePost2009-2010as @ dummy variable that takes the value of tHeryears 2009—
2010 and 0 otherwise. Similarly, | define a dumrmayiablePost2013-2014that takes the value of

1 for the years 2013-2014 and 0 otherwise. If imasfin the treated group began to increase
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in value before the country-level reforms went ieffect, | would expect two results. The first
Is a decrease in the effect of the CGI scores orthEQbegan already during the pre-reform
years, expressed as a negative and significantideet of the interaction variableGIl* Post
200920100 & regression as in Equation 1 for the years 2P0%0. The second result would be a
positive and significant coefficient of the intetiaa variableLow CGl2007-2013"P0St 2009-2010

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

| would expect the coefficient of the interactioarrableLow CGl 2007201 P0St 2013-2014in &
regression for the years 2011-2014, as in Equatiom be positive and significant.

The results, presented in Table 16, indicate tthatcoefficient is not significant in any of
the four interaction variables enumerated above.rébults hold even after replacing the binary
variableLow CGl 20072010 With the continuous variabl@Gl 20072010 (Columns 5 and 6). That
is, there is no evidence either that a pre-refoom-parallel trend operated in both the treated
and the control groups, or that the convergencedsst the two groups’ TQ began long after

the country-level reforms went into effect.

Long-term effect of the substitution between CLG&GRLCG

The analysis so far does not shed light on thg-term effect of the country-level reforms.
It is possible, for example, that the 2011-2014dase in TQ among the firms in the treated
group was driven by a substitution effect that tptdce only in 2012 and disappeared in 2013
or in 2014. To verify that the substitution effegterated in the long term, i.e., throughout the
entire sample period, | regrdss(TQ)onLow CGlz0072016Postas in Equation 2 for the sample
period excluding the years 2011-2012. Twav CGl 20072018 POst variable thus examines
whether the TQ of the firms in the treated groupre@ased in 2013-2014 relative to the TQ of
the control group. The results, presented in TaBleindicate that the coefficient bbw CGI

2007-2016'POSt is positive and significant, that is that the gsitbson effect operated in the long
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term. Using theCGl 20072010 Variable instead of.ow CGI 20072010 Variable yields a similar

conclusion (Column 3).

The effect of overrequlation costs

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

Following Bruno and Claessens (2010), | assumetligaoverregulation costs in the post-
reform years are expected to be greater amongrthe With the best pre-reform governance.
| define theCGl 2007-2010Above 6 Valueas a dummy variable that takes the value of 1Her t
firms whose pre-reform CGI score was above the &due and 0 for the firms whose pre-
reform CGI score was between thé®3shd the 6% values. Excluded from the sample are the
firms whose pre-reform CGI score was lower thardBigvalue, and for which the increase in
the TQ due to the substitution effect is expectelde the greatest. Next, | regrésgTQ)in a
fixed-effects regression, as in Equation 2, butaep the interaction variableow CGl 2007
201d"Post with the interaction variablEGI 2007-2010Above 61 Value*Post If the country-level
reforms generated overregulation costs, | expeetQBl 20072010 Above 6% Value*Post
coefficient to be negative and significant. In fabe results in Column 1 of Table 18 indicate
that this coefficient is insignificant, ruling otlte possibility that the results of my analyses are

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

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

of the overregulation costs. Then, | define @@l 20072010Below 38 Valuedummy variable

33



that takes the value of 1 if the pre-reform CGlrsoaf a firm is lower than the 33salue and

0 if it is between the 38and 61 values. Finally, | regredsn(TQ) as in Equation 2, but replace
the interaction variableow CGl20072018*Post with the interaction variabl€GI 2007-2010Below
33" value *Postthat captures the post-reform change in TQ ambaditms with the worst
governance in the pre-reform years. | consider thiange to represent the effect of the
substitution between CLCG and FLCG. As displaye@atumn 2 of Table 18, the results are
consistent with the substitution hypothesis: T@! 20072010Below 3% Value*Postcoefficient

is positive and significant.

9. Conclusions

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

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

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

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

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

effect.

26 All the more so as a board of directors has twanmales: monitoring and advising (Adams and Feare2007).
CLCG mechanisms may substitute for the board’s aslesupervisor, but they cannot replace the bosrd a
strategic adviser to management.
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Figure 1. The Average CGI Scores in 2007-2014
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The figure presents the yearly average of the C@iesc CGI scores are the firm’'s corporate governanoees that are
calculated based on the index proposed in Cohe20€)0The scores are calculated based on a sarnfgieaeli public
companies that were traded on the TA 100 indexhofFA MidCap index during at least some of the y&@7 to 2014.
The average CGlI score in year t that is differemtnfthe average CGI score in year t-1 at signifiedegels of 1%, 5%,
and 10% is indicated by ***, ** * respectively.
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Figure 2.1 The Average RPT Volume in 2007-2014
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The figure presents the average volume of RPTsathee carried out by a sample of Israeli
firms in each of the years 2007-2014. The RPT veldion a firm is calculated as the ratio
between the volume (in NIS) of RPTs, excluding conga¢ion, and the book value of the
firm's assets. The average RPT volume is calculatesbd on a sample of Israeli public
companies that were traded on the TA 100 indexdrdMidCap index during at least some
of the years 2007 to 2014.

Figure 2.2 The Average RPT Number in 2007-2014
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The figure presents the average number of RPTdudirng compensation, that were
approved by a sample of Israeli firms at a geneeting in each of the years 2007-2014.
The average RPT number is calculated based on desafsraeli public companies that
were traded on the TA 100 index or on TA MidCap indering at least some of the years
2007 to 2014. The average number of RPTs in yiat is different from the average number
in year t-1 at significance levels of 1%, 5%, afédlis indicated by ***, ** * respectively.
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Figure 3.1: The Average RPT Volume in 2007-2010 and 2011-2014
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The figure presents the average volume of RPTsntbed carried out by a sample of Israeli
firms in the period 2007-2010 and in the period12@D14. The RPT volume for a firm is
calculated as the ratio between the volume (in Bf$s RPTs, excluding compensation, and
the book value of its assets. The average RPT volamalculated based on a sample of
Israeli public companies that were traded on thelT8.index or on TA MidCap index during
at least some of the years 2007 to 2014. The azaralgme of RPTs in the period 2011—
2014 that is different from the volume in the pdrD07-2010 at significance levels of 1%,
5%, and 10% is indicated by ***, ** * respectiyel

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

0.6
0.5
0.4
0.3

0.2
0.1***

2007-2010 2011-2014

0.1

0.0

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

least some of the years 2007 to 2014. The avenagber of RPTs in the period 2011-2014
that is different from the number in the period 262010 at significance levels of 1%, 5%,
and 10% is indicated by ***, ** * respectively.
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Figure 4.1: CGI Scores and Ln(TQ) in 2007 Figure 4.5: CGI Scores and Ln(TQ) in 2011
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Figure 4.3: CGI Scores and Ln(TQ) in 2009 Figure 4.7: CGI Scores and Ln(TQ) in 2013
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Figure 4.4: CGI Scores and Ln(TQ) in 2010 Figure 4.8: CGI Scores and Ln(TQ) in 2014
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The figures show the cross-sectional correlatidmvéen the CGI scores aha(TQ)in each of the years 2007-2014. The correlatioascalculated based on a
sample of Israeli public companies that were traoiethe TA 100 index or on TA MidCap index durirtdeast some of the years 2007 to 2014. CGl idithes

corporate governance scores that are calculatesti lmasthe index proposed in Cohen (2020aJTQ) s calculated as the natural logarithm of the ‘Braverage
market value during the three days after the firstatements were published plus the book valtleeodebt, divided by the book value of the assets

47




Figure 5: The 2007-2014 Average Ln(TQ) of Firms with igh and Low CG Quality in 2007-2010
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The figure presents the evolution of the avelagd@ Q) as calculated based on a sample of Israeli pabligpanies that were
traded on the TA 100 index or on TA MidCap indexindgrat least some of the years 2007 to 2014. TheageLn(TQ) are

calculated for two groupgre-reform well governed firmandpre-reform poorly governed firm®re-reform well governed
firms are the firms whose average CGI scores in the @p@007-2010 were higher than the median CGI scaifeose years.
Pre-reform poorly governed firnae the firms whose average CGl scores in thes\2@07-2010 were lower than the median

