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Introduction and main results

Following a string of corporate scandals, Enron, Tyco, and WorldCom etc., it is of great
importance to understand how major corporate governance mechanisms affect shareholder wealth
or firm valuation in economic issue. We set out in this study to explore the impact of external
financing needs on firm value and corporate governance, arguing that such a need for external
financing has extremely important impacts on corporate governance, essentially because external
financing can prove to be very costly, largely as a result of asymmetric information. The results
suggest that firms with a need for outside equity could lower their costs of such financing by
seeking out improvements in their overall corporate governance practices. Most of the empirical
literature examines the functional relationship between firm performance and corporate
governance, namely, the market for corporate control (Gompers, Ishii, and Metrick, 2003;
Bebchuk, Cohen, and Ferrell, 2005; Bebchuk and Cohen, 2005; Core, Guay, and Rusticus, 2006).
They document that firms with better governance (widely open to the market for the control)
have higher firm value or higher shareholder right than firms with bad governance. Moreover,
Masulis, Wang, and Xie (2006) and Dittmar and Mahrt-Smith (2007) suggest that weak corporate
governance quality would destruct shareholder value by having inefficient investment decisions
or wasting the value of cash resources. In other words, firms have good corporate governance can
mitigate the conflict of interests between shareholders and managers or alleviate

shareholder-manager agency costs.

This research project currently conducted related studies to the GIM corporate governance
index. The research methods cover many important econometric methods such as the three stage

least square method, self-selection model, mean-variance portfolio spanning test and event study



method. First, this research sets out to investigate the effects of anti-takeover provision on
sentiment beta of firms. The study is to investigate the association between corporate governance
and the individual sentiment beta, the sensitivity of stock returns to market investor sentiment.
The empirical evidence shows that the individual sentiment beta is inversely associated with G
index, suggesting that when the antitakeover provisions are less taken by a firm, it signals
openness to the market and attracts the merger arbitraging institutions to provide more
informative trading. The irrational trading behaviors are also active correspondingly. Therefore,

the sentiment sensitivities are further affected by the level of G index.

Second, this research project conducts an analysis of the relationship among external
financing need, corporate governance and firm value. While it is well known that better corporate
governance is related to firm value, the external driven forces of firms’ adoption of corporate
governance practice are seldom discussed. We extend the current understanding by linking
external forces and governance value. The external forces include the competition in product
market and investment opportunities and external financing needs. This research focuses on how
governance practices changes in response to the needs for external financing needs and how
corporate governance and the need for external finance interact to influence firm value. We
particularly emphasize the impact of external financing needs because it is directly related to
outside shareholders. After controlling for firm’s characteristics and instrumental variables, the
results reveal that governance practices is affected by firm valuation, not vice versa. Firms’
corporate governance practices are affected by external forces including product market
competition, investment opportunities, and external financing needs. In addition, external finance
needs appear to strengthen the influence of corporate governance quality on firm value. The
results are consistent with our hypothesis that better corporate governance would be associated
with higher valuation and the external financial needs provide incentives for firms’ corporate

governance practices.



Although a growing body of work exists on firm-level governance correlates with valuation,
it is unclear whether this relationship is causal. Demsetz and Lehn (1985) suggest that firms may
endogenously choose different governance practices. Thus, firms play dual role in governance
practices: passive and actively, firms not only affected by firm’s governance practices, but also
actively improve governance practices, to have higher valuation (Himmelberg, Hubbard, and
Palia, 1999; Palia, 2001; Durnev and Kim, 2005; Black, Jang, and Kim, 2006). The relationship
between governance and value might be determined endogenously. On the governance value
issue, it is necessary to concern the endogeneity problem. We, thus, adopt the simultaneous
equations approach using 3SLS and GMM estimation methods in this study to take into account
the potential endogeneity. Accordingly, the first hypothesis in this study is: there is a reverse

causality between governance quality and firm performance.

Durnev and Kim (2005) argue that firms with profitable investment opportunities have better
corporate governance. However, profitable firms have more internally generated funds, and hence
rely less on external financing (Demirgic-Kunt and Maksimovic, 1998). In order to isolate the
impact of external financing from that of the profitability of investment opportunities, we follow
Durnev and Kim’s assumptions that investment is given and external financing is bounded from
above by a minimum level of cash flow rights necessary to maintain the control and that new
investors rationally anticipate diversion. Under the assumptions, we could reasonably conjecture
that if profitable investment opportunities lead to more external financing, firms with greater

external financing are likely to have better corporate governance.

