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In recent years, financial economists and commercial providers of gov-
ernance services have created measures of corporate governance quality that
collapse into one number (a governance rating or index) the multiple dimen-
sions of a company’s governance, measures which commercial providers mar-
ket to institutional investors as aids for portfolio and proxy voting decisions.
The aim of this Article is twofold: to analyze the effectiveness of corporate
governance indices in predicting corporate performance and to consider the
implications for public policy that follow from that assessment. We highlight
methodological shortcomings of the extant research that claims to have identi-
fied a relation between particular governance measures and corporate per-
Sformance. Our core conclusion is that there is no consistent relation between
governance indices and measures of corporate performance. Namely, there is
no one “best” measure of corporate governance: The most effective govern-
ance system depends on context and on firms’ specific circumstances. It
would therefore be difficult for an index, or any one variable, to capture
nuances critical for making informed decisions. As a consequence, we con-
clude that governance indices are highly imperfect instruments for determin-
ing how to vote corporate proxies, let alone for making portfolio investment
decisions, and that investors and policymakers should exercise caution in
attempting to draw inferences regarding a firm’s quality or future stock mar-
ket performance from ils ranking on any particular corporate governance
measure. Most important, because there is considerable variation in the rela-
tion between indices and measures of corporate performance, our analysis
suggests that corporate governance is an area where a regulatory regime of
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ample, flexible variation across firms that eschews governance mandates is
particularly desirable.
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INTRODUCTION

Corporate governance took on a new urgency in the aftermath of
Enron’s collapse and a succession of accounting scandals. It became a
topic of intense media and activist institutional investor interest, in the
hope that closer scrutiny of firms’ governance could prevent further
Enrons.! At the same time, corporations were being forced to reconsider

1. For example, there were 426 news stories containing the term “corporate
governance” in the New York Times in 2002, compared to only sixty-nine in 2000, as found
in a LEXIS search in the New York Times file in the News library conducted on August 31,
2008. A search of the entire News library in LEXIS found similar results, although the
order of magnitude differs: There were 38,745 articles referring to corporate governance
in 2002, compared to 18,134 articles in 2000. Activist institutions, such as union and public
pension funds, directed their engagement in the post-Enron proxy process toward
advancing their views of good corporate governance. Corporate governance proposals—as
identified by the Investor Responsibility Research Center (IRRC), which tracks
shareholder proposals submitted at over 1,900 firms, including the Fortune 500 and S&P
500—increased by almost forty percent after 2001, averaging 275 over the four years before
2001 and 380 the four years after. The topicality of corporate governance in the media has
not abated: In the seven years since Enron filed for Chapter 11 bankruptcy on December
2, 2001, there have been 1,760 New York Times news stories containing the phrase
“corporate governance” (as searched in LEXIS on September 19, 2008), whereas to reach a
comparable count prior to that date, one has to cumulate news stories over seventeen years
back to 1984 (totaling 1,718).
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their governance by federal legislation and stock exchange listing re-
quirements that were enacted in reaction to the scandals and that empha-
sized corporate governance solutions.? And mutual funds were pushed to
become more involved in governance under regulation adopted by the
U.S. Securities and Exchange Commission (SEC), which required funds
to adopt written policies on proxy voting and to disclose their specific
votes.® In turn, the heightened attention accorded corporate governance
increased the demand for third-party corporate-governance-related ser-
vices—by institutional investors for research and advice on proxy voting
and by corporations for advice on how to improve their governance
ratings.

Shortly before the surge in interest in corporate governance, a team
of financial economists—Paul Gompers, Joy Ishii, and Andrew Metrick
(GIM)—wrote a seminal paper in which they constructed an index of
corporate governance quality for a large number of publicly traded U.S.
firms. They found that higher-quality governance as defined by their in-
dex was associated with improved future stock performance.* The focus
on corporate governance following Enron’s collapse made GIM’s find-
ings of great interest to a far wider audience than corporate governance
scholars.

In particular, the relation between governance and performance
identified in GIM’s paper offered intellectual support for commercial
governance-ranking services. This connection was not lost on commer-
cial governance service providers. Although GIM had been assiduously
careful in interpreting their data and did not draw causal connections

2. See Sarbanes-Oxley Act of 2002, Pub. L. No. 107-204, § 301, 116 Stat. 745, 775-77
(codified as amended at 15 U.S.C. § 78j-1 (2006)) (requiring that all audit committee
members be independent); Order Approving NYSE and NASD Proposed Rules Changes
Relating to Corporate Governance, 68 Fed. Reg. 64,154 (Nov. 12, 2003) (approving NYSE
Final Rule to be codified at NYSE Listing Manual 303A and NASD Amendments to Rules
4200 and 4350(c), requiring that majority of board and all compensation and nomination
committee members be independent).

3. Disclosure of Proxy Voting Policies and Proxy Voting Records by Registered
Management Investment Companies, 68 Fed. Reg. 6564 (Feb. 7, 2003) (codified at 17
C.FR. pts. 239, 249, 270, 274).

4. Paul Gompers et al., Corporate Governance and Equity Prices 18-26 (Nat’l Bureau
of Econ. Research, Working Paper No. 8449, 2001), available at http://www.nber.org/
papers/w8449.pdf (on file with the Columbia Law Review) [hereinafter Gompers et al.,
Corporate Governance Working Paper]. The paper was presented at NBER’s 2001
summer conference; however, it was not published until two years later. GIM’s research
was both a response to and an outgrowth of an important finance-literature move in which
countries were classified by the quality of their corporate law’s protection of shareholders
and correlations were identified between the quality of the regime and favorable economic
features such as growth and market capitalization. Cf., e.g., Rafael LaPorta et al., Law and
Finance, 106 J. Pol. Econ. 1113, 1113 (1998) (examining and comparing shareholder and
creditor protection laws and legal enforcement in forty-nine different countries). Because
that comparative literature did not operate at the firm level in analyzing corporate
governance but instead used laws “on the books,” GIM’s paper was both a natural and
influential extension of that literature’s finding that “law mattered.”
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between good governance and superior performance, commercial gov-
ernance service providers, and some institutional investor activists, exer-
cised no such caution.’ This incaution fed the demand for and supply of
governance services, which accelerated post-Enron. Today, a market for
corporate governance ratings exists, with proxy-advising firms—such as
the dominant market leader, Institutional Shareholder Services, Inc.
(ISS)6—using ratings to formulate voting recommendations and other
governance-rating providers using them to advise on investment
decisions.”

The idea underlying ratings construction is to benchmark a firm’s
governance features against what the index constructor considers to be
best practices. Accordingly, a firm’s score on the index or rating is in-
tended to provide a readily comparable, summary measure of governance

5. Cf. Institutional S’holder Servs., An Overview of the ISS CGQ® Methodology
Changes 1 (2005), at http://www.issproxy.com/pdf/CGQOverviewChanges.pdf (on file
with the Columbia Law Review) [hereinafter ISS Overview] (stating ISS’s marketing claims
regarding relation between its governance ranking and performance); The Corp. Library,
About The Corporate Library’s Governance Ratings, at http://www.thecorporatelibrary.
com/info.php?id=53 (last visited Sept. 19, 2008) (on file with the Columbia Law Review)
[hereinafter The Corp. Library, About] (stating that its ratings are based on factors “tested
against actual investment returns”); The Corp. Library, The Most Intelligent Assessment of
Corporate Governance, at http://www.thecorporatelibrary.com/info.php?id=52 (last
visited Sept. 19, 2008) (on file with the Columbia Law Review) [hereinafter The Corp.
Library, Assessment] (stating that it identified set of “proven dynamic indicators” that
determine when boards are “most likely to enhance and preserve shareholder value”);
infra note 65 (noting Glass, Lewis & Co.’s use of academic research in construction and
marketing of its governance ranking system).

6. Note that ISS has since been acquired by RiskMetrics, but because sources cited in
this Article predate the name change we use “ISS” here.

7. See Paul Rose, The Corporate Governance Industry, 32 J. Corp. L. 887, 898-99
(2007). In marketing their products and services, commercial index providers often
emphasize the usefulness of their indices in portfolio decisions, with voting decisions listed
as an additional use or service. See, e.g., Glass, Lewis & Co., What We Do, at http://www.
glasslewis.com/solutions/index.php (last visited Sept. 19, 2008) (on file with the Columbia
Law Review) (“In addition to research, Glass Lewis provides . . . complete proxy voting
services . . . .”); GovernanceMetrics Int’l, Who Uses GMI Ratings?, at http://www.gmi
ratings.com/ (rvmrks5545fmmd25cuzkhjrl) /RatingProcess.aspx (last visited Sept. 19, 2008)
(on file with the Columbia Law Review) (“GMI Ratings and Rating Reports are designed
primarily as a risk measurement tool to complement traditional security analysis and
financial modeling.”). Because ISS also provides governance consulting services to firms,
some commentators have criticized its use of its own governance index in its proxy voting
advice as creating an inherent conflict of interest. See Rose, supra, at 906-07; Jeffrey
Sonnenfeld, Good Governance and the Misleading Myths of Bad Metrics, 18 Acad. Mgmt.
Executive 108, 111 (2004). ISS’s position is that there is no conflict because it has
established “firewalls” between its consulting division and its index division, similar to the
practice in investment banks for mitigating conflicts across the various services banks offer
firms and investors. Of course, not all providers of governance rankings are in a conflicted
position, since many do not engage in issuer consulting services or provision of proxy
voting advice. In our view, reliance on governance indices in proxy voting is problematic
quite apart from whether there is a conflict of interest, and we therefore do not address
this issue.
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quality. However, establishing a relation between governance and per-
formance is technically difficult. The two variables, governance and per-
formance, are plausibly endogenous, meaning that their relationship is
bidirectional rather than unidirectional. And using existing indices can
magnify that problem because their construction is based on two factually
incorrect assumptions: one, that good governance components do not
vary across firms; and, two, that such components are always comple-
ments and never substitutes.

The aim of this Article is twofold: first, to analyze the performance
of corporate governance indices as predictors of corporate performance;
and, second, to consider the public policy implications that follow from
that assessment. This Article examines methodological issues in the con-
struction and interpretation of governance indices and their relation to
performance not so much to critique the foundational work of GIM, al-
though we do that, but rather to criticize the use to which corporate gov-
ernance indices such as GIM’s have been put.® Because the precise con-
struction of commercial indices is viewed as proprietary information by
their owners and thus is not publicly disclosed, our analysis focuses on the
relation between corporate performance and existing academic indices,
some of which are, fortunately for our purposes, closely linked to com-
mercial ones. Nevertheless, we believe that conclusions from this analysis
are equally applicable to the use of commercial indices. This judgment is
bolstered by a recent study that finds no systematic relation between com-
mercial governance ratings and firms’ future performance.’