CGl score in those yealsn(TQ)is calculated as the natural logarithm of the firaverage market value during the three days

after the financial statements were published giesbook value of the debt, divided by the boolugadbf the asset€Gl
scores are the firm’s corporate governance schegsate calculated based on the index proposedhierC(2020a).
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Table 1. Israeli Corporate Governance Legal Reforms Eacted in 2007-2014

Reform Year Provisions
Firm-level Reforms
Financial Statements 2010 The reform requires public firms to estabédinancial statements committee. The financial
Committee Reform statements committee is responsible for advisiegbttard on critical issues that arise in the
course of preparing financial statements, includiregaccounting policy adopted by the firm;
completeness of disclosure; assessments used parmg financial statements; the
reasonability of the assumptions underlying assetett valuations; and internal auditing
activities relevant to preparing financial statetsen
Amendment 16 2011 The reform intends to improve board and acmlihmittee independence by restricting the
Reform chairman from serving as the firm’'s CEO; requirthg audit committee’s chairman to be an
outside director; requiring all outside directarsserve on the audit committee; requiring the
majority of directors on the audit committee toibdependent; and prohibiting dependent
directors from serving on the audit committee.
The reform requires the firm to establish a comp8as committee. The compensation
Amendment 20 2012 committee is responsible for recommending a cornguérs policy to the board and
Reform supervising its implementation.
Country-level Reforms
2010 The establishment of the Court for Econonffais.
The Law for 2011 The law enables the ISA to sanction certadfations of Securities Law requirements in the
Improvement of the administrative track.
Enforcement Process
Amendment 16 2011 The amendment increases the required minimemeptage of “for” votes of minority
Reform shareholders from a third of the minority to a migjoof the minority in order for an RPT to
be approved at the general meeting. Additionatis, Aamendment requires continuous RPTSs,
which are RPTs that were approved in a certain gadrwhose cash flow is paid in each of
the following years, to be reapproved at the gdmaesting every three years.
Amendment 20 2012 The amendment requires the firm to approvenapensation policy at the general meeting.

Reform

The approval is conditional on the support of aargj of the minority shareholders.
Additionally, the amendment increases the requimitimal percentage of “for” votes of
minority shareholders from a third of the minoritya majority of the minority in order for
non-controlling shareholder compensation to be @t at the general meeting.
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Table 2. Definitions of the Main Variables

Variable

Definition

Tobin’s C

CGl

CGl 2007-2010

Low CGI 2007-2010

Board Independence

Board Qualifications

Outside Directors Qualifications

Board Committee

CGI Extended Version A

CGI Extended Version B

CGI with Independent Directors

CGI Aggregation by Dimensions

CGI Aggregation by PCA

RPT Volume

RPT Number

ROA
Sales Growth
Age

Size
Leverage
Industry

The average market value of the firm during the¢hdays after the financial statements were pudgish
plus the book value of the debt, divided by thekoealue of the assets. In the regressions in tpepl use

the natural log of Tobin's Q.

The firm’s corporate governance scores as calalilased on the index proposed in Cohen (2020#)eln
regressions in the present paper | use the CGlstioat are normalized to an average of 0 and aatdn
deviation of 1.

The average CGlI scores of a firm in the period 2Q079.

A dummy variable that takes the value of 1 for frwhose the average CGI scores in the period 2@0B-2
were below the median score in those years anbédwise.

The equally weighted average of the CGI componératismheasure board independence.

The equally weighted average of the CGI componératismheasure board qualifications.

The equally weighted average of the CGIl componédrds measure the percentage of qualified outside
directors on the board and its committees.

The equally weighted average of the CGl componératsmheasure the independence and the qualifications
of the board committees.

The firm’s corporate governance scores calculatsgdh on the components that are included in the CGI
plus three additional components that measurentfepiendence of the internal auditor.

The firm’s corporate governance scores calculatsgd on the components that are included in the CGl,
plus three additional components that measurentfiepiendence of the internal auditor, plus two aaithd
components that check whether the firm has a diddmlicy and whether the firm publishes its finahc
statements earlier than the legally stipulated.date

The firm’s corporate governance scores calculatsgd on the components that are included in the CGl,
with the components of the CGI targeting outsidealors replaced by components targeting indepénden
directors

The firm’s corporate governance scores calculatsgd on the components that are included in the CGI.
The aggregation is performed in two stages: cdlitigaa score for each CGI dimension as an equally
weighted average of its components, and calculdliegCGI score as an equally weighted average of the
dimensional scores

The firm’s corporate governance scores calculasedh on the components that are included in the CGI.
The components are aggregated into the firm’'s @Gilesbased on a principal component analysis.

The ratio between the volume (in NIS) of RPTs, edialg compensation, that are carried out by a firm
year t and the book value of the firm’s assetshénregressions in the present paper | use theahétg of
RPT volume.

The number of RPTs, excluding compensation, that wpproved at the general meeting of a specific fi

in year t.

The operating profits normalized by the book valfithe firm's assets.

The sales of a firm in year t, divided by its safegear t-1 minus 1.

The number of months during which the firm had bpehlic. In the regressions in the present papesel

the natural log of age.

The book value of the firm's assets. In the redoessin the present paper | use the natural logjzet.

The book value of long-term liabilities divided the book value of the firm’s assets.

Industry dummy variables that are defined basetivordigit TASE codes.
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Table 3. The Yearly Samples

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

2007 120 6 0 114 101

2008 120 5 0 115 103

2009 120 4 1 115 103

2010 120 0 2 118 106

2011 120 0 12 108 97

2012 120 0 18 102 92

2013 120 0 26 94 85

2014 120 0 28 92 82

The table presents the yearly samples used istidly. | started with a group of 248 Israeli firtreded on the TA 100 Index or the TA
MidCap Index for at least some of the years betva®)¥ and 2014. From this sample | removed 32 filahficms, 65 dual firms, five
firms characterized by dispersed ownership strestuts partnerships, seven firms that went puliéc 2010 for them | am not able to
calculate the pre-reform CGI scores, and four fiforswhich data were insufficient for calculatingsCscores. The resulting initial
sample comprised 120 firms. From that sample, &@heof the years sampled, | deducted firms that wehlic either during or after
that year and firms that went private before thestryin order to obtain the final sample for cadtinlg the CGI scores. From that final
CGI sample, | deducted firms for which data werelffisient in regard to the RPTs that they had eatrbut, in order to get the final
sample for calculating the number and the volumthefRPTs.
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Table 4. Descriptive Statistics

Average Median Min Max Standard Deviation
TQ 1.17 1.01 0.47 7.15 0.54
Cal 51 51 13 89 16
ROA 0.08 0.07 -0.67 0.84 0.09
Sales Growth 0.06 0.07 -0.90 3.27 0.60
Age (years) 18.76 17.04 0.85 85.00 13.81
Size (trillion NIS) 6.64 1.66 0.05 131.18 14.43
Leverage 0.33 0.34 0.00 0.89 0.21

The table presents descriptive statistics of thimwariables used in this papdiQ is the average market value
of the firm during the three days after the finahstatements were published plus the book valubeofiebt,
divided by the book value of the ass&&l is the firm’s corporate governance scores as knlibased on the
index proposed in Cohen (2020BJOAis the operating profits normalized by the bookigaf the firm’s assets.
Sales Growtlis the sales of a firm in year t, divided by ides in year t-1 minus Ageis the number of months
during which the firm had been publBizeis the book value of the firm's assdteverages the book value of
the long-term liabilities divided by the book valokthe firm’'s assets.
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Table 5. Fixed Effects Regressions of Ln(TQ) on the AG

Depemd Variable: Ln(TQ)

(1) 2 (3 (4) (5)
CGl 0.0382*** 0.0402*** 0.0020 0.0054 0.0018
(0.014) (0.013) (0.012) (0.012) (0.013)
CGI*Post -0.0644*** -0.0610%**
(0.019) (0.017)
Low CGl 2007-2015Post 0.0908*** 0.0914***
(0.032) (0.032)
CGl 2007-2016Post -0.0445**
(0.020)
Ln(Age) 0.0138 0.0065 0.0167
(0.036) (0.037) (0.037)
Ln(Size) -0.1331*** -0.1359%** -0.1349%**
(0.033) (0.030) (0.033)
Leverage 0.6165*** 0.6171*** 0.6273***
(0.174) (0.172) (0.174)
Year Fixed Effects Yes Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes Yes
R”2 Adjusted 0.208 0.324 0.196 0.315 0.312
Firm-Year Observations 747 747 747 747 747