Moreover, Myers and Majluf (1984) suggest that financial slack is valuable for firms with
positive investment opportunities that face costs of external finance and point out external
financing is costly due to information asymmetry. Chung (2006) show that companies good

governance quality would reduce information asymmetry and have better equity liquidity. Chen,



Chen, and Wei (2003) show that both disclosure and non-disclosure corporate governance
mechanisms have a significantly negative effect on the cost of equity capital. Anderson, Mansi,
and Reeb (2004) suggest that board independence and board size are associated with a
significantly lower cost of debt financing. According those findings, firms with better governance
might have lower the cost of equity or cost of debt. Thus, governance practices would have

influences on external financing since it might reduce the cost of equity or cost of debt.

The determined components of firm valuation are the expected cash flows and the cost of
financing. Better corporate governance could improve firm value by affecting expected cash
flows through efficient investment decision. Reducing the cost of financing also could enhance
firm value. External financing needs would affected by cost of financing, governance quality
would reduce cost of external financing by improve information asymmetry. Thus, firms which
have external financing needs may have incentives to practice higher-quality governance and
have higher firm value by possessing lower cost of external financing. Accordingly, the second
hypothesis in this study is: external financing needs has positive effect on corporate governance

quality and would strengthen the relationship between governance and firm value.

Most literature has focused corporate governance on the association of firm characteristics.
However, the environmental factors may play an important role in the choices of firm’s decision
regarding their governance practices. Gillan, Hartzell, and Starks (2003) aurge that industry
factors contribute most of the explainable variation in overall governance structure and appear to

dominate firm factors.

Leibenstein (1966) and Hart (1983) argue that product market competition has a disciplinary
effect on managerial behavior. Shleifer and Vishny (1997) suggest that product market
competition is perhaps the most effective mechanism to eliminate managerial inefficiency.

Managers of firms operating in more competitive industries are less likely to shirk or put valuable



corporate resources into inefficient uses, since the margin for error is thin and any missteps can
be quickly exploited by competitors. Those evidences support that market competition acts as an
important governance mechanism that would discourage management from wasting corporate
resources. Smith and Watts (1992) suggest that the investment opportunity set and industry
factors play a significant role in determining financial and governance policies. Such findings
indicate that different aspects of governance, notably the market for corporate control appear to
be influenced by the environmental factors. Accordingly, the third hypothesis in this study is:
external environments are associated with governance practices. The results show that the need
of external finance strengthens the influence of corporate governance on firm value. The results
thus provide important implications for corporate governance practices for firms with strong

needs of outside equity. The paper could be downloaded in the following website:

http://onlinelibrary.wiley.com/doi/10.1111/j.1467-8683.2010.00801 .x/abstract.

The third paper explores the association between firm value and different transparency level
of compensation disclosure with the data on all Taiwanese listed companies during a time
characterized by the gradual enforcement of the disclosure policy reforms. The evidence shows
that firms with voluntary disclosure of comprehensive information on director and/or executive
compensation determined by higher independence of the board will receive a higher market
evaluation, particularly for those with relatively weak governance mechanism. However, the
medium/minimal information and the disclosure provided by firms using large proportion of
reserve bonus are of little help for the market value creation. This paper was accepted for
publication in an important journal and can be downloaded from the following website:

http://onlinelibrary.wiley.com/journal/10.1111/(1SSN)1468-5957/earlyview .




The fourth paper aims to examine whether stocks with good corporate governance provide
better portfolio diversification benefits. We investigate the effects of the mean-variance frontiers
before and after adding stocks of well-governed/badly governed firms to a set of benchmark
assets sorted by the American Depository Receipts (ADRs) of 12 countries. During the
sub-sample period from 1990 to 1999, stocks of strong governance firms can significantly
improve the investment opportunity set more than that of stocks of weak governance firms. We
find that in the full sample period from 1990 to 2005, stocks with good corporate governance do
not provide more diversification benefits than stocks of firms with poor protection of

shareholders.

The fifth paper investigates the wealth effects on firms resulting from the bankruptcy
announcements of competing firms, examining the relationship between corporate governance
and the stock price performance of surviving firms when a firm within the same industry files for
bankruptcy. We posit that firms with good corporate governance structures will benefit from
higher abnormal returns when industry rivals go bankrupt. We also examine whether, for
bankruptcy announcements after the promulgation of the Sarbanes-Oxley (SOX) Act, the stock
market imposes greater discipline on the valuation of survival firms within the same industry.
Consistent with our hypothesis, the regression analyses reveal that firms with good corporate
governance structures have higher abnormal returns in the post-SOX Act period. Furthermore, the
sensitivity of governance on abnormal returns is found to be lower in less competitive industries.
We consider a unique laboratory setting of a specific type of external shock — the bankruptcy of
rival firms — as the means of testing the effects of governance structure on firm value. Given that
many of the recent studies in this area reveal significant changes in corporate governance effects
following the implementation of the Sarbanes-Oxley (SOX) Act, we further explore whether a more
significant governance effect is found to exist on the wealth effects of surviving firms within the

