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ABSTRACT

Purpose: This study is an empirical examination of the argument that higher Corporate
Governance (CG) is associated with decreased cost of capital.

Methodolgy: The sample of the study comprise of 200 small, medium, and large corporate
firmslisted at the Pakistan Stock Exchange.

Findings: The results reveal that CG and cost of capital is negatively correlated in large,
medium, and small Cap firms. The result confirms the theoretical proposition of the agency
theory that investors will be willing to accept a lower risk premium if firms have robust
oversight mechanisms to curb managerial opportunism. In case of interaction effect the
results show that in medium Cap firm's investors demand lower cost of capital from high
CG-medium ownership group. Nonetheless, pool and large Cap firms in the high CG-
predominant ownership group category pay higher cost of capital. The result also indicates
that large and small Cap firms as compare to medium Cap firms in low CG-medium
ownership category pay higher cost of capital. Further, it appears that investors demand
higher cost of capital from pool and small Cap firmsin low CG-predominant ownership
group.

Practical Implication: There are significant academic and practical implications which
are briefly described in last part of the study.
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1. INTRODUCTION

Substantial literature in the area of corporate governance reveals that firms
decision to implement CG ultimately influencesinvestors decisions. Firms with higher
CG regulations offer better shareholder rights; therefore investors may be more willing
to invest in such firms (Chalevas & Tzovas, 2010). Robb, Single, and Zarzeski (2001)
suggest that financial analysts as well as institutional investors seek non-financial
information about the long-term ability of managers to manage effectively and efficiently.
Today’sinformed and discerning investors demand greater transparency and disclosure
about the company, how it is managed, and perhaps more importantly, who is managing
it (Shabbir & Padgett, 2008). Numerous articles have confirmed the importance of the
CG system in attracting investment (e.g., De-Jong & Semenov, 2006; Klapper & Love,
2004; Carvalhal & Leal, 2005; Black, Love, & Rachinsky, 2006; Brown & Caylor,
2006; Black & Khanna, 2007; Lin & Shen, 2012). According to Coombes and Watson
(2000) today’s investors are now become more circumspect and closely monitor
company’s CG before making an investment decision. In asimilar vein, as stated in
McKinsey (2002), when assessing investment decision, ingtitutional investors consider
CG asimportant as financia indicators, to the point where 76% institutional investors
would be willing to pay a premium to invest in firms with higher governance structures.
Furthermore, Leuz, Lins, and Warnock (2009) find empirical evidence that in countries
characterized with weak legal institutions investors do indeed invest less in weak
governed firms. This signifies that the enhancement of CG is a potential lever for
fascinating investment (Bhat, Hopea, & Kang, 2006; Kanagaretnam, Lobo, & Whalen,
2007).

There isagrowing body of literature suggesting that investor protection or CG
improves value of the firm (e.g., Claessens et a., 2002; La Porta et al., 2002; Black
et a., 2003; Gomperset a., 2003). Nevertheless, the assumption of these studiesis that
CG influence firm value through enhancing expected cash flows and minimizing
expropriation. However, the question of whether CG a so influences the cost of capital,
another determinant of firm value, needs to be investigated. This is a more direct
measure of afirm’s financing costs as compare to firm valuation (Chen, Chen, & Wel,
2003). Thisis an important issue because financing costs impact not only a company’s
investment decisions, but aso its externa financing capability. The positive link between
CG and firm vauation can also be expounded by the lower expected rate of investment
return for strong CG firms. The reason for accepting a lower discount rate is because
investors might discern strong governance firms as less risky, which subsequently
resultsin greater vauation for firms. In the view of La Portaet a. (2002), the protection
of outside investors (i.e., shareholders and creditors) from management expropriation
isone of the important objectives of CG.

Corporate governance enhance management monitoring, rises disclosure aswell
as quality of reported financial information (Chen & Jaggi, 2000; Eng & Mak, 2003;
Bozec & Bozec, 2010) and mitigate asymmetric information between management and
capital providers (Core, Holthausen, & Larcker, 1999; Lang & Lundholm, 2000;
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Mazzotta & Veltri, 2012). From atheoretical perspective, agency risk will be
higher for firms that are badly governed, which in turn leads to future cash flows
uncertainty (Jensen & Meckling, 1976; Jensen, 1986; Bhojraj & Sengupta, 2003).
Agency risk istherisk that firm managers run firmsin the pursuit of their own interests.
Empirically, Ashbaugh, Collins, and LaFond (2004a) provide evidence that as compare
to low CG firms the cost of capital is on average 88 basis points lower for higher CG
firms.