The table reports the coefficients of fixed-effagtgressions in which the dependent variable({FQ)in the years 2007-2014n(TQ)is calculated

as the natural logarithm of the firm’s average mawalue during the three days after the finarstiatements were published plus the book value of
the debt, divided by the book value of the asse®l. is the firm’s corporate governance score whictaisulated based on the index proposed in
Cohen (2020a) and is normalized to an average oflGasstandard deviation of Rostis a dummy variable that takes the value of lttieryears
2011-2014 and 0 otherwiSEGI 2007-2010is the average CGI score of a firm in the peri6872-2010Low CGl20072010is a dummy variable that
takes the value of 1 for a firm who&&I 2007-2010was below the median score in the period 2007-20H00 otherwise_n(Age)is the natural
logarithm of the number of months during which finen had been publid;.n(Siz@ is the natural logarithm of the book value of finm'’s assets;
Leverageis the book value of long-term liabilities dividegt the book value of the firm’s assdtsdustryis the industry dummy variables that are
defined based on two-digit TASE codes. Standamteare clustered by firm and appear in parenth@bessymbols *, **, *** indicate significance
levels for 10%, 5%, and 1%, respectively.
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Table 6. Fixed Effects Regressions of Ln(RPT Volum@nd RPT Number on the CGI

Dependent Variable: Ln(RPT Volume) Dependent Variable: RPT Number
(1) (2 (3) (4) (5) (6) (7) (8)
Cal -0.2125* -0.2216** 0.0121 0.0601 -0.0372* -0.0386* 0.0171 0.0325
(0.122) (0.108) (0.100) (0.123) (0.023) (0.023) (0.021) (0.021)
CGIl*Post 0.3673** 0.3623** 0.0706** 0.0665**
(0.181) (0.181) (0.030) (0.029)
Low CGl 2007-2016Post -0.6937* -0.1364**
(0.381) (0.068)
CGl 2007-2015P oSt 0.3713* 0.0567**
(0.190) (0.029)
Ln(Age) -0.2810 -0.0172 -0.0534 0.0791 0.1492* 0.1398*
(0.456) (0.430) (0.435) (0.069) (0.081) (0.081)
Ln(Size) -0.1486 -0.2830 -0.2630 0.0197 0.0074 0.0105
(0.420) (0.426) (0.418) (0.061) (0.065) (0.064)
Leverage -0.2343 0.6348 0.5179 -0.0631 -0.1652 -0.1681
(1.465) (1.446) (1.433) (0.199) (0.204) (0.204)
ROA 3.0231* 3.1430* 3.1362* 1.0786** 0.7025* 0.7192*
(1.726) (1.720) (1.733) (0.554) (0.424) (0.424)
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
R”2 Adjusted 0.082 0.090 0.1036 0.1040 0.099 0.121 0.095 0.093
Firm-Year Observations 660 660 660 660 660 660 660 660

In Columns 1-4, the table reports the coefficiait®ur fixed-effects regressions in which the degent variable iEn(RPT Volumejn the years 2007-2014, while in Columns 5-8,
the coefficients of four fixed-effects regressiagmsvhich the dependent variableR®T Numbein the years 2007-2014. The variabt§RPT Volumejs the natural logarithm of the
ratio between the volume (in NIS) of related-paransactions, excluding compensation, and the able of the firm’s assets. The variaBRET numbeis the number of the related-
party transactions, excluding compensation, thagwapproved at the general meeting of a specificifi year tCGl is the firm’s corporate governance score whidataisulated based
on the index proposed in Cohen (2020a) and is riaetbeto an average of 0 and a standard deviatidn Postis a dummy variable that takes the value of ltHeryears 2011-2014
and 0 otherwiseCGl 2007-2010iS the average CGI score of a firm in the perio@722010Low CGl2o0072010iS @ dummy variable that takes the value of 1 fima whoseCGl 2007-2010
was below the median score in the period 2007—-2000 otherwisd.n(Age)is the natural logarithm of the number of monthsr which the firm had been publicn(Siz¢ is the
natural logarithm of the book value of the firmssatsi everages the book value of the long-term liabilities idied by the book value of the firm’s assets; R@Ais the operating
profits normalized by the book value of the firmssetsindustryis the industry dummy variables that are definasill on two-digit TASE codes. Standard errorslastared by firm
and appear in parentheses. The symbols *, ** #dicate significance levels for 10%, 5%, and 1%peetively.

54



Table 7. Fixed Effects Regressions of Ln(RPT Volumenahe CGI

Dependent Variable: Ln(New RPT Volume) Ln(Existing RPT Volume)
(1) (2 €) (4)
Low CGl 20072016*Post -0.5614* -0.4944*
(0.318) (0.294)
CGl 2007-2016Post 0.2829* 0.2373*
(0.159) (0.132)
CGl 0.0602 0.0798 0.0399 0.0546
(0.114) (0.117) (0.076) (0.082)
Ln(Age) 0.7449* 0.7369* -0.5556* -0.5626*
(0.434) (0.439) (0.328) (0.333)
Ln(Size) -0.6020 -0.5650 0.2317 0.2652
(0.491) (0.488) (0.265) (0.270)
Leverage -0.4795 -0.5600 0.6595 0.5929
(1.363) (1.360) (0.640) (0.652)
ROA 2.6293* 2.6000* -0.0724 -0.0927
(1.588) (1.572) (0.634) (0.643)
Year Fixed Effects Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes
R”2 Adjusted 0.113 0.113 0.109 0.107
Firm-Year Observations 660 660 660 660

The table reports the coefficients of fixed-effeetgressions for the years 2007-2014. In ColummalRathe dependent variable
is Ln(New RPT volume)which is the natural logarithm of the ratio beémwethe volume (in NIS) of related-party transaction
excluding compensation, that were approved fofiteetime at the general meeting of a specifimfin year t, and the book value
of the firm’s assets. In Columns 3 and 4, the dependariable id.n(Existing RPT volumeyhich is the natural logarithm of the
ratio between the volume of continuous RPTs, exndompensation, that were approved at the genegating of a specific
firm before 2011 and were paid out in each of thiofing years, and the book value of the firm'sets.CGl is the firm’'s
corporate governance score which is calculateddoasehe index proposed in Cohen (2020a) and is alared to an average of
0 and a standard deviation ofQGI 2007-2010iS the average CGlI score of a firm in the peri6872-2010Low CGl20072010iS a
dummy variable that takes the value of 1 for a fwtroseCGl 2007-2010was below the median score in the period 2007—-20t0

0 otherwisePostis a dummy variable that takes the value of ltfieryears 2011-2014 and 0 otherwisa(Age)is the natural
logarithm of the number of months during which finen had been publid;.n(Siz¢ is the natural logarithm of the book value of
the firm’s assetd;everages the book value of the long-term liabilities idied by the book value of the firm’s assets; &@Ais
the operating profits normalized by the book vadfithe firm’s assetdndustryis the industry dummy variables that are defined
based on two-digit TASE codes. Standard errorglastered by firm and appear in parentheses. Timbslg *, **, *** indicate
significance levels for 10%, 5%, and 1%, respebtive
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Table 8. Fixed Effects Regressions of Ln(TQ) on the Bdictions of Ln(RPT Volume)

Depemt Variable: Ln(TQ)

(1) 2)

RPT Prediction by Low CGlooz2010 -0.1690**
(0.0712)
RPT Prediction by Low CGlooz-2010 *Post 0.1281***
(0.040)
RPT Prediction by CGlooz2010 -0.0962*
(0.063)
RPT Prediction by CGlooz2016*Post 0.1326***
(0.038)
Cal -0.0080 -0.0020
(0.015) (0.014)
Ln(Age) -0.0116 -0.0149
(0.046) (0.048)
Ln(Size) -0.2248*** -0.2023***
(0.061) (0.057)
Leverage 0.7179*** 0.6695***
(0.157) (0.162)
ROA 1.3953%** 1.1448***
(0.348) (0.306)
Year Fixed Effects Yes Yes
Firm Fixed Effects Yes Yes
Industry-Year Fixed Effects Yes Yes
R”"2 Adjusted 0.4211 0.4204
Firm-Year Observations 660 660