same industry as a result of bankruptcy announcements in the post-SOX Act period. The



definition of bankruptcy adopted for this study follows the US Bankruptcy Code Chapter 11, with
all of the bankruptcy events under the US Bankruptcy Code Chapter 7 being excluded from our
analysis. The primary reasons for such exclusion of Chapter 7 filings are: (i) the data restrictions;
and (ii) the individual-level bankruptcy events that are included in Chapter 7 which could quite
easily dilute the overall bankruptcy announcement effect. Thus, we consider only the bankruptcy
effects reported by Chapter 11 in order to maintain our focus on the effects contributed purely by
firm-level bankruptcy announcements. The list of bankruptcy filing firms is obtained from the
‘Securities Data Company’ (SDC) platinum database, whilst data on the returns are obtained from
the “Center for Research in Security Prices’ (CRSP) database. The data on firm characteristics are
obtained from the Compustat database, whilst the data on the GIM index is downloaded from the
Metricks website. Given that data on the GIM index is only available up until 2006, we adopt the
period from January 1990 to December 2006 as our sample period. The SDC database reveals
that the original number of bankruptcy events occurring between January 1990 and December
2006 was 2,245. After deleting all of those observations for which there were no other firms
within the same ‘Standard Industrial Classification’ (SIC) code industry, we were left with a total

of 2,145 bankruptcy filings covering the period from January 1990 to December 2006.

Our results from the external financing paper reveal that external financing needs are
associated with corporate governance practices and that such needs strengthen the influence of
governance practices on firm value. The finding of external financing needs developing indirect
reverse causality between corporate governance and firm value complements the results of Lehn,
et al. (2007), who argue that it is firm value which affects corporate governance, and not the
reverse. Since our results have important implications for corporate governance practices in those

firms with strong growth opportunities, we re-examine the results for samples of firms in



different industries; these results reveal that the effects of external financing needs on the
sensitivity of firm value to governance practices seem to be stronger for high-tech firms than for

firms in other industries.

The results from the study of wealth effects on firms resulting from the bankruptcy
announcements of competing firms show that firms with good corporate governance structures will
benefit from higher abnormal returns when industry rivals go bankrupt. The regression analyses
reveal that firms with good corporate governance structures have higher abnormal returns in the
post-SOX Act period. Furthermore, the sensitivity of governance on abnormal returns is found to be
lower in less competitive industries. The results provide important implications for the economic

costs of poor corporate governance.

The paper on the market value of comprehensive disclosure of information on compensation
highlights the significantly positive effect of comprehensive disclosure on the market value of a
firm, particularly for those firms with relatively weak governance mechanisms. The paper
contributes to the related research by providing a much broader understanding of compensation
disclosure. The main findings suggesting that comprehensive disclosure of information on
compensation provides a signal that the firm has fewer agency problems and a better governance
structure, whilst non-comprehensive disclosure is perceived as signaling the camouflaging of
excess compensation and bargaining behavior. Furthermore, the significant effects of disclosure on
the compensation received by directors indicate that investors are concerned not only with

executive compensation, but also with whether the compensation paid to directors provides

10



appropriate incentives capable of enhancing the functions of the board. Taken together, the evidence
provides general support for the suggestion within the extant literature on corporate governance of
the need for overall improvements in compensation disclosure. Our evidence may have several
applications for other emerging markets. Since most firms seem to prefer partial disclosure, and
since those firms with better governance structures are more likely to voluntarily provide
comprehensive disclosure, this provides the authorities in other emerging markets with strong
motivation to allow firms some discretion in their voluntary reporting of disclosure information.
Our sub-sample analysis reveals poor current levels of disclosure on specific compensation
information provided by firms, particularly information which investors need to take into account;
thus, the market value of compensation disclosure is no longer apparent. The disclosure
requirement should therefore be enhanced by enlarging the disclosure items, or the narrative
discussion, and by developing more effective enforcement policies. The results of our selection
model indicate that the adoption of comprehensive disclosure is non-random. Therefore, improving
board independence and overall governance mechanisms can help to increase the willingness
amongst firms to provide voluntary disclosure. Whilst voluntary disclosure is desirable,
comprehensive disclosure is more likely to be effectively provided under sound disclosure practices,

with the application of gradual pressure.
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