The review of previous findings (Ashbaugh, Collins, & LaFond, 2004; Cheng,
Collins, & Huang, 2006; Chen et al., 2009; Reverte, 2009; Yu,EPeng,E& Liu, 2013)
indicates that shareholder of firms with higher CG enjoys positive value |mpI|caI|ons
and governance ratings can be a valid assessment of the strength or weaknesses of
firm’'s CG practices. Furthermore, there is also empirical evidence that higher CG firms
are perceived favourably by the market enabling them to enjoy reduced cost of equity
capital. The literature review also suggests that in emerging markets there is limited
evidence about the relation between CG and cost of debt. Nevertheless, majority of the
studies (e.g., Sengupta, 1998; Bhojrg) & Sengupta, 2003; Anderson et a., 2004; Cremers,
Nair, & Wei, 2007) that examine the link between CG and cost of debt focus on just
one aspect of governance or information quality. Other studies were cross sectional in
nature studying the influence of CG on cost of debt for a single year. The results of
most of the studies indicate that while assessing firms risk profile investors take into
account firm’s governance attributes. This risk profile determines debt holders required
return. Furthermore, majority of the literature focused either on equity or debt capital
intheir relation with CG. Nevertheless, firms mostly depend on multiple types of capita
and there are firms especially in Pakistan that are highly leveraged. Therefore, reduction
infirm’s equity cost sometimes does not reflect the rise of full degree in market valuation
of firm’'sthat are highly leveraged. Thus, according to the author knowledge this study
is the first attempt in Pakistan that investigates the link between CG and weighted
average cost of capital.

Therest of the article proceeds asfollows. First, we discuss our research methods,
sample selection. Then, results of hypothesized relationships are discussed in the
subsequent section. Finally, we conclude the paper.

2. DATA AND METHODS

The target population of the study consists of all ‘Pakistan Stock Exchange
(PSX)’ listed non-financial companiesfor the period 2003 to 2014. The selection process
produces a final sample of 200 companies on the basis of data availability. The study
further categorizes the sample firmsin to small, medium, and large firms on the basis
of their market capitalisation. Companies below the 25th percentile (firstEEQ1) are
considered as small Cap firms, companies between the 25th percentile and the 75th
percentile (third quartile Q3) are considered as medium Cap firms, whereas companies
above the 75th percentile are considered as large Cap firms. Secondary data in this
study are obtained from three sources: State Bank of Pakistan (SBP) annual balance
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2004); financial statements analysis of companies (non-financial) listed at PSX
(2006-2011)]; the company’s annual reports, and the PSX web Site. The study constructed
a composite measure of CG based on: (1) OECD CG principles; (2) The Pakistan code
on CG; (3) prior CG studies relevant to Pakistan. The index consists of three sub-
indices. Board of director sub-score (10 items), audit sub-score (4 items), and disclosure
sub-score (4 items). To construct the CGS we score each attribute on a0 to 4 scale.
The scores are aggregated across al the attributes, divide it by the maximum possible
score and multiply it by 100. In order to ensure that the index adequately capture
improvements in particular governance mechanism over time the maximum score is
normalized to 100.

As documented in Bierman (1993), Bruner, Eades, Harris, and Higgins (1998),
Meier and Tarhan (2007), and Chalevas and Tzovas (2010) the WACC iswidely used
in practice to measure firms' cost of capital. The cost of equity and after-tax cost of
debt is required in the computation of cost of capital and then the cost of each capital
component is multiplied by its proportional weight and takes the sum of the results.
Following, Chalevas and Tzovas (2010) WACC is calculated as follows:

WACCit= (reit (TOTEQit/ (DEBTit + TOTEQit))) + ((rdit (1-
TAXRATEi;t))* (DEBTit/ TOTEQijt +DEBTit))

Where, TOTEQ)jt istotal equity of the company i for year t, DEBTit istotal debt capital
of company i for year t, TAXRATEIt is the marginal corporate tax rate, rejt is the
required return on equity of company i for year t, rdit isthe cost of debt of the company
i for year t.

Cost of debt iscalculated by dividing the average interest expense on acompany’s
debt by its average financial debt whereas CAPM is used to calculate cost of equity.
CAPM iswidely used in research studies (e.g., Graham & Harvey, 2001; Welch, 2008;
Da, Guo, & Jagannathan, 2012) to estimate afirm’s cost of equity. CAPM is calculated
asfollows:

Ke=Rfr + a(Rm - Rfr).

Where, Keiscost of equity, Rfr istherisk-freerate, aisthe estimation of the sensitivity
of the stock returns to changesin market returns, and (Rm — Rfr) is the equity premium
which is the expected excess market return (Rm) over the risk-free rate (Rfr).