The table reports the coefficients of fixed-effemgressions for the years 2007-2014 in which #yeddent variable is
Ln(TQ) Ln(TQ)is calculated as the natural logarithm of the Braverage market value during the three days tifesiinancial
statements were published plus the book valuesodéft, divided by the book value of the assets.vHniablefRPT Prediction

by Low CGl2o0072010 andRPT Prediction by CGiloo7-2010are the predictions afn(RPT Volumejhat are calculated based on
the coefficients in Table 6 Columns 3 and 4, respelgt Ln(RPT Volume)s the natural logarithm of the ratio between the
volume (in NIS) of related-party transactions, exithg compensation, and the book value of the fragsetsCGl 2007-2010iS

the average CGl score of a firm in the period 2Q02-0.Low CGl20072010iS @ dummy variable that takes the value of 1 for a
firm whoseCGl 2007-2000was below the median score in the period 2007—2000 otherwiseCGl is the firm’'s corporate
governance scores that are calculated based dndixe proposed in Cohen (2020a) and is normaliaezhtaverage of 0 and
a standard deviation of Postis a dummy variable that takes the value of XtHeryears 2011-2014 and 0 otherwisgAge)

is the natural logarithm of the number of montharduwhich the firm had been publicn(Sizé is the natural logarithm of
the book value of the firm’'s asset®verageis the book value of the long-term liabilities idied by the book value of the
firm’s assets; anBOAIs the operating profits normalized by the boolueadf the firm’s assetindustryis the industry dummy
variables that are defined based on two-digit TAB#8es. Standard errors are clustered by firm apdan parentheses. The
symbols *, ** *** indicate significance levels fat0%, 5%, and 1%, respectively.
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Table 9. Fixed Effects Regressions of Ln(TQ) on Diffent Aspects of the CGl

Dependent Variable: Ln(TQ)

1) (2 3) 4)
Board Independence 0.0183*
(0.012)
Board Independence*Post -0.0433**
(0.018)
CGI Minus Board Independence 0.0502***
(0.013)
(CGI Minus Board Independence)*Post -0.0446%***
(0.012)
Board Qualifications 0.0559***
(0.018)
Board Qualifications*Post -0.0816***
(0.024)
CGI Minus Board Qualifications 0.0163
(0.015)
(CGI Minus Board Qualifications)*Post -0.0457**
(0.022)
Outside Directors Qualifications 0.0531***
(0.016)
Outside Directors Qualifications *Post -0.0765***
(0.021)
CGI Minus Outside Directors Qualifications 0.0264*
(0.014)
(CGI Minus Outside Directors Qualifications)*Post -0.0413**
(0.021)
Board Committee 0.0357***
(0.012)
Board Committee*Post -0.0622***
(0.016)
CGI Minus Board Committee 0.0182
(0.013)
(CGI Minus Board Committee)*Post -0.0144
(0.014)
Ln(Age) 0.0163 0.0168 0.0143 0.0095
(0.036) (0.036) (0.037) (0.037)
Ln(Size) -0.1346*** -0.1344**=* -0.1333*** -0.13471%**
(0.031) (0.033) (0.033) (0.033)
Leverage 0.6137%** 0.6061*** 0.6146%** 0.6171%**
(0.167) (0.170) (0.172) (0.173)
Year Fixed Effects Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes
R”2 Adjusted 0.332 0.328 0.324 0.330
Firm-Year Observations 747 747 747 747

The table reports the coefficients of fixed-effegtgressions in which the dependent variablen{3Q)in the years 2007-2014n(TQ)is calculated as
the natural logarithm of the average market vafuta® firm during the three days after the finahstatements were published plus the book value of
the debt, divided by the book value of the asSdts.variable®oard Independence, Board Qualifications, Outside®ors Qualificationsand Board
Committeeare calculated as the equally-weighted averagdeheofCGl components that measure board independboeed qualifications, outside
directors’ qualifications, and board committeespeztively, of a firm in yeart. The variable<CGI Minus Board Independencg€GI Minus Board
Qualifications, CGI Minus Outside Directors Qualdtions,andCGI Minus Board Committeare calculated as the equally-weighted averagéseof
CGI components that were not used in calculatingBbard Independence, Board Qualifications, Outsidee®ors Qualifications,and Board
Committeevariables, respectively. CGl is the firm’s corpergbvernance scores that are calculated basee amdex proposed in Cohen (2020Rst

is a dummy variable that takes the value of 1Herytears 2011-2014 and 0 otherwisgAge)is the natural logarithm of the number of montbsr
which the firm had been publitn(Siz¢ is the natural logarithm of the book value of flie's assetsleverageis the book value of the long-term
liabilities divided by the book value of the firmé&ssetsindustryis the industry dummy variables that are definaedeld on two-digit TASE codes.
Standard errors are clustered by firm and appepaiientheses. The symbols *, **, *** indicate sificénce levels for 10%, 5%, and 1%, respectively.
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Table 10. Fixed Effects Regressions of Ln(RPT Volumehdifferent Aspects of the CGI

Dependent Variable: Ln{RT Volume)

1) (2 3) 4)
Board Independence -0.0740
(0.145)
Board Independence *Post 0.2522
(0.195)
CGI Minus Board Independence -0.3262**
(0.168)
(CGI Minus Board Independence)*Post 0.2975
(0.223)
Board Qualifications -0.2928*
(0.180)
Board Qualifications *Post 0.4399**
(0.226)
CGI Minus Board Qualifications -0.0762
(0.212)
(CGI Minus Board Qualifications)*Post 0.0779
(0.292)
Outside Directors Qualifications -0.2977**
(0.151)
Outside Directors Qualifications *Post 0.4488**
(0.219)
CGI Minus Outside Directors Qualifications 0.1006
(0.213)
(CGI Minus Outside Directors Qualifications)*Post -0.0653
(0.226)
Board Committee -0.3029**
(0.149)
Board Committee *Post 0.4933***
(0.193)
CGI Minus Board Committee -0.0361
(0.177)
(CGI Minus Board Committee)*Post 0.0031
(0.194)
Ln(Age) -0.2997 -0.2984 -0.2747 -0.2441
(0.487) (0.472) (0.453) (0.462)
Ln(Size) -0.1505 -0.1431 -0.1654 -0.1500
(0.432) (0.429) (0.415) (0.409)
Leverage 0.2914 -0.2565 -0.4189 -0.3565
(1.439) (1.433) (1.419) (1.410)
ROA 3.1880** 3.1199* 3.1119* 3.1060*
(1.699) (1.704) (2.709) (1.702)
Year Fixed Effects Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes
R"2 Adjusted 0.093 0.094 0.096 0.094
Firm-Year Observations 660 660 660 660
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The table reports the coefficients of fixed-effegressions in which the dependent variableniRPT Volume)n the years 2007-2014n(RPT
Volume)is the natural logarithm of the ratio betweenbiime (in NIS) of related-party transactions, exilsthg compensation, and the book value
of the firm's assets. The variablBeard Independence, Board Qualifications, Outsidte@ors Qualificationsand Board Committeare calculated
as the equally-weighted averages of the CGl comperibat measure board independence, board qutbfisa outside directors’ qualifications, and
board committees, respectively, of a firrim yeart. The variableCGI Minus Board IndependencgGI Minus Board Qualifications, CGl Minus
Outside Directors QualificationgndCGI Minus Board Committegre calculated as the equally-weighted averagdsedf Gl components that were
not used in calculating tigoard Independence, Board Qualifications, Outsidtle®ors Qualificationsand Board Committeeariables, respectively.
CGl is the firm's corporate governance scores thatalculated based on the index proposed in C{#@20a).Postis a dummy variable that takes
the value of 1 for the years 2011-2014 and 0 ofiserivn(Age)is the natural logarithm of the number of monthsirty which the firm had been
public; Ln(Siz¢@ is the natural logarithm of the book value of finm’s assets|.everageis the book value of the long-term liabilities idied by the
book value of the firm’s assets; aR®DAIs the operating profits normalized by the bookueabf the firm’'s asseténdustryis the industry dummy
variables that are defined based on two-digit TABHes. Standard errors are clustered by firm apéapn parentheses. The symbols *, **, ***
indicate significance levels for 10%, 5%, and 1é&spectively.
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Table 11. Fixed Effects Regressions of Ln(TQ) on éhCGl