Our core conclusion is that there is no consistent relation between
the academic and related commercial governance indices and corporate
performance. In short, there is no one “best” measure of corporate gov-
ernance: The most effective governance institution depends on context
and on firms’ specific circumstances. It would therefore be difficult for
an index, or any one variable, to capture critical nuances necessary for
making informed regulatory, investing, or proxy voting decisions. As a
consequence, we also conclude that governance indices are highly imper-
fect and that investors and policymakers should exercise utmost caution
in attempting to draw inferences regarding a firm’s quality or future stock
market performance from its ranking on any particular governance mea-
sure. If we had to make a choice between using an index and one varia-
ble to predict performance from the quality of a firm’s governance, we

8. For other commentators’ concerns about the leading governance indices, see, e.g.,
Rose, supra note 7, at 906-19 (outlining concerns in three areas: conflict of interest,
methodology, and consequent governance homogenization); Sonnenfeld, supra note 7, at
108 (criticizing governance index creators’ methodologies, conflicts-of-interest, and
results).

9. Robert Daines et al., Rating the Ratings: How Good Are Commercial Governance
Ratings? (Stanford Law Sch. John M. Olin Program in Law & Econ., Working Paper No.
360, 2008), available at http://www.law.yale.edu/images/CBL_Workshop/DGL_2008-09-
26.pdf (on file with the Columbia Law Review). That paper and related findings in research
by two of us are discussed infra Part II.C.1.
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would in fact select one variable: the median independent director’s
stockholdings. We conclude from the research that two of us have under-
taken that this one variable performs better overall with respect to evalu-
ating corporate performance.

Most important, our analysis implies that corporate governance is an
area where a flexible regulatory regime allowing ample variation across
firms is particularly desirable as there is considerable variation in the rela-
tion between different governance indices and different measures of per-
formance. In essence, mandatory governance terms are the functional
equivalent of a governance index that has the force of law, because such
terms impose on all firms, without allowance for customization to a firm’s
specific circumstances, governance characteristics that a legislature or
regulator considers to be best practices, just as is done by an index con-
structor in selecting his index’s components.

This Article proceeds in three parts. Part I briefly summarizes the
principal mechanisms of corporate governance and the research on their
relation to corporate performance, and then turns to the indices that
have been advanced to measure the quality of firms’ corporate govern-
ance. Part Il introduces our methodological concerns regarding the indi-
ces’ construction and discusses recent work by two of us on the relation
between governance mechanisms and performance that calls into ques-
tion findings in the academic literature concerning that relation. Finally,
in Part III, we draw upon the earlier analysis to suggest when, if ever,
specific governance indices might prove to be useful for investors, and,
more importantly, we outline what our analysis implies concerning the
direction corporate governance regulation ought to take.

I. MEASURING CORPORATE (GOVERNANCE

In the years since GIM’s watershed contribution, a number of aca-
demic and commercial indices have been created to measure the quality
of firms’ governance. After identifying the principal corporate govern-
ance mechanisms from which the indices are derived, we review research
investigating the relation between those governance mechanisms and
firm performance. We then discuss the leading governance indices and
the initial findings regarding their relation to performance. The identifi-
cation of any relation between individual governance mechanisms and
firm performance has been elusive. By reducing multiple dimensions of
governance to one number, indices theoretically have the potential to
illuminate a relation between governance and performance that cannot
be identified in analyses based on individual governance components.

A. Institutions of Corporate Governance

The key focus of U.S. corporate law and corporate governance sys-
tems is what is referred to as an agency problem: an organizational con-
cern that arises when the owners—in a corporation, the shareholders—
are not the managers who are in control. When owners and managers
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are not identical, the managers can take actions that benefit themselves at
the owners’ (shareholders’) expense. For example, managers may not
work as diligently as they could because the increase in firm value that
their hard work produces is shared with stockholders (in proportion to
stockholders’ equity investments), while managers bear the full cost of
their greater exertion. Corporate law seeks to mitigate the agency prob-
lem by providing an organizing framework to facilitate and support
mechanisms of firms’ corporate governance by which managers are in-
centivized and constrained to act in the shareholders’ interest. The most
elemental components of a corporate governance system are the board of
directors, shareholder meetings and voting, and executive
compensation.!?

1. The Board of Directors. — Directors who are not employees of the
corporation (independent or outside directors) are considered by some
commentators and many institutional investors to be the crucial corpo-
rate governance mechanism for monitoring managers.!! Congress and
the stock exchanges, under the shadow of the SEC, have codified this
notion of the directors’ role by mandating, respectively, appointment of
independent directors to all of the audit committee positions, and to all
of the compensation and nominating committee positions and a majority
of the board.'? In addition, investor organizations identified most closely
with public pension and union funds have outlined best practices, the

10. Cf,, e.g., Council of Institutional Investors, The Council of Institutional Investors
Corporate Governance Policies 1 (2008), available at http://www.cii.org/UserFiles/file/
council%20policies/ Cl1%20Corp %20Gov%20Policies %204-11-08 % 20Final.pdf (on file
with the Columbia Law Review) [hereinafter CII Policies] (outlining Council of Institutional
Investors corporate governance policies, which consist of governance guidelines in the
areas of “The Board of Directors,” “Shareholder Voting Rights,” “Shareholder Meetings,”
“Executive Compensation,” and “Director Compensation”). The first three components—
boards, shareholder voting, and shareholder meetings—are typically codified in state
corporation laws. See, e.g., Del. Code Ann. tit. 8, §§ 141, 211, 212 (2007). The New York
Stock Exchange’s corporate governance listing requirements focus on boards of directors
and shareholder voting on compensation plans. See NYSE, Inc., Listed Company Manual
§§ 303A.00-.08, at http://www.nyse.com/regulation/listed/1182508124422.html (last
visited Oct. 8, 2008) (on file with the Columbia Law Review).

11. See, e.g., Cal. Pub. Employees’ Ret. Sys., Global Principles of Accountable
Corporate Governance 8 (2008), available at http://www.calpers-governance.org/
principles/docs/2008-8-18-global-principles-accountable-corp-gov-final.pdf (on file with
the Columbia Law Review) (noting CalPERS’s opinion that “independent boards are
essential to a sound governance structure” and recognizing that “[n]early all corporate
governance commentators agree that boards should be comprised of at least a majority of
‘independent directors’”); CII Policies, supra note 10, §§ 2.3—.4, at 3 (requiring that two-
thirds of directors be independent and that certain board committees be wholly
independent). The classic academic work advocating independent directors is Melvin A.
Eisenberg, The Structure of the Corporation: A Legal Analysis (1976).

12. Sarbanes-Oxley Act of 2002 § 301, 15 US.C. § 78j1(m) (2006) (regulating
composition of audit committees); NYSE, Inc., Listed Company Manual §§ 303A.00-.06
(setting composition of boards and nominating and executive committees). All exchange
rules, which include these listing requirements, must be approved by the SEC. Securities
Exchange Act § 19(b), 15 U.S.C. § 78s(b) (2006).
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central component of which is a board that consists principally of inde-
pendent directors, including the board chair.!?

2. The Shareholder Franchise and Block Ownership. — Shareholder
meetings and, more specifically, the voting rights exercised at them, pro-
vide the shareholder-owners with an opportunity to select and replace
directors, to approve or reject management initiatives offered for their
consideration, and to present proposals for management’s consideration
and otherwise interact directly with management. In recent years, institu-
tional investor activism has focused on the voting governance mechanism
by sponsoring proposals on a variety of governance issues—such as take-
over defenses and executive compensation—as well as by negotiating with
management over the proposals’ substance.!* Such activism is also con-
nected to the governance mechanism of the board of directors, in that
shareholder proposals often seek to increase the representation of inde-
pendent directors on the board, although the current emphasis has been
directed at the number of votes required to elect directors.

Shareholders owning significant blocks of stock (blockholders) are
often separately characterized in the academic literature as a mechanism
of corporate governance.!® As the cost of a blockholder’s activism is
more likely to be recouped by the pro rata benefits obtained—because it
is spread over more shares—blockholders are better able to use their
ownership to monitor managers than are small shareholders. The most
acute example of the working of this governance mechanism is the hos-
tile takeover, as a takeover results in a complete concentration of owner-
ship and control that fully internalizes the costs and benefits of the
agency problem. Concomitantly, even the threat of a takeover can func-
tion as a mechanism to discipline managers. Thus, institutions that not
only create blocks but also facilitate control changes are often character-
ized as critical backstop components of corporate governance: If agency
costs become too high, it will be profitable to take over the firm and con-
centrate control, thereby reducing those costs.

Firms that adopt devices to impede control changes are, accordingly,
conventionally characterized as firms with poor corporate governance,

13. See, e.g., CII Policies, supra note 10, §§ 2.3, .5d, at 3—4 (setting CII policy that
minimum of two-thirds of board should be independent).

14. See Roberta Romano, Less is More: Making Institutional Investor Activism a
Valuable Mechanism of Corporate Governance, 18 Yale J. on Reg. 174, 175-76 (2001)
[hereinafter Romano, Less is More]; cf., e.g., CII Policies, supra note 10, § 2.5a—c, at 3
(outlining ISS policies that directors generally respond to shareholder communications
and votes and that they seek shareholder views on important corporate matters).

15. See, e.g., Andrei Shleifer & Robert W. Vishny, Large Shareholders and Corporate
Control, 94 J. Pol. Econ. 461, 463-65 (1986) (modeling how large shareholders, even when
they cannot monitor management themselves, can discipline management by facilitating
takeovers); Andrei Shleifer & Robert W. Vishny, A Survey of Corporate Governance, 52 J.
Fin. 737, 754-55 (1997) (explaining how large shareholders internalize monitoring costs
and exert pressure on managers by exercising voting rights, and thereby mitigate the
agency problem).
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because the managers of those firms are not subject to the disciplining
force of hostile bids. Correlatively, the absence of such devices is identi-
fied as a feature of good corporate governance. The market for control is
referred to in the literature as an “external” governance mechanism—it is
an institution that disciplines managers but is external to the firm—in
contrast to firms’ “internal” governance mechanisms, such as the board
of directors, which are institutions that constrain the agency problem but
that exist within the boundaries of the firm and are thus institutions over

which firms exert greater control.

3. Executive Compensation. — A final important component of firms’
internal governance is executive compensation. There is a well-devel-
oped literature on the fashioning of incentives to achieve consonance
between managers’ actions and shareholders’ interests through the use of
stock and stock option compensation.!® Compensation in the form of
stock and stock options has therefore often been emphasized as a key to
improved corporate performance, and such compensation has been the
most substantial component of executive pay for well over a decade.
Even Congress implicitly accepted the governance function of equity-
based executive incentive compensation when it eliminated the corporate
income tax deduction for executive salaries in excess of $1 million, since
the limitation was applicable only to non-incentive-based compensation
(i.e., deductions could still be taken for compensation over $1 million
paid in the form of bonus, stock, or stock options tied to market perform-
ance measures).!” Moreover, an influential study by Michael Jensen and
Kevin Murphy lent support to this view by documenting what was consid-
ered to be trivial responsiveness of executive compensation to stock per-

16. See, e.g., Bengt Holmstrom, Managerial Incentive Problems: A Dynamic
Perspective, in Essays in Economics and Management in Honour of Lars Wahlbeck 209,
221-25 (Bjorn Wahlroos et al. eds., 1982) (modeling principal-agent problem in dynamic
setting and finding that contracts providing for incentive compensation such as options
dependent on outcomes are necessary to induce labor supply and optimal risk-taking);
Bengt Holmstrom, Moral Hazard and Observability, 10 Bell J. Econ. 74, 81-83 (1979)
(suggesting that where principal is unable to perfectly monitor agent’s actions, interests
can be aligned by providing incentive compensation—by adjusting remuneration in
accord with observable information that serves as proxy for information on unobservable
agent conduct).