The Arrelano and Bond (1991) GMM estimator is increasingly popular in
empirical work using firm level panel data. Thisis the primary estimation method
employsin thisstudy asit takes into account the dynamic endogeneity issue. If dynamics
are introduced in the model then GMM technigque becomes more appropriate. In order
to investigate the association between CG and cost of capital the following dynamic
panel data model isto be estimated:

Model 1:
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Where,
WACC is dependent variable weighted average cost of capital, is lag of dependent
variable, isconstant of the equation, is coefficient of the variable, isdebt ratio proxied
by the proportion of debts to total assets, is firm listing age proxied by actual length
of listing, is firm growth proxied by growth rate in assets over the previous fiscal year,
is logarithm of total assets used to measure firm size, is insider ownership proxied
by percentage of equity collectively owned by members of the board including their
family members, is return on equity measured by profit after tax divided by shareholders
equity, isadummy variableindicating 1 if the firm belongsto family and O otherwise,and
isthe error term. A regression of WACC on insider’s ownership, family representation
and other control variables is undertaken for Model 1_Pool, Model 1 Large, Model
1 Medium, and Model 1_Small Cap firms and the regression results are presented in
Table8to 11.

Further, to test the joint effect of CG and insider’s ownership on firm cost of
capital the following model is formulated:

WACC
Model 2:

Where,

WACC,, ,,,,,InTA,,, areaspreviously defined. isadummy variable representing
high CG and medium ownership category, isdummy variable representing high CG
and predominant ownership, isdummy variable representing low CG and low ownership,
is dummy variable representing low CG and medium ownership, and is dummy
variable representing low CG and predominant ownership. A regression of WACC on
control variables and interaction terms is undertaken for Model 2_Pool, Model 2_L arge,
Mode 2_Medium, and Modd 2_Small Cap firms and the regression results are presented
in Table 12.

3. EMPIRICAL RESULTS

Descriptive Statistics: Table 2, 3, and 4 reports the descriptive statistics of the
sample firms in terms of the variables, which have been identified previously. The
summary statistics are grouped according to sample firms market capitalization, namely,
large Cap, medium Cap, and small Cap firms. As mentioned previously the aim of this
study is to examine the link between CG and cost of capital with respect to insider
ownership, the key variables of interest thus in this study are: CG score (CGS); cost
of capital (WACC); and insiders' ownership (INSIDOWN). The mean CG score for
large Cap firms is 60% which is the highest as compare to medium Cap firms 54%,
and small Cap firms 48%. The highest variation in governance score occurs in large
Cap firms with a standard deviation of 0.14 followed by medium Cap firms (0.11) and
small Cap firms (0.10). The results show that WACC has a mean value of 0.02, 0.12,
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and 0.33 in large, medium, and small Cap firms respectively. Thisindicates that
large Cap firms attract capital at lower costs as compare to medium and small Cap
firms. Further, small Cap firms have the highest variation in their WACC as shown by
standard deviation of 2.84 followed by medium (1.48) and large Cap firms (0.02). The
mean insider’s ownership isthe highest in small Cap firms 35.69, whereas for medium
Cap firms the mean value is 24.78; however the mean value is the lowest in large Cap
firms 8.17.

Correlation Results: The Pearson correlation coefficients between the dependen
variables and the independent variables are presented in Table 5, 6, and 7 with the
Pearson coefficients shown in each cell of the table with the p-value provided undernesth
in brackets. Correlation analysis is used following previous studies to check
multicollinearity among variables in empirical models. Gujarati (2003) argues that
multicollinearity may threaten the regression analysis at a threshold of 0.80 or 0.90.
From the results it can be seen that multicollinearity does not appear to be a problem
between the variables in any of the three samples.

4 RESULTSOF GMM ESTIMATION

This section explores the association between CG, in terms of its internal
significance, and the cost of capital. As previously mentioned investors consider weak
governance firms as risky business and hence as aresult will demand for positive risk-
adjusted returns. In order to control for endogeneity between CG measures and cost
of capital the study utilizes a dynamic system GMM estimation framework.

The results reveal that CG and cost of capital is negatively correlated in pool,
large, medium, and small sample firms. Specifically, an increase of one unit in CGS
islinked with a decrease of 0.26 in cost of capital in pool sample, 0.008 in large sample,
0.38 in medium sample, and 0.60 in small sample. Thus, the results provide evidence
that the CGS coefficient is lower than zero indicating that higher governance decrease
the cost of capital of the firm and as aresult implicitly increase firm value. Prior research
argues that investors expect lower future cash flows for weak governed firms (La Porta
et a., 2002). Hence, the evidence of negative association indicates that investors will
likely charge higher discount rate for cash flows of weakly governed firms. Thus, a
governance risk premium could be added to current business evaluation models. The
result also confirms the theoretical proposition of the agency theory that investors will
be willing to accept a lower risk premium if firms have robust oversight mechanisms
to curb managerial opportunism. Based on Hansen’s J statistic (Hansen, 1982) the
instrument set is tested for validity of the full instrument set and the Difference-in-

Hansen test of a subset of instruments for over-identifying restrictionsin aGMM model.
The null hypothesisis that the instruments are uncorrelated with the error term hence
they are valid instruments. Therefore, argection of the null hypothesisis required. The
results also report the autocorrel ation tests of Arellano—Bond where the null hypothesis
isthat there is no autocorrelation of order 2. Because the p-value is higher than 0.05,
therefore the null hypothesis of no autocorrelation cannot be rejected at the 5% level
of significance. Hence, the test for autocorrelation presents no evidence of model
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misspecification.