Dependent Vabie: Ln(TQ)

(1) (2) (3) (4) (5) (6) (1) (8)
Low Board Independencgor-2013Post 0.0209

(0.029)
Board Independencgo7-201§Post -0.0070

(0.018)
(CGI Minus Board Independencgpr-2016Post -0.0427***
(0.017)
Low Board Qualificationgoo7-2016Post 0.0676**
(0.035)
Board Qualificationgoo7-2016Post -0.0323**
(0.017)
(CGI Minus Board Qualificationg)po7-2016Post -0.0199
(0.019)
Low Outside Directors Qualificationsoz-2016Post 0.0890***
(0.032)
Outside Directors Qualificationsoz-201§Post -0.0150
(0.018)
(CGI Minus Outside Directors Qualificationgpz-2018Post -0.0354*
(0.021)
Low Board Committe@oo7-2016Post 0.0915%**
(0.036)
Board Committe@oo7-201Post -0.0421**
(0.020)
(CGI Minus Board Committeepoz-201Post -0.0120
(0.016)

Cal 0.0111 0.0016 0.0084 0.0021 0.0084 0.0014 0.0045 0.0002

(0.012) (0.013) (0.012) (0.013) (0.012) (0.013) (0.012) (0.013)
Ln(Age) 0.0115 0.0157 0.0115 0.0169 0.0052 0.0176 0.0041 0.0126

(0.039) (0.037) (0.038) (0.037) (0.038) (0.037) (0.038) (0.039)
Ln(Size) -0.1360*** -0.1347*** -0.1318*** -0.1346*** -0.1301*** -0.1358*** -0.1328*** -0.1356***

(0.033) (0.032) (0.032) (0.033) (0.032) (0.033) (0.031) (0.033)
Leverage 0.6114*** 0.6304*** 0.6247*** 0.6261*** 0.6267*** 0.6297*** 0.6337*** 0.6373***

(0.175) (0.172) (0.173) (0.174) (0.173) (0.175) (0.172) (0.173)
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
R”2 Adjusted 0.300 0.314 0.307 0.313 0.314 0.313 0.315 0.315
Firm-Year Observations 747 747 747 747 747 747 747 747
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The table reports the coefficients of fixed-efferggressions in which the dependent variablen{§ Q) in the period 2007-2014n(TQ) is
calculated as the natural logarithm of the averageket value of the firm during the three daysratfte financial statements were published
plus the book value of the debt, divided by thekbealue of the assets. The variabiBEmrd Independencegor-2019 Board Qualificationgoor-
2010 Outside Directors Qualificationsoz-2010 andBoard Committeeoor-2010are the equally-weighted averages of the CGI corapts that
measure board independence, board qualificatiatside directors’ qualifications, and board comedt, respectively, of a firm in the years
2007-2010. Each of tHeow Board Independeneenr-2019 Low Board Qualificationsoo7-2019 Low Outside Directors Qualificationsoz-2019
and Low Board Committeeno7-2010iS @ dummy variable that takes 1 for a firm whtse value ofBoard Independencspor-2010 Board
Qualificationszoo7-2019 Outside Directors Qualificationsor-201¢ andBoard Committeeoor-2019 respectively, is lower than the median value
in 2007-2010 and 0 otherwise. The varial@l€d Minus Board Independeng®z-2019 CGl Minus Board Qualificationsoo7-201¢ CGIl Minus
Outside Directors Qualificationsoz-2019 and CGl Minus Board Committegor-2010are calculated as the equally-weighted averagéiseof
CGI components in the years 2007-2010 that weraised in calculating thBoard Independencgor-2019 Board Qualificationsoo7-201¢
Outside Directors Qualificationsoz-201¢ andBoard Committeeoo7-2010variables, respectivel£Gl is the firm’'s corporate governance score
which is calculated based on the index proposétbimen (2020a) and is normalized to an average nfiGaastandard deviation of Rostis

a dummy variable that takes the value of 1 forydars 2011-2014 and 0 otherwise(Age)is the natural logarithm of the number of months
during which the firm had been publio)(Siz¢ is the natural logarithm of the book value of finm’s assetsleverages the book value of
the long-term liabilities divided by the book valokthe firm's assetdndustryis the industry dummy variables that are definageld on
two-digit TASE codes. Standard errors are clustegefirm and appear in parentheses. The symbots *** indicate significance levels
for 10%, 5%, and 1%, respectively.
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Table 12. Fixed Effects Regressions of Ln(RPT Volue) on the CGI

Dependent Variablen(RPT Volume)

1) (2) (3) (4) (5) (6) (7) (8)
Low Board Independencgor-2013Post -0.0479

(0.320)
Board Independencgo7-201§Post -0.0013

(0.185)
(CGI Minus Board Independencpr-2016Post 0.4064**
(0.200)
Low Board Qualificationgoo7-2016Post -1.1258***
(0.364)
Board Qualificationgoo7-2016Post 0.5274**
(0.235)
(CGI Minus Board Qualificationg)po7-2016Post -0.1064
(0.191)
Low Outside Directors Qualificationsoz-2016Post -0.8970**
(0.406)
Outside Directors Qualificationsoz-201§Post 0.7548***
(0.274)
(CGI Minus Outside Directors Qualificationgpz-2018Post -0.2654
(0.226)
Low Board Committe@oo7-2016Post -0.7755**
(0.398)
Board Committe@oo7-201Post 0.5260**
(0.222)
(CGI Minus Board Committeepoz-201Post -0.0073
(0.181)

CaGl -0.0361 0.0630 0.0479 0.0429 0.0241 0.0304 0.0267 0.0721

(0.115) (0.125) (0.118) (0.126) (0.119) (0.128) (0.114) (0.124)
Ln(Age) -0.0680 -0.0332 -0.0082 -0.0473 -0.0026 -0.0269 0.0241 -0.0101

(0.441) (0.444) (0.418) (0.432) (0.431) (0.408) (0.421) (0.421)
Ln(Size) -0.2299 -0.2833 -0.3699 -0.3169 -0.3277 -0.3852 -0.3158 -0.2832

(0.424) (0.416) (0.391) (0.411) (0.400) (0.385) (0.415) (0.407)
Leverage 0.5920 0.4118 0.4529 0.4923 0.4027 0.2782 0.3484 0.1493

(1.445) (1.421) (1.385) (1.416) (1.429) (1.343) (1.454) (1.387)
ROA 3.3937** 3.2212** 2.9648* 3.1794* 3.0833* 3.1675* 2.9982* 3.2136*

(1.717) (1.682) (1.685) (1.673) (2.773) (1.703) (1.747) (1.704)
Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes Yes Yes Yes Yes
R”"2 Adjusted 0.097 0.1059 0.1132 0.1092 0.1075 0.1184 0.1049 09a.1
Firm-Year Observations 660 660 660 660 660 660 660 660
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The table reports the coefficients of fixed-effaetgressions in which the dependent variadl@{&PT Volumeln the years 2007-2014n(RPT
Volume)is the natural logarithm of the ratio betweenbkime (in NIS) of related-party transactions, existhg compensation, and the book
value of the firm’s assets. The variabBzard Independencgor-2019 Board Qualificationsoor-2010 Outside Directors Qualificationsor-2019
andBoard Committeeoor-2010are the equally-weighted averages of the CGI compizrthat measure board independence, board gatbfis,
outside directors’ qualifications, and board coneeis, respectively, of a firm in the years 2007-2@ach of thd.ow Board Independence
2007-2019 Low Board Qualificationsoor-2019 Low Outside Directors Qualificationsor-2019 andLow Board Committeso7-2010is a dummy variable
that takes 1 for a firm whose the valueBafard Independencgor-2019 Board Qualificationoo7-2010 Outside Directors Qualificationsoz-201¢
and Board Committeeoo7-2019 respectively, is lower than the median value 872010 and 0 otherwise. The variabB| Minus Board
Independencenor-201¢ CGl Minus Board Qualificationsoo7-201¢ CGI Minus Outside Directors Qualificationso7-2010 and CGl Minus Board
Committeexooz-2010are calculated as the equally-weighted averagaheofCGl components in the years 2007-2010 thaé wet used in
calculating theBoard Independencgor-2019 Board Qualificationsoo-2019 Outside Directors Qualificationsoz-2019 andBoard Committeeoor-
2010 variables, respectivel£Gl is the firm’s corporate governance score whiataisulated based on the index proposed in Cohe20g)tand

is normalized to an average of 0 and a standanaitil@v of 1.Postis a dummy variable that takes the value of ltHeryears 2011-2014 and 0
otherwiseLn(Age)is the natural logarithm of the number of monthary which the firm had been publicn(Siz¢ is the natural logarithm of
the book value of the firm's asset®verageis the book value of the long-term liabilities idied by the book value of the firm's assets; and
ROA:Is the operating profits normalized by the boolkueabf the firm’s asseténdustryis the industry dummy variables that are definasell
on two-digit TASE codes. Standard errors are ctastdy firm and appear in parentheses. The synmtbéts *** indicate significance levels
for 10%, 5%, and 1%, respectively.
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Table 13. Fixed Effects Regressions of Ln(TQ) on ferent Predictions of Ln(RPT Volume) as Calculatedwith Different Aspects of the CGl