17. LR.C. §162(m) (2006). The provision was enacted as part of the Omnibus
Budget Reconciliation Act of 2003, Pub. L. No. 103-66, 107 Stat. 312 (codified as amended
in scattered sections of 7, 12, 20 U.S.C.), at a time of public criticism of executive
compensation. See Nancy L. Rose & Catherine Wolfram, Regulating Executive Pay: Using
the Tax Code to Influence Chief Executive Officer Compensation, 20 J. Lab. Econ. S138,
S139 (2002). Some commentators have attributed the Enron and related corporate
scandals to that legislation, contending that because managers could receive substantial
compensation only in the form of stock and stock options, they had incentives to engage in
accounting manipulation to maintain high stock prices. E.g., Bruce Bartlett, Not So Suite:
Clinton Tax Law Is Problem, Not Greedy Execs, Nat’l Rev. Online, Sept. 25, 2002, at http:/
/www.nationalreview.com/nrof_bartlett/bartlett092502.asp (on file with the Columbia Law
Review).
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formance.!® Jensen and Murphy viewed this disconnect to be a matter of
considerable policy concern and advocated increasing equity incentive
compensation.!?

The tide of popular opinion turned against equity- and option-based
compensation after Enron and other corporate accounting scandals
came to light, fueled by repeated assertions in the media from journalists,
commentators, and public and union pension funds that executive com-
pensation was unreasonably high. This turn of events was not an alto-
gether surprising development, as executive compensation has a long his-
tory of being a target of populist press attacks after market declines.2°
The accounting scandals revived executive compensation as an issue be-
cause some scandal-ridden firms’ executives reported gains in the range
of tens to hundreds of millions of dollars from exercising stock options
before their firms imploded, and those gains were then a sore point to,
among others, investors whose stock was worthless and employees whose
jobs were lost. The phenomenon also affected managers whose firms
were not tainted by scandal but who had sizeable gains on option exer-
cises while their shareholders’ investments were tanking in the market
decline following the terrorist attacks on September 11, 2001, a decline
that continued throughout the revelations in 2002 of widespread ac-
counting frauds.

Managerial incentive alignment through equity ownership has not,
however, been entirely discredited or jettisoned as an important mecha-
nism of corporate governance by those who consider executive compen-
sation to be excessive. Rather, even the most severe critics of executive
compensation have not advocated elimination of incentive pay but have
instead endorsed structural reforms that give shareholders greater con-
trol over director elections, under the assumption that the outcome will
be lower total compensation and better incentivized equity pay pack-
ages.?! In addition, the Council of Institutional Investors (CII), an associ-

18. See Michael C. Jensen & Kevin J. Murphy, Performance Pay and Top-Management
Incentives, 98 J. Pol. Econ. 225, 227 (1990) (calculating that CEO compensation changed
by only $3.25 for a $1,000 change in stock value).

19. See Michael C. Jensen & Kevin J. Murphy, CEO Incentives—It’'s Not How Much
You Pay, But How, ]. Applied Corp. Fin., Fall 1990, at 36, 36.

20. See Joel Seligman, The Transformation of Wall Street 25-26 (3d ed. 2003)
(describing how critical focus of Pecora hearings that provided basis for federal securities
regulation in 1930s was compensation of bank executives); Michael C. Jensen & Kevin J.
Murphy, Performance Pay and Top-Management Incentives 42-43 (June 4, 1989)
(unpublished manuscript, on file with the Columbia Law Review), available at http://www-
rcf.usc.edu/~kjmurphy/jmjpe.pdf (updated version published at 98 ]J. Pol. Econ. 225
(1990)) (listing newspaper headlines from the 1980s attacking high executive
compensation).

21. See Lucian Bebchuk & Jesse Fried, Pay Without Performance 189-216 (2004)
(arguing that such institutional modifications will provide incentives to reduce
compensation by facilitating election of directors who approve either smaller
compensation packages for management or use of incentive compensation keyed to
relative performance rather than general stock market movements).
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ation of pension funds that lobbies on corporate governance, issued a
policy statement on executive compensation that recommends restric-
tions on the form and amount of incentive compensation but not its
abandonment, which has since been incorporated into its statement of
corporate governance policies.?? Most recently, the focus of institutional
investor activist attention has been to require shareholder approval of the
chief executive officer’s (CEO) compensation, by means of shareholder
proposals sponsored most frequently by union funds, an approach that
would be mandated for all public companies under legislation passed in
the U.S. House of Representatives.??

B. Governance Mechanisms and Firm Performance

Despite widespread belief in the importance of governance mecha-
nisms for resolving agency problems, the empirical literature investigat-
ing the effect of individual corporate governance mechanisms on corpo-
rate performance has not been able to identify systematically positive
effects and is, at best, inconclusive. There have been innumerable studies
examining the impact of board composition on performance, and the
decisive balance of studies has found no relation between director inde-
pendence and performance, whether measured by accounting or stock
return measures.?* Similarly, most studies seeking to measure the impact

22. See CII Policies, supra note 10, § 5, at 9-17.

23. The Shareholder Vote on Executive Compensation Act, H.R. 1257, 110th Cong.
(2007), was passed on April 20, 2007 by a vote of 269 to 134. 153 Cong. Rec. H3713 (daily
ed. Apr. 20, 2007). The Senate has not acted on the bill.

24. For literature reviews, see, e.g., Sanjai Bhagat & Bernard Black, The Uncertain
Relationship Between Board Composition and Firm Performance, 54 Bus. Law. 921,
921-50 (1999); Roberta Romano, Corporate Law and Corporate Governance, 5 Indus. &
Corp. Change 277, 284-90 (1996). In fact, in a few instances, researchers have found a
positive impact on performance from the presence of inside (rather than outside)
directors, and a negative impact of independent directors. See, e.g., Bhagat & Black,
supra, at 944-45 (reporting negative relation between board independence and
performance, driven by poor performance at firms with supermajority-independent
boards, and interpreting results as “suggest[ing] that it may be valuable for boards to
include at least a moderate number of inside directors”); April Klein, Firm Performance
and Board Committee Structure, 41 J.L. & Econ. 275, 300 (1998) (finding positive
correlation between firm performance and insider director participation on certain board
committees). The literature reviews by Bhagat and Black and by Romano also summarize
the results of the many studies examining whether independent boards make different
decisions than nonindependent boards and whether the outcomes benefit shareholders;
the data are mixed, with occasional examples of independent boards outperforming
nonindependent ones. See Bhagat & Black, supra, at 923—40; Romano, supra, at 290-97.
For example, studies have found a higher probability of a CEO’s termination after poor
performance and positive stock price effects from the adoption of poison pills when a
majority of directors are independent. See James A. Brickley et al., Outside Directors and
the Adoption of Poison Pills, 35 J. Fin. Econ. 371, 372 (1994) (finding that “average stock-
price reaction to poison-pill adoptions is significantly positive when the board is controlled
by outside directors and significantly negative when it is not”); Michael S. Weisbach,
Outside Directors and CEO Turnover, 20 J. Fin. Econ. 431, 453 (1988) (finding that
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on performance of shareholder activism through shareholder proposals
find no significant stock price effect from that activity.?> When negotia-
tions over proposals that result in a proposal’s withdrawal have been stud-
ied, the findings are inconsistent with respect to statistical significance,
varying with proposal and proponent type, among other factors.2% At the
other end of the activism spectrum, however, proxy fights for board seats
have significant positive price effects, regardless of whether challengers
succeed.?” The incentive effect from having to spend substantial re-
sources of one’s own to engage in such challenges and the more signifi-
cant organizational consequences that result from such costly efforts no
doubt explain the differential performance effect of this activity.

The relation between voting rights and performance has not been as
extensively studied as that of board composition, at least in part because
most governance activists have focused their attention on the board.
However, studies do show, not surprisingly, that voting rights are econom-
ically quite valuable: While differential voting rights are not particularly
prevalent among U.S. firms, studies of corporations issuing dual-class
stock find significant premia accorded to the voting shares where both
classes trade.?® Moreover, there is some evidence that the closer voting
rights approximate one share-one vote—that is, the closer the fraction of
insiders’ voting rights is to their fraction of economic ownership (divi-
dend rights)—the higher the value of the firm.2?°

Because voting rights run with ownership, studies investigating the
relation between ownership and performance can be viewed—at least in
firms with only one class of stock—as equivalent to examining the rela-
tion between voting rights and performance. Several such studies have
found nonlinear relations between insider stock ownership and perform-
ance.? That is, for small-scale blocks there are positive valuation effects,

“outside boards rely more frequently than inside boards on performance . . . when making
removal decisions”).

25. For literature reviews, see Bernard Black, Shareholder Activism and Corporate
Governance in the United States, in 3 The New Palgrave Dictionary of Economics and the
Law 459, 459-64 (Peter Newman ed., 1998); Romano, Less is More, supra note 14, at
176-82. The results in the literature are mixed concerning whether shareholder proposals
result in firms undertaking significant structural changes or governance reforms. Romano,
Less is More, supra note 14, at 219-21.

26. See Romano, Less is More, supra note 14, at 209-19 (reviewing empirical
literature on proposal negotiations).

27. See id. at 182, 221-22.

28. See, e.g., Luigi Zingales, What Determines the Value of Corporate Votes?, 110 Q,].
Econ. 1047, 1053-55, 1059 (1995) (modeling and providing evidence that superior voting
shares bear higher market premia).

29. Paul A. Gompers et al., Extreme Governance: An Analysis of Dual-Class Firms in
the United States 40 (Rodney L. White Ctr. for Fin. Research, Working Paper No. 12-04,
2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=562511 (on file
with the Columbia Law Review) [hereinafter Gompers et al., Extreme Governance]. The
relation is significant in only some model formulations.

30. See, e.g., John J. McConnell & Henri Servaes, Additional Evidence on Equity
Ownership and Corporate Value, 27 J. Fin. Econ. 595, 601, 604 (1990) [hereinafter
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presumably from monitoring. As control increases, however, the benefits
from blockholding decrease, either because there are no economies of
scale from blockholding or because the benefits are offset by potential
expropriation (the thesis often advanced in the academic literature).3!
In either scenario, lower firm values result.