Dependent Variable: Ln(TQ)

1) 2 (©)] 4
RPT Prediction by Board Independeneg-2010 1.0297

(0.774)
RPT Prediction by Board Independeneag-2016Post 0.1436***

(0.040)
RPT Prediction by Board Qualificatioa®7-2010 -0.1212%**

(0.047)
RPT Prediction by Board Qualificatiobsz-2015Post 0.0959***
(0.033)
RPT Prediction by Outside Directors Qualificatieb-2010 -0.1334***
(0.052)
RPT Prediction by Outside Directors Qualificatietg-2016Post 0.1097***
(0.037)
RPT Prediction by Board Committeg7-2010 -0.1181*
(0.065)
RPT Prediction by Board Committeg@z-2013Post 0.1189***
(0.037)

Cal 0.0346 -0.0064 -00076 -0.0065

(0.030) (0.014) (0.014) (0.015)
Ln(Age) 0.0631 -0.0043 -0.0049 0.0019

(0.070) (0.047) (0.046) (0.046)
Ln(Size) -0.1469** -0.2153*** -0.2170*** -0.2110***

(0.061) (0.059) (0.059) (0.061)
Leverage 0.6774%= 0.6835*** 0.6869*** 0.6724%**

(0.162) (0.162) (0.161) (0.155)
ROA 0.6403 1.2746*** 1.3034*** 1.2318***

(0.658) (0.296) (0.299) (0.323)
Year Fixed Effects Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes
R”"2 Adjusted 0.434 0.418 0.419 0.418
Firm-Year Observations 660 660 660 660
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The table reports the coefficients of fixed-effe@gressions in which the dependent variabln{§ Q) in the years 2007-2014n(TQ) is
calculated as the natural logarithm of the averageket value of the firm during the three daysratfte financial statements were published
plus the book value of the debt, divided by thelbealue of the assets. The variabRRT Prediction by Board Independeneg-201¢ RPT
Prediction by Board Qualificationsoo7-2019 RPT Prediction by Outside Directors Qualificatioms7-201¢ andRPT Prediction by Board
Committeexor-2010are the predictions an(RPT Volumejhat are calculated based on the coefficients in@as 1, 3, 5, and 7 of Table
12, in which theLow Board Independenceor-2019 Low Board Qualificationoo7-201¢ Low Outside Directors Qualificationso7-2010 and
Low Board Committeeoor-201¢ respectively, are included as explanatories. Hicthe Low Board Independencgor-2019 Low Board
Qualificationszo07-201 Low Outside Directors Qualificationsoz-201¢ andLow Board Committegoor-2010is @ dummy variable that takes 1
for a firm whose the value of board independenoard qualifications, outside directors qualificaspand board committee, respectively,
in the years 2007-2010 is lower than the mediamevial those years and 0 otherwise. The scoresasfiliodependence, board qualifications,
outside directors qualifications, and board comemnitare calculated as the equally-weighted averbfeedCGI components that measure
board independence, board qualifications, outsicebrs’ qualifications, and board committeespestively, of a firmi in yeart. CGl is
the firm’s corporate governance score which isudated based on the index proposed in Cohen (2G&2@hjs normalized to an average of
0 and a standard deviation ofPlostis a dummy variable that takes the value of ItHeryears 2011-2014 and 0 otherwlsgAge)is the
natural logarithm of the number of months duringahiithe firm had been publitn(Siz¢ is the natural logarithm of the book value of the
firm’s assetsl everagds the book value of the long-term liabilities idied by the book value of the firm's assets; R@Ais the operating
profits normalized by the book value of the firra'ssetslndustryis the industry dummy variables that are definasill on two-digit TASE
codes. Standard errors are clustered by firm apdayn parentheses. The symbols *, **, *** indieatignificance levels for 10%, 5%, and
1%, respectively.

65



Table 14. Fixed Effects Regressions of Ln(TQ) ontaknative Versions of CGI

Dependent Variable: Ln(TQ)

(1) (2) (3) (4) (5) (6)
CGlI Extended Version A 0.0334***

(0.013)
CGl Extended Version A*Post -0.0507***

(0.018)
CGlI Extended Version B 0.0327***

(0.013)
CGI Extended Version B*Post -0.0471***
(0.017)
CGl with Independent Directors 0.0385***
(0.014)
CGl with Independent Directors*Post -0.0512***
(0.016)
CGI Aggregation by Dimensions 0.0281*
(0.014)
CGI Aggregation by Dimensions*Post -0.0235*
(0.014)
CGl Aggregation by PCA 0.0409***
(0.0112)
CGI Aggregation by PCA*Post -0.0717%**
(0.017)
Cal 0.0450%***
(0.017)
CGI*Post -0.0691***
(0.021)

Ln(Age) 0.0131 0.0163 0.0135 -0.0083 0.0035 0.0046

(0.038) (0.038) (0.037) (0.033) (0.036) (0.046)
Ln(Size) -0.1330%*** -0.1312%** -0.1365*** -0.1430*** -0.1355*** -0.1235***

(0.034) (0.034) (0.033) (0.033) (0.032) (0.042)
Leverage 0.6179*** 0.6252*** 0.6427*** 0.6460*** 0.6275*** 0.7026***

(0.175) (0.175) (0.176) (0.173) (0.1712) (0.211)
Year Fixed Effects Yes Yes Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes Yes Yes
R”2 Adjusted 0.316 0.314 0.318 0.314 0.332 0.317
Firm-Year Observations 747 747 747 747 747 592
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The table reports the coefficients of fixed-effegressions in which the dependent variablen(§ Q) in the period 2007-2014n(TQ) is
calculated as the natural logarithm of the averageket value of the firm during the three daysratte financial statements were published
plus the book value of the debt, divided by thekbealue of the asset&€GI Extended Version & the firm’'s corporate governance scores
calculated based on the components that are intindbe CGl plus three additional components thedsare the independence of the internal
auditor; CGI Extended Version B the firm’s corporate governance scores calcdlatesed on the components that are included iC@le
plus three additional components that measurenttepiendence of the internal auditor, plus two @mtid components that check whether
the firm has a dividend policy and whether the fipublishes its financial statements earlier tham lggally stipulated dateCGl with
Independent Directorss the firm’s corporate governance scores caledlitased on the components that are included i€@le with the
CGI components targeting outside directors replégedomponents targeting independent directGf3| Aggregation by Dimensiornis the
firm’s corporate governance scores calculated basetthe components that are included in the CGé aggregation is performed in two
stages: calculating a score for each CGI dimenssoanaequally weighted average of its components,caiculating the CGI score as an
equally weighted average of the dimensional sca@@&d.Aggregation by PC#s the firm’s corporate governance scores calcdlatsed on
the components that are included in the CGI. Thepoorents are aggregated into the firm's CGI scoredan a principal component analysis.
Column 6 reports the coefficients of variables ifixad-effects regression, run based on a balanaegpke.Postis a dummy variable that
takes the value of 1 for the years 2011-2014 aotth€wise CGl is the firm’s corporate governance score whictaisulated based on the
index proposed in Cohen (2020a) and is normalizexhtaverage of O and a standard deviation dfri{Age)is the natural logarithm of the
number of months during which the firm had beenlipuhn(Siz@ is the natural logarithm of the book value of fine’'s assetsl everages

the book value of the long-term liabilities divideg the book value of the firm's asselisdustryis the industry dummy variables that are
defined based on two-digit TASE codes. Standardremre clustered by firm and appear in parenthd$es symbols *, **, *** indicate
significance levels for 10%, 5%, and 1%, respebtive
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Table 15. Fixed Effects Regressions of Different Outenes on the CGI