A similar relation has not, however, been consistently detected for
outside block ownership.*? A comprehensive study of relational investing
(outsiders holding large blocks for the long term) did not identify a sys-
tematic positive performance effect: The relation was positive only in the
late 1980s when the level of hostile takeover activity was high.33 There
have been other efforts at measuring the benefit of outside blockholding
as a governance device that have identified stronger results: Several stud-
ies have found positive price effects upon the formation of outsider
blocks.?* Those findings can be reconciled with the results of the rela-

McConnell & Servaes, Additional Evidence]; Randall Morck et al., Management
Ownership and Market Valuation: An Empirical Analysis, 20 J. Fin. Econ. 293, 308, 311-12
(1988). There is some evidence of a similar nonlinear effect for dual class firms as well.
Gompers et al., Extreme Governance, supra note 29, at 34-35. In Part II we discuss a
serious methodological issue regarding these studies’ tests: the endogeneity between
inside ownership and the valuation measure used in the studies.

31. See Morck et al., supra note 30, at 293-94 (listing articles adopting offsetting
expropriation thesis).

32. Compare McConnell & Servaes, Additional Evidence, supra note 30, at 601-02
(finding no relation), with Morck et al., supra note 30, at 308 (finding nonlinear relation,
positive for small blocks of outside directors and negative for large blocks). But in a study
controlling for growth opportunities, McConnell and Servaes then found a similar
nonlinear relation holds for outside as for inside blockholdings. See John J. McConnell &
Henri Servaes, Equity Ownership and the Two Faces of Debt, 39 J. Fin. Econ. 131, 153-54
(1995).

33. Sanjai Bhagat et al., Relational Investing and Firm Performance, 27 J. Fin. Res. 1, 2
(2004) [hereinafter Bhagat et al., Relational Investing] (examining relational investing
over thirteen-year period from 1983-1995).

34. For a literature review, see, e.g., Gregg A. Jarrell et al., The Market for Corporate
Control: The Empirical Evidence Since 1980, 2 J. Econ. Persp. 49, 63 (1988) (examining
results on block formation). These studies were of greenmail, the takeover defensive tactic
in which corporations repurchase potential bidders’ shares at a premium not available to
other shareholders, to thwart a hostile bid; the positive price effects upon the
announcement of the formation of the repurchased blocks outweighed the negative price
effects upon the announcement of the blocks’ repurchase. Similarly, more recent studies
of the impact of hedge-fund block ownership find positive price effects on the
announcement of the initial block investment or the initiation of activism, or both, while
much of their activism takes the form of proxy fights or otherwise results in firm-level
changes, such as CEO turnover, increased payouts, and improved operating performance.
See Alon Brav et al., Hedge Fund Activism, Corporate Governance, and Firm Performance,
63 J. Fin. 1729, 1730-31 (2008); April Klein & Emanuel Zur, Entrepreneurial Shareholder
Activism: Hedge Funds and Other Private Investors, 64 J. Fin. (forthcoming Feb. 2009),
available at http://www.afajof.org/afa/forthcoming/4442.pdf (manuscript at 24-28, on
file with the Columbia Law Review); Nicole M. Boyson & Robert M. Mooradian, Hedge
Funds as Shareholder Activists from 1994-2005, at 13-15 (July 31, 2007) (unpublished
manuscript, on file with the Columbia Law Review), available at http://ssrn.com/abstract=
992739; Nick A. Stokman, Influences of Hedge Fund Activism on the Medium Term
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tional investor study, in that the blocks whose formation was under study
in the former research were held by investors with reputations for engag-
ing in hostile acquisitions.?® The source of the gains in both studies, ac-
cordingly, appears to be related to the same phenomenon of corporate
restructuring: in the case of block formations, market expectations of
potential takeover premia, which incorporate gains acquirers expect to
recoup from restructuring; and, in the case of relational investments,
blockholders “encourag[ing] restructuring that translated . . . into better
stock market performance.”3%

The literature on the performance effects of insider stock ownership,
particularly in relation to executive compensation, is less extensive than
that on board composition. A few studies have found a positive price
effect from the announcement of adoption of stock-option compensation
plans,®” and other studies have found a positive relation between man-
agement compensation, particularly the equity component, and perform-
ance.?® Studies of the impact of director stock ownership similarly have
ambiguous findings; in part the difference depends on the ownership cal-
culation. While some studies found no significant relation between per-
formance and ownership, calculated as the percentage of shares owned
by outside directors,?® Sanjai Bhagat and Brian Bolton found a significant
positive relation, using the dollar value of the stock ownership of the me-
dian outside director as the governance measure.*® They provide two ra-

Target Firm Value 48-55 (Aug. 2007) (unpublished manuscript, on file with the Columbia
Law Review), available at http://ssrn.com/abstract=1019968.

35. See Jarrell et al., supra note 34, at 52.

36. Bhagat et al., Relational Investing, supra note 33, at 27.

37. See Richard A. DeFusco et al.,, The Effect of Executive Stock Option Plans on
Stockholders and Bondholders, 45 J. Fin. 617, 617 (1990); Angela G. Morgan & Annette B.
Poulsen, Linking Pay to Performance—Compensation Proposals in the S&P 500, 62 J. Fin.
Econ. 489, 504-07 (2001). But see James A. Brickley et al., The Impact of Long-Range
Managerial Compensation Plans on Shareholder Wealth, 7 J. Acct. & Econ. 115, 123-28
(1985) (showing positive stock-price effect from introduction of long-term compensation
plans but no significant differences in positive stock-price effect among differing types of
plans, including those with option component); Kenneth J. Martin & Randall S. Thomas,
When Is Enough, Enough? Market Reaction to Highly Dilutive Stock Option Plans and the
Subsequent Impact on CEO Compensation, 11 J. Corp. Fin. 61, 67-69 (2005) (finding
insignificant stock price effects for full sample of plans, but significant negative reaction to
plans with high levels of potential dilution).

38. See Hamid Mehran, Executive Compensation Structure, Ownership, and Firm
Performance, 38 J. Fin. Econ. 163, 176-77 (1995) (finding positive relation between
performance and equity compensation); Kevin Murphy, Corporate Performance and
Managerial Remuneration: An Empirical Analysis, 7 J. Acct. & Econ. 11, 25-40 (1985)
(finding positive relation between performance and total compensation).

39. See, e.g., Mehran, supra note 38.

40. See Sanjai Bhagat & Brian Bolton, Corporate Governance and Firm Performance,
14 J. Corp. Fin. 257, 26667 (2008). Because most boards today consist almost entirely of
independent directors, the median voter on the board is almost certain to be an outside
director. See James S. Linck et al., The Determinants of Board Structure, 87 J. Fin. Econ.
308, 315-16 (2008) (reporting that, for 6,931 firms from 1990 to 2004, the average board
had 66% outsiders, with only 22% of firms having majority of insiders—the respective
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tionales for the merits of their ownership metric. First, it is theoretically
consistent with the political economy literature that identifies the median
voter as the key (marginal) decisionmaker. Second, it is a more plausible
benchmark for measuring the incentive effects of ownership because “di-
rectors, as economic agents, are more likely to focus on policies’ impact
on the dollar value of their holdings in the company rather than on the
percentage owne[d].”4!

In sum, the empirical literature focusing on individual governance
mechanisms has not consistently identified a relation between govern-
ance and performance. Nevertheless, the appropriate conclusion to draw
from this extensive line of research is not that efforts at improving corpo-
rate governance are nearly always a waste of time and effort. Rather,
there are limitations with a research design that examines the effect on
performance of only one dimension of a firm’s governance when govern-
ance mechanisms are numerous and interaction effects are quite proba-
ble. That is, no doubt, a factor contributing to the attention directed at
governance indices, which combine multiple governance dimensions into
one number. In all likelihood, however, the more compelling reason for
the success of indices is the elegant simplicity of having one summary
number for capturing the multiple dimensionality of governance.*?

percentages for large firms being 73% and 9%, and for small firms 58% and 36%).
Moreover, given most firms’ policies on director stock ownership—mandating a targeted
ownership amount within five years of appointment, see, e.g., McDonald’s Corp., Stock
Ownership Guidelines for Directors 1 (2007), at http://mcdonaldsemail.com/corp/
invest/gov/ownership_guide/director_stock.html (on file with the Columbia Law Review)
(stating older, New York Stock Exchange-listed company’s guidelines requiring that
directors “own McDonald’s stock equal in value to the lesser of five times the annual cash
Board retainer or ten thousand shares within five years of joining the Board”); NETGEAR,
Inc., Stock Ownership Guidelines 1 (2005), at http://files.shareholder.com/downloads/
NTGR/0x0x92124/8b3d1703-9706-46f6-a7¢7-66cd66c66240,/StockOwnershipGuidelines.
pdf (on file with the Columbia Law Review) (stating newer, NASDAQ-traded company’s
guidelines requiring that directors hold at least 5,000 shares within five years of
appointment)—unless there is wide variation in the year of appointment on a board, there
is not likely to be large variation in the size of the holdings across the outside directors
(excluding, of course, a director employed by an outside blockholder, whose shares are
attributed to the individual). See David Yermack, Remuneration, Retention, and
Reputation Incentives for Outside Directors, 59 J. Fin. 2281, 2285-87 (2004) (finding that
new directors hold few shares compared to directors on board more than five years and
that over twenty-five percent of directors serve on board less than five years).

41. Bhagat & Bolton, supra note 40, at 260. The incentive effect can be illustrated by
the following simple example. Suppose that Director A owns a 0.01% equity stake in a $10
billion company, while Director B owns a 0.1% equity stake in a $100 million company. A’s
stake equates to a $1 million equity ownership, whereas B’s stake equates to a $100,000
equity ownership. All other things being equal, A is likely to devote more time and
attention to her board responsibilities than is B.

42. The import of this feature of indices is discussed further infra Part III.
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C. Aggregated Measures of Corporate Governance: Governance Indices

The corporate governance indices that are currently in use by aca-
demics and commercial vendors vary considerably with respect to which
features of firms’ corporate governance are deemed sufficiently impor-
tant to be included. The initial foray into creating an index was an aca-
demic inquiry. But the line of research rapidly generated commercial
products that are marketed primarily to institutional investors seeking in-
formation about the quality of firms’ corporate governance, as well as to
firms wishing to signal governance quality to investors. Because our anal-
ysis of comparative performance of governance indices focuses on aca-
demic indices, we devote greater attention to those indices than to com-
mercial products.

1. Gompers, Ishii, and Metrick’s G-Index. — The creation of firm-level
corporate governance indices began with GIM’s research, which was pub-
lished in 200343 but widely circulated in 2001.4* GIM constructed their
index from data on the governance characteristics of over 1,000 firms,
including most large public corporations (the Fortune 500 and Standard
& Poor’s 500), compiled by the Investor Responsibility Research Center
(IRRC), a nonprofit research group that served institutional investors.*>
Because IRRC’s clients had become active in corporate governance in
order to oppose takeover defenses in the 1980s, most of the governance
features tracked by the IRRC are defensive tactics. The features consist of
twenty-two provisions in firms’ corporate documents (seventeen of which
are takeover-related) and six types of state takeover statutes, resulting in
twenty-four distinct items after accounting for overlaps between tracked
provisions and statutes.*® The firm-level provisions tend to cluster: That
is, correlations across most of the twenty-two firm-level provisions are pos-
itive, many significantly so.*”

From these data, GIM constructed a governance index that they con-
sidered to reflect the “balance of power between shareholders and man-

43. Paul Gompers et al., Corporate Governance and Equity Prices, 118 Q.J. Econ. 107
(2003) [hereinafter Gompers et al., Corporate Governance and Equity Prices].

44. Gompers et al., Corporate Governance Working Paper, supra note 4.

45. See Gompers et al., Corporate Governance and Equity Prices, supra note 43, at
109-11.

46. The specific provisions are identified in Appendix A. GIM note that they
supplemented the IRRC firm-level data for coverage under takeover statutes with other
sources on state statutes. Id. at 112-13. The publication years of IRRC governance data
were 1990, 1993, 1995, and 1998. Id. at 110. In the analysis relating governance to
performance, because index values were not available for years when no data were
collected, GIM only reset the governance portfolios in the four publication years, which is
equivalent to using the values from the last available IRRC volume for the missing years.
Id. at 124 tbl.7. The IRRC obtained the governance data from public information sources,
such as SEC filings, and the number of firms covered increased over the period. Id. at
110-11.

47. Of 231 total pairwise correlations, 169 were positive, and of those 111 were
significant, whereas only nine of the remaining sixty-two negative correlations were
significant. Id. at 111.
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agers.”#® Relying on the IRRC’s judgment as to which corporate govern-
ance mechanisms investors considered to be important, GIM added up
the number of provisions that each firm had of the twentyfour items,
assigning one point for each provision that they viewed as restricting
shareholder rights, and one point for the absence of either of two provi-
sions that they viewed as constraining manager power and thereby en-
hancing shareholder rights.#® GIM thus equally weighted the governance
features tracked by IRRC in fashioning their measure of corporate gov-
ernance quality. The sum of the components is the “Governance Index”
or “G index” (G-Index).

GIM grouped sample firms into ten portfolios in relation to their G-
Index scores, approximating deciles of governance quality.’® They then
examined the relation between the firms’ governance quality and several
measures of performance: stock returns; Tobin’s Q; and three account-
ing measures—net profit margin, return on equity, and sales growth.5!
The examination of the relation between corporate governance and per-
formance focused on a comparison between the highest and lowest G-
Index portfolios, which they called the “Dictatorship” and “Democracy”
portfolios, respectively.?? GIM found a significant relation between the
governance index and stock returns and Tobin’s Q: Firms with the
poorest corporate governance consistently underperformed those with
the best corporate governance. In particular, quantifying the effect, the
impact of governance on performance appeared to be substantial: An
investment strategy of buying the Democracy portfolio stocks and selling
the Dictatorship portfolio stocks would have earned abnormal returns of
8.5% a year; or a one-point increase in G was associated with an 11.4%
decrease in Tobin’s Q by the end of the sample period.

Finding a relation between the G-Index and subsequent perform-
ance does not, of itself, indicate that better corporate governance caused
superior performance. GIM considered three possible explanations of
their finding: (1) investors underestimated the cost of poor governance
at the outset of the period under study (1990, the first year of the sam-

48. Id. at 109.

49. 1d.

50. We use the phrase “approximate” deciles because the number of firms in each of
the ten portfolios is not identical. See id. at 116 tbl.2.

51. Id. at 119, 129. Stock returns are computed using a standard four-factor model
that adjusts individual stock returns for market movements, size and market-to-book factor
returns, and momentum effects. Tobin’s Q is the ratio of a firm’s market value to the
replacement cost of its assets (in practice computed from book values); ratios greater than
one suggest that a firm is generating excess profits and therefore is a good performer. The
computation of Tobin’s Q and the accounting measures are industry-adjusted.

52. Although the G-Index has a potential range of zero to twenty-four, the actual
range is from two to seventeen, with higher scores indicating lower quality; the mean and
median G-Index score are nine. Id. at 116. The portfolio cutoffs are (1) less than six for
the “Democracy” portfolio, consisting of firms with the strongest shareholder rights; (2)
cach of six through thirteen; and (3) greater than thirteen for the “Dictatorship” portfolio,
consisting of firms with the weakest shareholder rights. Id. at 115-16.
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ple); (2) managers expecting poor performance in the 1990s adopted
governance devices in the 1980s that would restrict shareholder rights
(i.e., features that GIM, along with the IRRC, consider to be poor corpo-
rate governance); and (3) poor governance is correlated with other un-
specified firm characteristics that caused the firms’ subsequent abnormal
performance in the 1990s. They attempted to test which hypothesis was
correct and found some evidence supporting the first and the third hy-
potheses (industry classification explained between one-sixth to one-third
of the abnormal performance).5? They concluded with an appropriately
cautionary statement that called for further study to determine which hy-
pothesis is correct because of the hypotheses’ “starkly different policy
implications.”>*

2. Bebchuk, Cohen, and Ferrell’s E-Index. — Lucian Bebchuk, Alma
Cohen, and Allen Ferrell (BCF) advanced a competing governance index
to the G-Index, one composed of a subset of G-Index factors.5> Ac-
cepting as the most probable explanation of GIM’s results that corporate
governance positively affects performance, BCF sought to construct what
they regarded to be a better-motivated index in relation to theory and
intuition regarding the efficacy of particular defenses. They selected the
six IRRC takeover-defense provisions that they considered to contribute
the most to managerial entrenchment.5¢ These provisions included
poison pills and staggered boards—the combination of which Bebchuk
had previously emphasized was the most potent of takeover defenses®’—
as well as golden parachutes. BCF’s inclusion of golden parachutes as
one of the more formidable defenses is, however, problematic because
there is a theoretical and empirical literature that, at odds with BCF’s
contention, suggests that golden parachutes in fact facilitate takeovers.58

In constructing their index, BCF followed GIM’s approach, accord-
ing equal weight (one point) to the presence of any of the six provi-
sions.’® The index is called the “Entrenchment Index” or “E-Index.”
BCF expected their index to outperform GIM’s as a predictor of corpo-
rate performance because the E-Index contained the provisions that, in

53. Id. at 132-43.

54. Id. at 145.

55. See Lucian Bebchuk et al., What Matters in Corporate Governance? 1-3 (Harvard
Law Sch. John M. Olin Ctr. for Law, Econ. & Bus., Discussion Paper No. 491, 2005),
available at http://papers.ssrn.com/sol3/papers.cfmrabstract_id=593423 (on file with the
Columbia Law Review) [hereinafter Bebchuk et al., Corporate Governance].

56. Id. at 7. Appendix A contains the details of the six provisions.

57. See Lucian Bebchuk et al., The Powerful Antitakeover Force of Staggered Boards:
Theory, Evidence, and Policy, 54 Stan. L. Rev. 887, 887 (2002).

58. See, e.g., David Baron, Tender Offers and Management Resistance, 38 J. Fin. 331,
340 (1983) (outlining theoretical model in which golden parachutes encourage hostile
bids); Richard Lambert & Donald Larcker, Golden Parachutes, Executive Decision-Making
and Shareholder Wealth, 7 J. Acct. & Econ. 179, 192-96, 200-01 (1985) (finding positive
price effects upon adoption of golden-parachute defense).

59. Bebchuk et al., Corporate Governance, supra note 55, at 13.
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BCF’s view, were most likely to thwart a hostile takeover.%° The six provi-
sions that BCF identified as most entrenching turned out to be the only
ones of the twenty-four components of the G-Index that were statistically
significant in regressions on performance when the estimation was sepa-
rately undertaken for each component.®! Accordingly, BCF concluded
that the correlation between governance and performance in GIM’s study
was driven entirely by the subset of governance factors in the E-Index.

Examining the relation between the E-Index and industry-adjusted
Tobin’s QQ and stock returns (the same performance measures used by
GIM but with a few more years of available data), BCF confirmed the
correlation between governance and future performance found in GIM’s
study.%2 They also confirmed GIM’s finding that a portfolio of low en-
trenchment/good governance (GIM’s Democracy) firms outperformed a
portfolio of high entrenchment/poor governance (GIM’s Dictatorship)
firms.53

BCF concluded that the E-Index is preferable as a measure of the
quality of a firm’s corporate governance to the G-Index: It is more parsi-
monious, is better motivated, and it outperforms the G-Index.5* Al-
though GIM’s governance index has been extensively used in the aca-
demic literature while BCF’s index has not, BCF’s index has made some
commercial inroads. Glass, Lewis & Company, which provides research
and advisory services to institutional investors, markets a governance
ranking termed the “Board Accountability Index” that is derived from
BCF’s research. The Board Accountability Index uses five of the six com-
ponents of the E-Index, and Glass Lewis markets it as derived from the
“fact” that “good governance can improve shareholder returns.”®®> BCF

60. Given the later date of BCF’s study, they had two more years of IRRC governance
data than GIM had. For years when no IRRC volume was published, BCF equated firms’
index value to the value from the last published volume, as did GIM. As both GIM and
BCF noted, this assumes that firms’ governance provisions are unchanged over the interval
between IRRC publication. Id. at 15.

61. Id. at 22-24.

62. Id. at 27-39.

63. Id.

64. See id. at 4-7.

65. Glass, Lewis & Co., Board Accountability Index: Governance-Enhanced S&P 500
Index (2008), at http://www.glasslewis.com/solutions/bai.php (on file with the Columbia
Law Review) [hereinafter Glass, Lewis & Co., BAI]. Glass Lewis further describes its
governance index, whose use it advocates for formulating an investment strategy, as
follows:

Investing in companies with good governance can improve shareholder returns,

as many have suspected for years. This is no longer just a matter of intuition. It’s

a fact. A study by Harvard Law School professor Lucian Bebchuk and his

colleagues identified a statistically significant and strong correlation, over a long

period of time, between stock performance and the degree to which boards are
accountable to their shareholders. Based on this research, Professor Bebchuk

and Dr. Cohen, in collaboration with Glass, Lewis & Co., have developed a

governance-enhanced S&P 500 index, the Board Accountability Index (BAI).

The BAI consists of all companies in the S&P 500. It uses a modified market-cap
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were more cautious regarding the use of their results than are Glass
Lewis, however. BCF did not conclude that they had demonstrated causa-
tion; rather, they stated that the evidence was “suggestive” that the set of
entrenching governance provisions that they had identified affects
performance.5¢

3. Brown and Caylor’s Gov-Score Index. — Lawrence Brown and Marcus
Caylor created a more extensive governance index than the G and E indi-
ces, using firm-level governance information obtained from ISS.57 Brown
and Caylor’s index, which they call “Gov-Score,” is a sum of fifty-one fac-
tors (a subset of the sixty-one factors and three combination measures
collected by ISS)—nine are in the G-Index, and a tenth, incorporation in
a state with a takeover statute, is a composite of the four state-takeover-
statute components of the G-Index.%® Following BCF’s refinement of the
G-Index, Brown and Caylor also constructed “Gov-7,” a subindex consist-
ing of seven of the components in Gov-Score.%?