Dependent Variable: Market to Book ratio ROA Sales Growth
1) ) 3)
CaGl 0.0692*** 0.0012*** 0.0841*
(0.021) (0.001) (0.039)
CGI*Post -0.0849*** -0.0010* -0.0720**
(0.026) (0.001) (0.038)
Ln(Age) 0.0711 -0.0135 -0.1181
(0.066) (0.019) (0.155)
Ln(Size) -0.1435*** 0.0567*** 0.2857*
(0.042) (0.016) (0.173)
Leverage -0.4084** -0.1367*** 0.0002
(0.187) (0.055) (0.623)
Year Fixed Effects Yes Yes Yes
Firm Fixed Effects Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes
R”"2 Adjusted 0.298 0.203 0.067
Firm-Year Observations 747 747 747

The table reports the results of fixed-effects esgions for the years 2007-2014. Column 1 repbascoefficients of a
regression in which the dependent variablglésket to Book ratipColumn 2 reports the coefficient in a regressiomwhich
the dependent variable is ROA; and Column 3 reghesoefficients of a regression in which the dejeen variable iSales
Growth Market to Book ratids calculated as the average market value of the during the three days after the financial
statements were published, divided by the bookevafithe asset®OAis calculated as the operating profits normalizgd
the book value of the firm's assefales Growthis calculated as the sales of a specific firmeant, divided by its sales in
year t-1 minus 1CGl is the firm’'s corporate governance score whichakulated based on the index proposed in Cohen
(2020a) and is normalized to an average of 0 asstdradard deviation of Postis a dummy variable that takes the value of 1
for the years 2011-2014 and 0 otherwisgAge)is the natural logarithm of the number of montherfy which the firm had
been publicLn(Siz¢ is the natural logarithm of the book value of flim's assets|.everageis the book value of the long-
term liabilities divided by the book value of thenf's assetslndustryis the industry dummy variables that are definasell

on two-digit TASE codes. Standard errors are ctestéy firm and appear in parentheses. The symbdts *** indicate
significance levels for 10%, 5%, and 1%, respebtive
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Table 16. Fixed Effects Regressions of Ln(TQ) witAlternative Definitions of the Post Variable

Dependent Variable: Ln(TQ)

(1) 2 (3 (4) (5) (6)

2007-2010 2011-2014 2007-2010 2011-2014 2007-2010 2011-2014
Cal 0.0441** 0.0005 0.0450*** 0.0163 0.0445*** -0.0176

(0.019) (0.018) (0.017) (0.020) (0.016) (0.021)
CGI* Post2009-2010 0.0004

(0.013)
CGI* Post2013-2014 -0.0325

(0.027)
Low CGl 2007-2018P0St2009-2010 -0.0180
(0.025)
Low CGl 2007-2018P0St2013-2014 0.0637
(0.046)
CGl 20072018 P0OSt2009-2010 0.0030
(0.013)
CGl 20072018 POSt2013-2014 -0.0081
(0.025)

Age 0.1086** -0.1966 0.1103** -0.1968 0.1082 -0.1991

(0.054) (0.146) (0.053) (0.151) (0.054) (0.151)
Size -0.1188*** -0.2814*** -0.1203*** -0.2781*** -0.1189*** -0.2782%**

(0.021) (0.039) (0.021) (0.037) (0.021) (0.039)
Leverage 0.3635*** 1.3739%** 0.3717*** 1.3506*** 0.3655*** 1.3526***

(0.120) (0.525) (0.118) (0.513) (0.120) (0.523)
Year Fixed Effects Yes Yes Yes Yes Yes Yes
Firm Fixed Effects Yes Yes Yes Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes Yes Yes Yes
R”"2 Adjusted 0.424 0.423 0.425 0.425 0.424 0.416
Firm-Year Observations 407 340 407 340 407 340

The table reports the coefficients of fixed-effagtgressions in which the dependent variabls {3 Q). Columns 1, 3 and 5 report the coefficients fregressions for the years 2007—
2010; and Columns 2, 4 and 6 report the coeffisiémm regressions for the years 2011-2Q4TQ)is calculated as the natural logarithm of the agermarket value of the firm
during the three days after the financial statesertre published plus the book value of the dewitled by the book value of the ass&@€l is the firm’'s corporate governance score
which is calculated based on the index proposetbinen (2020a) and is normalized to an averageanfdOa standard deviation of Rost2009-2010is @ dummy variable that takes the
value of 1 for the years 2009—2010 and 0 other#est2o13-2014iS @ dummy variable that takes the value of tHeryears 2013-2014 and O otherwiS&l 2007-2010iS the average CGl
score of a firm in the period 2007-201@w CGlz20072010is @ dummy variable that takes the value of 1 ffima whoseCGl 2007-2010was below the median score in the period 2007—
2010 and 0 otherwis&n(Age)is the natural logarithm of the number of monthsry which the firm had been publicn(Siz@ is the natural logarithm of the book value of tine’'s
assetsl everageis the book value of long-term liabilities divideg the book value of the firm's assdtsdustryis the industry dummy variables that are definaseld on two-digit
TASE codes. Standard errors are clustered by firthegpear in parentheses. The symbols *, **, *digate significance levels for 10%, 5%, and 1%peetively.
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Table 17. The Long Term Effect of the Substitution betwen CLCG and FLCG

Dependent Variable: Ln(TQ)

(1) (2 3)
CaGl 0.0032 0.0043 0.0024
(0.015) (0.015) (0.016)
Low CGl 20072018 Post 0.1279** 0.1259***
(0.055) (0.052)
CGl 2007-2018Post -0.0599**
(0.026)
Age -0.0169 -0.0001
(0.040) (0.040)
Size -0.1353*** -0.1310%**
(0.034) (0.037)
Leverage 0.5365*** 0.5515%**
(0.144) (0.145)
Year Fixed Effects Yes Yes Yes
Firm Fixed Effects Yes Yes Yes
Industry-Year Fixed Effects Yes Yes Yes
R”2 Adjusted 0.209 0.335 0.344
Firm-Year Observations 565 565 565

The table reports the coefficients of fixed-effegressions in which the dependent variableni§ Q) for the years 2007-2014
excluding the years 2011-2012(TQ)is calculated as the natural logarithm of the agemarket value of the firm during the three
days after the financial statements were publigiiesthe book value of the debt, divided by thekbealue of the asset€Gl is the
firm’s corporate governance score which is caleddtased on the index proposed in Cohen (20204} admalized to an average
of 0 and a standard deviation ofPlostis a dummy variable that takes the value of ltlieryears 2011-2014 and 0 otherwiS&il
2007-2010iS the average CGI score of a firm in the perio@872-2010Low CGl20072010iS @ dummy variable that takes the value of 1
for a firm whoseCGl 2007-2010was below the median score in the period 2007-2080 otherwisd.n(Age)is the natural logarithm
of the number of months during which the firm hakib public,Ln(Siz is the natural logarithm of the book value of flie's
assetsieverageis the book value of long-term liabilities dividéyg the book value of the firm's asselisdustryis the industry
dummy variables that are defined based on two-TBE codes. Standard errors are clustered bydimthappear in parentheses.
The symbols *, ** *** indicate significance levefer 10%, 5%, and 1%, respectively.
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Table 18. Fixed Effects Regressions of Ln(TQ) on the QG

Depend&ariable: Ln(TQ)

(1) ()
CaGl 0.0181 -0.0177

(0.014) (0.017)
CGl 2007-2010Above 67 Value*Post -0.0278

(0.037)
CGl 2007-2010Below 33" Value* Post 0.1085**

(0.045)

Age -0.0211 0.0555

(0.040) (0.058)
Size -0.1043*** -0.1731%**

(0.037) (0.049)
Leverage 0.5838** 0.6502***

(0.238) (0.213)
Year Fixed Effects Yes Yes
Firm Fixed Effects Yes Yes
Industry-Year Fixed Effects Yes Yes
R”"2 Adjusted 0.318 0.361
Firm-Year Observations 480 486