The Gov-Score index has the potential advantage, noted by its cre-
ators, of providing a superior measure of firms’ governance quality be-
cause it includes a broader set of components of corporate governance
than takeover defenses, which comprise the bulk of the G and E indi-
ces.” It is also derived from a larger database than the other two indices
(over 2,000 firms). But it does have a comparative disadvantage: It was
constructed from only one year of data (2003, the first year in which ISS
began collecting the information), in contrast to the multiple years of
IRRC data used for the G and E indices. On the other hand, because
Gov-Score uses 2003 data, it measures firms’ corporate governance char-
acteristics in the post-Enron environment, in contrast to the other two

weighting algorithm that adjusts a company’s weight based on the presence or

absence of five critical corporate governance features identified in the study of

Bebchuk, Cohen, and Ferrell.

Id. The provision from the BCF index that Glass Lewis omits is a supermajority
requirement (hence a restriction) on charter amendments. See id.

66. Bebchuk et al., Corporate Governance, supra note 55, at 40.

67. Lawrence D. Brown & Marcus L. Caylor, Corporate Governance and Firm
Valuation, 25 J. Acct. & Pub. Pol'y 409, 411 (2006).

68. Id. at 414-15 & nn.13-14. Gov-Score thus can range from zero to fifty-one, but as
with the G-Index, the actual range—from thirteen to thirty-eight—is substantially narrower
than the theoretical range. The mean score of sample firms is 22.52, with a standard
deviation of 3.45. Id. at 416. Brown and Caylor used a point system that is the opposite of
GIM and BCF, assigning one point to “acceptable,” as opposed to “unacceptable,”
corporate governance practices: Consequently, a higher Gov-Score signifies higher quality
corporate governance, in contrast to G- and E-Index values. Id. at 414-15. Appendix A
details the composition of the Gov-Score index.

69. The components in Gov-7 were identified empirically from the factors that were
most strongly correlated with performance. Id. at 411, 418-23. Two of the seven
components are takeover defenses also in the G and E indices. See infra Appendix A.

70. See Brown & Caylor, supra note 67, at 411.
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indices, which are derived from pre-Enron data. Gov-Score is therefore
arguably more germane for contemporary policy considerations.”!

Brown and Caylor examined the relation between Gov-Score and
Tobin’s Q, one of the two performance measures emphasized by GIM
and BCF. They did not adjust performance by industry, as GIM and BCF
did, nor did they examine stock returns. They found that Gov-Score is
significantly positively related to Tobin’s Q—i.e., that superior perform-
ance is associated with higher quality governance.”?

A major difference between Brown and Caylor’s findings and those
of the other two studies is the relation between takeover defenses and
performance. Brown and Caylor found that the board and compensation
factors in their index were more highly associated with good perform-
ance than were most of the takeover defenses,”® which are the principal
components of the G and E indices. They then disaggregated the index
and found that a subset of the fifty-one components drove the significant
correlation between Gov-Score and Tobin’s Q.7* Identifying seven ele-
ments as consistently significant, Brown and Caylor used those seven to
form the Gov-7 governance index, which they analogized to BCF’s
E-Index—both being parsimonious subsets of larger, related indices.
Brown and Caylor then investigated which of the two indices had greater
predictive power, and, after eliminating the overlapping provisions (two
components were in both the E-Index and Gov-7), they found that Gov-7
still had explanatory power while the E-Index did not.”> Brown and
Caylor were careful not to attribute causation to their findings. But they
did conclude that it is preferable to use a small index of factors capturing
more governance dimensions than simply takeover defenses as a measure
of governance quality.”®

4. Proprietary Governance Indices. — The commercial indices ranking
public corporations’ governance quality, which are provided by proxy re-
search and advisory services,”” differ distinctively from the academic indi-

71. The commercialization of governance ratings, discussed infra Part 1.C.4, has led
both the IRRC and ISS to compile governance data more frequently: The IRRC data
available online have been biennially updated, and the ISS data for its proprietary product
are annually updated and have been backfilled to 2001.

72. Brown & Caylor, supra note 67, at 430.

73. See id. at 418-22.

74. See id. at 422-23.

75. See id. at 427.

76. In this regard they considered their work as confirming the finding in K.J. Martijn
Cremers & Vinay B. Nair, Governance Mechanisms and Equity Prices, 60 J. Fin. 2859
(2005), discussed infra Part II.A.3, that it is a combination of internal and external
governance mechanisms that relate governance to performance. Brown & Caylor, supra
note 67, at 430.

77. Commercial providers of proxy services whose governance measures are jointly
summarized are ISS, Egan-Jones Proxy Services, GovernanceMetrics International, and The
Corporate Library (TCL). Details on the specifics of these governance indices are
discussed infra Appendix A. The proxy services offered by the firms vary, and include:
research and recommendations on proxy voting, automated vote execution,
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ces on several important dimensions. First, firms’ scores on the proprie-
tary indices do not consist of summations of equally weighted factors.
Rather, commercial index providers vary the weights accorded different
governance factors, using either their discretion regarding the impor-
tance of the factor or quantitative analyses to determine the appropriate
weights.”® Second, commercial indices deemphasize takeover defenses,
in contrast to the indices constructed by GIM and BCF; for example,
some do not even include defenses as a governance factor, while others
place greater weights on the non-takeover-related factors (internal gov-
ernance measures such as board and executive compensation attrib-
utes).” Third, some commercial indices are relative rankings of firms in
relation to other firms in their industry, market, or geographic region,
whereas the academic indices are absolute rankings of governance quality
independent of the practices of comparable firms.8° Finally, the leading
provider by far of this type of service, ISS, updates the factors in its index
to capture trends in corporate governance. For example, it recently in-
corporated two items that have become the focus of activist institutional
investor attention—majority voting for directors and option backdat-
ing—while eliminating option expensing (since expensing is now
required).8!

recordkeeping, and disclosure reporting for institutional investors. Some firms, and in
particular the dominant market player, ISS, also provide governance and proxy consulting
services to issuers.

78. See, e.g., GovernanceMetrics Int’l, Research Methodology, at http://www.gmi
ratings.com/ (hgwaa055h0jyiub5scbird45) /about.aspx#methodology (last visited Sept. 24,
2008) (on file with the Columbia Law Review) (describing GovernanceMetrics’s overall
rating derived from sophisticated statistical algorithm assigning weights to various
individual metrics in relation to other firms in its universe); ISS Overview, supra note 5, at
1 (describing how ISS assigns weights to components of its Corporate Governance
Quotient as function of their correlations with several measures of firm performance).

79. See Appendix A for details on the components of the commercial indices, which
include numerous factors besides defenses. The governance index of the newest entrant
into the market, Egan-Jones, does not even contain an express reference to takeover
defenses. See, e.g., Egan-Jones Proxy Servs., Proxy Report (ID#2731), at http://ejproxy.
com/client/report_display.aspx?report_id=2731 (last visited Sept. 24, 2008) (on file with
the Columbia Law Review) (describing corporate governance rating for China Mobile
(Hong Kong) Ltd.); Egan-Jones Proxy Servs., Proxy Report (ID#2829), at http://ejproxy.
com/client/report_display.aspx?report_id=2829 (last visited Sept. 24, 2008) (on file with
the Columbia Law Review) (describing corporate governance rating for Research in Motion
Ltd.). Glass Lewis’s index—which is derived from BCF’s work, Glass, Lewis & Co., BAI,
supra note 65, and is therefore not summarized in this section—is the one exception,
consisting solely of takeover defenses.

80. As described infra Appendix A, this is true of the ratings provided by
GovernanceMetrics and ISS.

81. Press Release, Institutional S’holder Servs., Institutional Shareholder Services
Releases New CGQ® Ratings Criteria (Nov. 13, 2006) (on file with the Columbia Law
Review). The constant tweaking of the index could explain why ISS’s discussion of the
“performance metrics” used to determine the weights in the corporate governance
quotient suggests that many of the correlations between its index’s components and firm
performance measures are high. E.g., ISS Overview, supra note 5, at 1 (“[T]he higher the
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The difference in index construction across academic and commer-
cial creators can be best explained as a function of both expertise, which
commercial providers believe they possess, and a differing analytical ap-
proach to governance. The academic index constructors intentionally
sought not to make choices regarding the weights assigned to governance
attributes. The rationale for this choice is twofold. First, they do not
hold themselves out to be experts in assessing governance quality, com-
pared to the vendors from which they acquired the data. Second, given
the absence of a theoretical model relating attributes to performance,
equally weighting attributes identified by third-party governance experts
plausibly immunizes their work from charges of “stacking the deck.” By
contrast, commercial vendors are actively marketing governance exper-
tise and would be expected to exercise judgment on the weights accorded
to the different components of an index as well as across firms, and, of
course, do not operate under the canons of scholarly research. Expertise
is, for example, underscored in the marketing strategy of The Corporate
Library (TCL). TCL emphasizes its staff of experts®2 and that its govern-
ance ratings are not based on “compliance with best practices checkl-
ists”®? but rather on a proprietary set of quantitative screens that are “re-

LT

fined” by their researchers’ “in-depth analysis.”8*

II. Is THERE A RELATION BETWEEN GOVERNANCE QUALITY
AND PERFORMANCE?

Although the development of academic governance indices has
given vitality to, if not sparked, the flourishing of a commercial govern-
ance-index market, the academic literature that introduced indices has

rating factor’s correlation significance with specific performance measures, the relatively
higher weight allocated for the rating issue. The lower the correlation significance
between the rating issue and the performance metrics, the lower the weight assigned to the
rating factor.”). That suggestion is in contrast to Brown and Caylor’s finding that only a
few of the ISS attributes were highly correlated with their performance measures. See
Brown & Caylor, supra note 67, at 422-23.

82. TCL advertises itself as providing “[e]xpert corporate governance research and
advisory services” and having researchers that are “leaders in the fields of corporate
governance and executive compensation policy and practice.” The Corp. Library,
Corporate Governance: Independent Information and Analysis, at http://www.the
corporatelibrary.com/ (last visited Sept. 24, 2008) (on file with the Columbia Law Review).