The table reports the coefficients of fixed-effegressions in which the dependent variableni§ Q) for the years
2007-2014. The observations in Column 1 are thesfininose average CGlI scores in 2007-2010 are hilgaerthe
3349 value, and in Column 2, the firms whose the avesagres in 2007—2010 are lower than tHegilue.Ln(TQ)is
calculated as the natural logarithm of the averageket value of the firm during the three daysrafite financial
statements were published plus the book valueenéiébt, divided by the book value of the asse®l 2007-2010Above
670 Valueis a dummy variable that takes the value of Jafirm whose the average CGI score in the year3-28010
was above the 87value and 0 otherwis€Gl 2007-2010Below 33 Valueis a dummy variable that takes the value of 1
for a firm whose the average CGlI score in the y2ag7—2010 was below the'88alue and 0 otherwis€Gl is the
firm’s corporate governance score which is cal@ddtased on the index proposed in Cohen (202043 aodmalized
to an average of 0 and a standard deviation Bb&tis a dummy variable that takes the value of lHeryears 2011—
2014 and 0 otherwisen(Age)is the natural logarithm of the number of monthsmy which the firm had been public;
Ln(Siz¢ s the natural logarithm of the book value offin@’s assetst everagds the book value of long-term liabilities
divided by the book value of the firm’s assétslustryis the industry dummy variables that are definas on two-
digit TASE codes. Standard errors are clusterefirbyand appear in parentheses. The symbols *** indicate
significance levels for 10%, 5%, and 1%, respebtive
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Appendix 1. The Corporate Governance Index

The CGI focuses on three dimensions: board indigrere, board qualifications, and control-

cash flow wedge.

| measure board independence by the following aorapts: (a) the percentage of directors on
the board who are CSHs or CSH dependents (direittarsvork in another firm that is controlled
by the same controlling shareholder); (b) wheth8HE or a CSH dependents serve on a board
committee; (c) the percentage of members of thedboa its committees who are outside
directors?’ and (d) whether the board chairman is also tme'$iiCEO or CSH. In addition, | use
two other components to measure the extent to wdicbnflict of interest hinders the board in
monitoring the firm’s management: whether a CSH s&nior executive in the firm; and whether

a firm’s senior manager serves on the compensatiommittee.

The second of the above-mentioned dimensions #&dbqualifications. | measure board
qualifications by the following components: (a) thercentage of directors with financial and
accounting expertise; (b) the percentage of direatdth industry expertise; (c) the percentage of

directors who are familiar with management methadast (d) the board members’ “busyness.”

The third dimension focuses on a characteristia &fm’s structural ownership chain that
incentivizes the CSHSs to expropriate from minoshareholders. | follow previous studies and
consider the control-cash flow wedge as a proxytlier controlling shareholder’s incentive to
expropriate from minority shareholders. To calcelltite wedge, | identify the firm’s ultimate
owner by mapping the firm’s structural ownershipict#® Next, | calculate the ownership rights
attributed to the ultimate owner by multiplying tbenership rights along the firm’s structural
ownership chain. The wedge is calculated as tHerdiice between 100% and the percentage of

ownership rights that the controlling shareholdadhk in the specific firm.

27 The controlling shareholders have a great deahftiience over the appointment of outside directbiewever,
unlike other directors, the decision of an outsldector’'s dismissal is subject to the majoritytied minority rule at
the general meeting of the company’s shareholdEngrefore outside directors are may be considerede m
independent than other directors.

28 By “ultimate owner” | mean a shareholder who hdtifeast 25% of a firm’s shares. Several sharehnsldetween
whom there is a control agreement that their hgsliwill sum up to 25% are considered a single @tarowner.
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Binary components in the CGl, e.g., “whether thaionan is a CSH,” take the values of 1 and
0, for negative and affirmative, respectively. Hoere of continuous components, which are ones
whose values could range between 0 and 1 (excefitdaontrol-cash flow wedge) is normalized
to 1 or 0 based on their respective median valses tareshold® The score of the control-cash
flow wedge is the controlling shareholder’'s owngsights, which increase with the lowering of
the wedge. The firm’s CGI score is calculated as e¢lqually weighted average of the CGI
components’ scores. Table A, presents the compsneciuded in the CGI and the method by

which the score of each component was calculated.

Some of the components included in the CGI arétgtige variables and thus require objective
and unified criteria in order to compare the CGirss across different firms and different years.
Specifically, a director is defined as a “finan@apert” if one of the following criteria is fulfed:

The director has a Ph.D. in finance or economiusdirector is an accountant; the director holds
or has held a senior financial position; or theecior manages or has managed a financial
institution. An “industry expert director” is defd as one who has formal education or practical
experience relevant to the business of the ftifhe “busyness” of a director is measured by the

number of positions she holds in other firms.

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

30 A director in a holding company is considered tabendustry expert if she has financial expertise.
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Table A. The Corporate Governance Index

Dimension Component Score Calculation
Board Percentage of controlling shareholders on the Bbard “0” if higher than the median value, “1” otherwise
Independence Percentage of outside directors on the board “bigher than the median value, “0” otherwise
The chairman is not a controlling shareholder fitue, “0” otherwise
The chairman is not the CEO “1” if true, “0” otherwise
The controlling shareholder is not a senior exeeuiti the firm “1" if true, “0” otherwise
Percentage of outside directors on the audit coraenit “1” if higher than the median value, “0” othéses
Controlling shareholder does not serve on the aitmittee31 “1" if true, “0” otherwise
Financial statements committee exists “1” if true, “0” otherwise
Percentage of outside directors on the financé#éstents committee “1” if higher than the medialuea“0” otherwise
Controlling shareholder does not serve on the firgdustatements committee31 “1" if true, “0” otheswi
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 cosgigam committee31 “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  Percentage of industry expert directors on thedoar “1” if higher than the median value, “0” othereis
Percentage of MBA directors on the board “1” if higher than the median value, “0” otherwise
Directors’ busyness level “0” if higher than the median value, “1” otherwise
Percentage of financial expert outside directorgherboard “1” if higher than the median value, t@herwise
Percentage of industry expert outside directortherboard “1” if higher than the median value, @herwise
Percentage of MBA outside directors on the board if‘bigher than the median value, “0” otherwise
Outside directors’ busyness level “0” if higher than the median value, “1” otherwise
Percentage of financial expert outside directortheraudit committee “1" if higher than the mediatue, “0” otherwise
Percentage of industry expert outside directortheraudit committee “1” if higher than the mediaiue, “0” otherwise

Percentage of financial expert outside directorstioa financial statements“l1” if higher than the median value, “0” otherwise

committee

Percentage of industry expert outside directorstloa financial statements“1” if higher than the median value, “0” otherwise

committee

Percentage of financial expert outside directorthencompensation committee “1” if higher than the median value, “0” otherwise

Percentage of industry expert outside directorhercompensation committee “1” if higher than tedian value, “0” otherwise
Structural Control-cash flow wedge Ownership rights

Ownership

The table describes the components of the CGI. fithexi contains 31 components that measure threendioms of CG quality: board independence, boar
qualifications, and control-cash flow wedge. Akesie components except for those pertaining to @ecdish flow wedge, are assigned a value of 0 hé.
control-cash flow wedge is calculated as the diffiee between 100% and the percentage of multiplietership rights along the ownership chain ungl th
ultimate owner. The score of the control-cash fle@dge is the controlling shareholder’s ownerstgpts. The CGI score for a specific firm is calcathts
an equally weighted average of the components’escdk director with financial expertise is defineslone of the following: a director who has a PlnD.
finance, an accountant, a director who holds orhedg a senior financial position, or a directoronanages or has managed a financial institution. A
industry expert director is defined as one who ddsrmal education or practical experience relevarthe firm’'s business. A director’'s busyness lase
measured as the sum of the positions she holdgher érms. Controlling shareholder is a shareholdko holds at least 25% of a firm's shar8gveral
shareholders between whom there is a control agnetethat their holdings will sum up to 25% are dédesed a single controlling shareholder.

31n calculating this component for a specific firhgonsider the directors that work in another fitmat is controlled
by the same controlling shareholder, as controkingreholders.
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