83. The Corp. Library, Assessment, supra note 5.

84. The Corp. Library, About, supra note 5. In addition, Paul Rose considers the
subjectivity of TCL’s rating to be one of its more attractive features, compared to the
“objective” quantitative approach of other indices. See Rose, supra note 7, at 907-15.
Rose further suggests a subtle explanation for the difference between TCL’s subjective
approach to governance and the more objective, checklist approach underlying other
commercially provided measures: the fact that TCL does not offer consulting services to
corporations while the other vendors (such as Glass Lewis and ISS) do. In his view,
commercial vendors opt for an objective ranking in order to mitigate the potential conflict
of interest in providing both ranking and consulting services, since by using objective
criteria, it could be easier to support the “claim that [the] governance analysis is not
affected by the provision of other services.” Id. at 907.
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not satisfactorily established that there is a causal relation between gov-
ernance and performance. Although GIM, BCF, and Brown and Caylor
found positive associations between their indices’ rankings of governance
quality and firm performance, correlations are obviously not causation,
and subsequent work has even questioned whether a positive association
truly exists. After reviewing key research indicating that the findings asso-
ciating governance quality—as measured by the academic indices—with
performance are not robust (i.e., that they do not hold up under further
investigation), we discuss econometric issues that complicate investiga-
tion of the relation between governance and performance. We then sum-
marize the findings of a study by two of us showing that when those
econometric issues are addressed, the relative performance of govern-
ance indices is not always superior to single governance variables in pre-
dicting corporate performance.

A. Robustness of the Relation Identified by Academic Index Creators

GIM’s findings of a significant correlation between governance and
performance attracted a great deal of attention,3® at least in part because
the overwhelming balance of the literature on individual governance
characteristics until then had not identified a systematic relation to per-
formance. In addition, it appeared from their research that an investor
could profit by trading on firms’ publicly disclosed governance character-
istics, a finding inconsistent with a central tenet of modern financial eco-
nomics: market efficiency. Not surprisingly, financial economists there-
fore sought to test the robustness of GIM’s findings and of their
explanation of the data. Several of these studies found that neither the
relation between governance and performance nor GIM’s explanation of
their data held up when more closely examined. We review three of the
more important studies both to convey a sense of the fragility of GIM’s
(and their progeny’s) findings of a significant connection between gov-
ernance indices and performance and to inject an element of realism
into policy discussions relating to the adoption of an index-like approach
to corporate governance regulation or investment decisionmaking.

85. For example, the article was cited in fifty articles in the Social Sciences Citation
Index within three years of its 2003 publication (as searched in the Social Sciences
Research database in Westlaw on June 3, 2006). And the rate of citation has not decreased
over time: The article has today been cited in 177 articles in the Social Sciences Citation
Index since its publication (as searched in the ISI Web of Science on September 24, 2008).
Another measure that indicates the work’s continued influence is its position on the SSRN
electronic abstract database. As of August 11, 2008, the working paper had over eight
thousand downloads and was the fiftieth most-downloaded paper (of over 150,000 papers
available for downloading); nine months earlier it ranked sixty-third with over six thousand
downloads, and twentyfive months earlier, it ranked 113th with over four thousand
downloads. The article also was awarded the 2002 Geewax, Terker & Company Prize in
Investment Research for the best working paper by the Rodney L. White Center for
Financial Research at the Wharton School of the University of Pennsylvania.
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1. Lehn, Patro, and Zhao: Causation Runs from Performance to
Governance. — Kenneth Lehn, Sukesh Patro, and Mengxin Zhao (LPZ)
investigated the issue of causality concerning GIM’s findings by examin-
ing the relation between firms’ performance in the 1980s, a period
before the takeover defenses comprising the G-Index were adopted, and
performance in the 1990s, the period of performance that GIM found
was correlated with the G-Index.8¢ The idea was that because governance
mechanisms preventing takeovers were not in place in the early 1980s,
valuation measures from that time period could not have been affected
by those governance devices.

LPZ found that, after controlling for performance in the 1980s, the
relation identified by GIM and BCF between governance and Tobin’s Q
in the 1990s disappeared. The 1980s Tobin’s Q valuations were corre-
lated with both the 1990s governance measures and 1990s valuations.5”
Moreover, a regression to explain the G-Index was run on both lagged
and leading values of Tobin’s ), and the lagged valuations from the
1980s explained the governance ratings of the 1990s but the leading valu-
ations from the 1990s did not.®® LPZ interpreted these data as support-
ing the hypothesis that causation runs from performance to governance
rather than the other way around, as conjectured by GIM. Namely, firms
with low valuations (poor performers) in the early 1980s adopted defen-
sive tactics in the late 1980s and continued to have low valuations thereaf-
ter in the 1990s.8° LPZ suggested two possible explanations for the asso-
ciation: Either low-valued firms are poorly managed or they have few
growth opportunities and, as a consequence, make attractive takeover
targets.°® In either scenario, the low-valued firms would thereby be more
likely to adopt takeover defenses, which would affect the value of the G-
Index, as opposed to GIM’s explanation going in the other direction,
from governance to performance.

2. Core, Guay, and Rusticus: Market Anticipation of Relation Between
Governance and Performance. — John Core, Wayne Guay, and Tjomme
Rusticus (CGR) also questioned GIM’s explanation of their findings and
the issue of causation.”! CGR investigated what they considered a puzzle
in GIM’s study: the finding of a significant relation between governance
and performance as measured by stock returns but not by accounting

86. See Kenneth Lehn et al.,, Governance Indices and Valuation: Which Causes
Which? 1 (Apr. 2006) (unpublished manuscript, on file with the Columbia Law Review),
available at http://papers.ssrn.com/sol3/papers.cfmrabstract_id=810944.

87. 1d. at 5, 13-14.

88. Id. at 19. All of the results reported in the text for the G-Index were the same for
the E-Index.

89. Id. at 12. Of the three hypotheses that GIM proposed to explain their data, this is
the one that they rejected.

90. Id. at 19-20.

91. See John E. Core et al., Does Weak Governance Cause Weak Stock Returns? An
Examination of Firm Operating Performance and Investors’ Expectations, 61 J. Fin. 655,
655 (2006) [hereinafter Core et al., Weak Governance].
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earnings. They hypothesized that if the explanation for the findings is, as
GIM suggested, that investors misperceived the relation between govern-
ance and performance at the start of the period under study, then the
market should be surprised if earnings are higher than expected for
good-governance firms or lower than expected for poor-governance
firms. CGR also examined a second question, which they considered to
be a further implication of GIM’s findings: whether takeover probabili-
ties are higher than expected for good-governance firms or lower than
expected for poor-governance firms.

Using operating return on assets, which CGR asserted the account-
ing literature considers to be the “more powerful measure” of operating
performance,®? rather than GIM’s accounting measure of return on eq-
uity, they documented a significant negative relation between operating
performance and the G-Index, in contrast to GIM.9® Next, to determine
whether the abnormal stock returns were due to investor surprise that
firms with poor governance have lower performance, they examined the
relation between the G-Index and analyst forecasts as well as earnings an-
nouncements. CGR hypothesized that if investors misunderstood the ef-
fect of governance on performance, then they would have been surprised
when the earnings of poorly governed firms were low and well-governed
firms were high relative to forecasted earnings. Over a variety of intervals
(one quarter to five years), CGR found that analysts’ forecasts predicted
the poor performance of high G-Index (poor governance) firms.?¢ They
also found no difference in stock returns surrounding earnings an-
nouncements between poorly governed and well-governed firms (low and
high G-Index firms, respectively).”> These results suggest, CGR con-
tended, that neither analysts nor investors were surprised by the perform-
ance of firms in relation to their governance.?¢ The study therefore re-
futes the investor-misperception hypothesis suggested by GIM.

CGR further concluded that differences in the probability of take-
over, based on completed takeovers for their sample firms, did not ex-
plain the abnormal returns in GIM’s study across the two extreme
G-Index portfolios (the Democracy and Dictatorship portfolios). In fact,
the Dictatorship portfolio firms had a higher takeover probability in the
mid-1990s than the Democracy portfolio firms, which had a higher take-
over probability in the early and late 1990s.97 Moreover, the differences
in annualized probabilities over the entire period were too small to ex-
plain the difference in abnormal returns that GIM reported. Lastly, elim-
inating the acquired firms from the analysis did not eliminate the return
differential across the two portfolios.

92. Id. at 656.
93. See id. at 668.
94. Id. at 671.
95. 1d. at 674-76.
96. See id. at 685.
97. 1d. at 677.
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What did they propose, then, as the explanation? They suggested
that the GIM result may have been time-specific. In examining the re-
turns on the investment strategy of hedging the two extreme portfolios
(shorting the poor governance firms and buying the good governance
ones), both over the period studied by GIM (1990s) and four subsequent
years (2000-2003), they found that all of the significant abnormal returns
to the trading strategy occurred from 1997-1999 and that the relation did
not hold up in the later interval, 2000-2003.9® In fact, the value of the
hedge portfolio sharply declined in that period (compared to its increase
in GIM’s period of study). This is because the returns to the Democracy
portfolio (good governance firms) decreased in the four later years. CGR
therefore concluded that the data did not support the hypothesis that
governance causes performance.%

3. Cremers and Nair: Effect of Interaction of Governance Mechanisms on
Performance. — Finally, Martijn Cremers and Vinay Nair also found that
the relation between the G-Index and performance is not robust. They
studied the relation between the G-Index—which they emphasized is a
score of external governance mechanisms (exposure to the market for
corporate control)—and internal governance (represented by institu-
tional block ownership), building on the governance literature that con-
siders blockholding to be an important monitoring mechanism.1%® They
constructed portfolios of firms sorted according to their rank on the G-
Index and their rank with regard to block ownership, and they examined
the relationship between firms’ governance and their performance.!o!
Cremers and Nair found that the relation between governance and per-
formance identified by GIM was no longer independently significant
when a block ownership variable was included in the analysis.

In particular, they found that neither governance mechanism alone
affected performance but that specific combinations did, an interaction
effect implying that the mechanisms are complements rather than substi-
tutes.192 Specifically, blockholder ownership was important only for firms

98. Id. at 682-83.

99. Id. at 685.

100. Cremers & Nair, supra note 76, at 2859. Block ownership was measured as either
the percentage of shares held by the largest institutional blockholder or the percentage of
shares held by public pension funds considered to be activist investors. Id. at 2863. They
also constructed an Alternative Takeover Index (ATI) that consisted of a subset of G-Index
factors that were the takeover defenses they considered, from their reading of the legal
literature, the more effective mechanisms for preventing hostile bids (blank check
preferred, staggered boards, and either restrictions on shareholders’ right to call
shareholder meetings or to act by written consent) in order to minimize any concern that
the G-Index was not properly characterized as solely proxying for external governance. Id.
at 2865. The results were unchanged when firms were ranked by the ATI rather than the
G-Index. Id. at 2878-83.

101. See id. at 2866-72.

102. Id. at 2871-72. A study by Stuart Gillan, Jay Hartzell, and Laura Starks, discussed
infra notes 115-121 and accompanying text, found that a different internal governance
mechanism—the board of directors—substituted for the market for control, as opposed to
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without takeover defenses (lowest quartile G-Index firms), and the ab-
sence of takeover defenses was important only for firms with an active
blockholder (highest quartile of block ownership); those complementary
portfolios were the only portfolios that could be used to create trading
strategies that generated abnormal profits. With more years of perform-
ance data than GIM, Cremers and Nair found no effect on performance
from takeover defenses alone (the G-Index) and concluded that both
forms of corporate governance matter for future performance.!%3

Cremers and Nair considered several explanations for their finding
in addition to the investor-learning explanation offered by GIM (that in-
vestors did not understand the impact of corporate governance in 1990,
the outset of GIM’s data period). The additional explanations include
that the trading strategy’s abnormal returns were (1) unrelated to funda-
mental performance and instead derived from the market’s view of cor-
porate governance, (2) due to abnormal returns accruing to future
targets or acquirers on the acquisition announcement dates, or (3) associ-
ated with an omitted risk factor that may or may not be related to govern-
ance.'%* To test these hypotheses, they examined the relation between
their two governance variables and other performance measures (ac-
counting measures and Tobin’s Q). The findings using accounting mea-
sures duplicated those for stock returns, which they viewed as inconsis-
tent with the first alternative, that governance is unrelated to changes in
performance, although they noted that this did not demonstrate causal-
ity. They also rejected the second hypothesis because when targets and
acquirers were removed from the portfolios the findings were
unchanged.

The results involving Tobin’s Q were somewhat different. While
Cremers and Nair found that firms with only one high-quality governance
mechanism (high block ownership or low takeover defenses) did not ex-
hibit abnormal stock returns, they found that those firms had higher
Tobin’s Q valuations.!% They interpreted these findings as evidence that
investors “price the importance of each individual governance mecha-
nism correctly,” and hence as the explanation for why there were no ab-
normal returns.!?® Considering the findings regarding trading strategies
of the complementary portfolios and the Tobin’s Q valuations, they win-
nowed down the plausible explanations of the data to two: GIM’s learn-
ing hypothesis or the third alternative involving unspecified risk factors.
To shed some light on which alternative hypothesis might be correct,
they examined the relation between the different combinations of gov-
ernance portfolios and the variability of performance, as a proxy for risk.

the internal governance device examined by Cremers and Nair and found to be a
complement—institutional blockholding.

103. See Cremers & Nair, supra note 76, at 2861-62.

104. See id. at 2883-89.

105. See id. at 2886-89.

106. Id. at 2889.
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They found that the complementary portfolios (those comprised of firms
with high-quality governance on both dimensions) were indeed associ-
ated with more variable performance measures than portfolios where
only one such mechanism of good governance was present.!%?

Cremers and Nair interpreted these data as providing support for
the omitted risk factor explanation of their results, that is, that the abnor-
mal returns from trading on the governance portfolios were an artifact of
the higher discount rate investors applied to these firms because of their
greater risk.!°® They concluded that it is the combination of the quality
of a firm’s internal and external governance devices that is associated
with superior performance, and not a firm’s defenses alone (what GIM’s
and BCF’s indices measure),!%9 a finding, as earlier noted, replicated in
Brown and Caylor’s comparative analysis of the Gov-Score and Gov-7
indices.

B. Might a Single Governance Mechanism Be Preferable to an Index?
Methodological Issues with Governance Indices

Although the dominant approach to evaluating the quality of a
firm’s corporate governance today is to construct an index comprised of
multiple dimensions of a firm’s governance structure, some governance
scholars still consider specific board characteristics to be the critical de-
terminants of corporate governance.!''® Board factors are also empha-
sized by the providers of commercial indices over the takeover-related
governance factors emphasized in most academic indices. This raises the
fundamental question whether a single board characteristic can be as ef-
fective a measure of corporate governance as indices that consider multi-
ple measures of corporate charter provisions and board characteristics.
While this is an empirical question, it is plausible on both theoretical and
methodological grounds for a single board characteristic to be superior
to or as effective a measure of corporate governance as an index. If a
single board characteristic can dominate an index as a proxy for good
governance, then it could be a more parsimonious proxy for predicting
performance. Moreover, it would diminish or eliminate the need and/or
attractiveness to institutional investors of using commercial services to
measure a portfolio firm’s governance quality. We therefore think it use-
ful to set out the rationale for why a single governance mechanism re-

107. See id. at 2888-89.

108. See id. at 2886.

109. See id. at 2889-90.

110. E.g., Benjamin E. Hermalin & Michael S. Weisbach, Boards of Directors as an
Endogenously Determined Institution: A Survey of the Economic Literature, 9 Econ. Pol'y
Rev. 7, 10-11 (2003) [hereinafter Hermalin & Weisbach, Survey] (discussing various
scholars’ beliefs in critical importance of board and director independence as components
of firm governance); see also Bhagat & Bolton, supra note 40, at 271 (proposing directors’
stock ownership as key element of firm governance).
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lated to the board might fare at least as well as an index in evaluating a
firm’s overall governance quality.

Under what theory of the firm could one characteristic be preferred
to many to describe a firm’s quality of governance? Corporate law pro-
vides the board of directors with the authority to make, or at least ratify,
all important firm decisions, including decisions about investment policy,
management compensation policy, and board governance itself. The
board’s pivotal role suggests focusing on board attributes in order to
identify a single governance variable that might serve as an alternative to
an index. Itis both theoretically possible and intuitively plausible that an
independent board, or board members with stock ownership, will have
adequate incentives to oversee important corporate decisions and moni-
tor management action implementing those decisions.!!! Accordingly,
board independence or outside board members’ stock ownership appear
to be excellent candidates for a single characteristic that could best serve
as a proxy for overall good governance.

Evaluating the quality of a firm’s governance from a single board
characteristic rather than a multifactor index might be justified on
econometric grounds as well. The measurement error in computing a
single variable such as a board’s stock ownership, for instance, might well
be lower than that of an index, which requires accurate identification of a
multitude of board processes, executive compensation practices, and firm
charter and bylaw provisions. The more numerous the attributes of gov-
ernance that must be tracked to identify the quality of a firm’s govern-
ance, the greater the possibility of error in recording the value of any one
component, and hence in measuring overall quality. And the greater the
imprecision in the calculation of the proxy for firms’ governance quality,
the higher the probability that the statistical analysis of the relation be-
tween governance and performance will be misspecified.

There are certainly analytical problems presented by single govern-
ance variables. For example, the independence of the board is conven-
tionally identified by the proportion of directors who are neither em-
ployed by nor affiliated (i.e., have material relations) with a firm, but
there are data indicating that not all such independent directors are

111. For economic models in which outside directors have incentives to build
reputations as expert monitors, see Eugene Fama, Agency Problems and the Theory of the
Firm, 88 J. Pol. Econ. 288, 293-94 (1980); Eugene Fama & Michael Jensen, Separation of
Ownership and Control, 26 J.L.. & Econ. 301, 315 (1983). The legal literature has long
held a monitoring view of independent directors. See, e.g., Eisenberg, supra note 11, at
164-67. For an economic model that suggests that equity compensation for outside
directors will increase board monitoring, see Benjamin E. Hermalin & Michael S.
Weisbach, Endogenously Chosen Boards of Directors and Their Monitoring of the CEO,
88 Am. Econ. Rev. 96, 111 (1998). The legal literature has also advocated directors’ stock
ownership to improve monitoring incentives. See, e.g., Charles M. Elson, The Duty of
Care, Compensation, and Stock Ownership, 63 U. Cin. L. Rev. 649, 651-54 (1995)
(arguing that director stock ownership can help combat problem of CEO
overcompensation).
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equal with respect to monitoring effectiveness.!!'? Using board indepen-
dence alone as a proxy for governance may therefore result in misspecifi-
cation of statistical analyses. However, in our judgment, the identifica-
tion and measurement problems are even more problematic with respect
to indices.

For instance, construction of an index requires that all of the vari-
ables in the index be weighted. The weights a particular index assigns to
individual board characteristics and other governance features are criti-
cal. If the weights are not consistent with the weights used by market
participants in assessing the relation between governance and firm per-
formance, then incorrect inferences will be drawn regarding the relation
between governance and firm performance, even if the governance com-
ponents in the index are correctly measured.

Another problem with a weighting system for an index of govern-
ance quality is that good governance features may well be substitutes and
the interactions among them may also be complex and subtle. Given
these possibilities, it is incorrect to treat them simply as complements,
which is the effect of assigning positive weights to all of the good govern-
ance attributes of an index (the approach of the academic indices). Such
an index ranking will provide an inaccurate measure of the relative qual-
ity of firms’ governance.!!® Although hardly any modeling of corporate

112. See, e.g., Eliezer M. Fich & Anil Shivdasani, Are Busy Boards Effective Monitors?,
61 J. Fin. 689, 691-92 (2006) (finding evidence that even an outsider-dominated board is
generally an ineffective monitor when a majority of the independent directors on the
board hold three or more directorships). There are also a number of studies finding that,
with respect to audit committee composition, it is not director independence but rather
the presence of independent directors with appropriate financial accounting expertise that
improves firm value. See, e.g., Mark L. DeFond et al., Does the Market Value Financial
Expertise on Audit Committees of Boards of Directors?, 43 J. Acct. Res. 153, 179 (2005)
(finding that “the market reacts positively to the appointment of [financial experts] to [a
firm’s] audit committee, but only when the director has accounting-related expertise and
only when the appointing firm has relatively strong corporate governance”); Roman L.
Weil et al., Audit Committee Financial Literacy: A Work in Progress 17 (Mar. 11, 2005)
(unpublished manuscript, on file with the Columbia Law Review), available at http://
faculty.chicagogsb.edu/finance/papers/CoatesMaraisWeil-11MarRevised.pdf (concluding
that “shareholders appear to benefit from” companies having “financial[ly] literate” audit
committee members); cf. Andrew J. Felo et al., Audit Committee Characteristics and the
Perceived Quality of Financial Reporting: An Empirical Analysis 30 (Apr. 2003)
(unpublished manuscript, on file with the Columbia Law Review), available at http://
papers.ssrn.com/sol3/papers.cfm?abstract_id=401240 (finding that “financial/accounting
expertise of the audit committee . . . is significantly positively related to financial reporting
quality”). Similarly, computation questions can arise for another governance variable that
is often investigated singly: equity ownership of management. Whether the relevant
ownership for incentive purposes is the percentage of outstanding shares or the dollar
value of the shares held by the manager depends on how the manager’s actions that
outsiders cannot monitor are expected to affect firm value. See John E. Core et al,,
Executive Equity Compensation and Incentives: A Survey, 9 Econ. Pol’y Rev. 27, 31 (2003).

113. In addition, if the multiple dimensions of governance the indices seek to capture
cannot be combined into a single dimension, then regardless of measurement issues an
index will not fare better than a single governance device in predicting performance
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governance has been undertaken, and there is therefore no satisfactory
theory of when or whether different aspects of good governance should
be understood to be substitutes or complements,!!* empirical research
indicates that the concern is not hypothetical: In fact, at least several
such mechanisms are substitutes. This finding severely complicates an
assessment of good governance practices using a simply constructed
index.

In particular, in an important contribution, Stuart Gillan, Jay
Hartzell, and Laura Starks (GHS) conducted an exhaustive analysis and
found that measures of high-quality governance are, in fact, substi-
tutes.!!®> More specifically, characteristics related to board indepen-
dence, which GHS c