Further, the coefficient on sub-category BRDSCR is a so negative and statistically
significant in pool, large and medium sample firms. According to agency theory
framework, for minority shareholders board structure may represent an important tool
for protecting their interests against opportunistic management behavior and thus having
an effect on the cost of capital. The negative relation suggests that the board structure
and procedures succeed in reducing information asymmetry and agency conflicts. Thus,
if investors have confidence on the capability of board to exercise effective monitoring
of management they are willing to demand lower cost of capita. The sub-score AUDSCR
is negative and significant only in large and medium samples. However, the result does
not appear to significantly influence cost of capital in pool or small sample firms. On
the other hand, the DSCSCR sub-score is negative and significant in pool, large, medium,
and small sample firms. In summary, the result corroborate the awareness of the market
about CG implication on firm value, in this instance, cost of capital.

In terms of control variables, debt ratio isfound to have negative and significant
correlation with cost of capital in pool, medium and small sample firms, indicating that
high leverage firms have lower cost of capital due to advantage of the debt tax shield.
Nevertheless, in case of large Cap firms the result is significant but positive. Further,
the study fails to find any significant association between firm age and cost of capital
in either of the sample firms. However, in terms of growth variables the result indicates
that the coefficient is negative and significant in pool, large, medium, and small sample
firms. For the pool, medium, and small sample firms the results indicate that the variable
INTA is negatively and significantly related to cost of capital. Conversely, for large Cap
firms the result is positive and highly significant.

Results indicate asignificant positive coefficient for insider’s ownership in pool
and large Cap firms, however insignificant in medium sample, but significant in small
samplein Model 1 and 3 only. Hence, higher share ownership by board members lead
to higher cost of capital, due to board domination by one group of shareholder and lack
of balance. Further, the positive evidence confirms potential rent extraction by significant
shareholders. The variable ROE is found to have inverse influence on firms cost of
capital in pool and medium sample firms and the result is significant at the 1% level.
Nonetheless, the coefficient on ROE is negative in large Cap firms but the significance
level drops to 10%. Further, the study fails to find any significant effect of ROE on
cost of capital in small Cap firms. Equity and default risk for profitable firmsis lower;
hence ROE negatively affect cost of capital. Finally, the coefficient on family variable
is negative and significant in pool and small sample firms. However, in large Cap firms
the result appears to have positive relation with cost of capital. In medium Cap firms
the result is statistically insignificant.

Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for pool sample. WACC L1 isweighted average cost of capital (lag
dependent variable). P-values are displayed in parentheses under coefficients. Sample
period is from 2003 to 2014.
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Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for large sample. P-values are displayed in parentheses under
coefficients. Sample period is from 2003 to 2014.

* oxx O kxk— gpgtistical significance at the level of 0.10, 0.05 and 0.01

Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for medium sample. P-values are displayed in parentheses under
coefficients. Sample period isfrom 2003 to 2014.

* oxx o kkk— gpgtistical significance at the level of 0.10, 0.05 and 0.01

Note. The table shows the results of WACC regressed on CGS, sub-score, and firm
specific variables for small sample. P-values are displayed in parentheses under
coefficients. Sample period isfrom 2003 to 2014.

*, ** x*%— gtatistical significance at the level of 0.10, 0.05 and 0.01

Testing the joint effect of CG and insiders’ ownership on cost of capital: Table
12 show the results of the joint effect of CG and insider’s ownership on firm cost of
capital. The coefficient of is negative and statistically significant in medium Cap firms
(Table 12, column 4, and row 9) indicating that investors of group demands lower cost
of capital as compare to the base category of . However, the result isinsignificant in
pool, large and small sample firms. The results further show that pool (Table 12, column
2, and row 10) and large (Table 12, column 3, and row 10) Cap firmsin the category
pay higher cost of capital.

Further, the coefficient on category isinsignificant in al four samples. However,
the group pay higher cost of capital in pool (Table 12, column 2, and row 12), large
(Table 12, column 3, and row 12), and small (Table 12, column 5, and row 12) Cap
firms, except in medium Cap firms (Table 12, column 4, and row 12) where the result
is positive and significant. The result indicates that large and small Cap firms as compare
to medium Cap firmsin group pay higher cost of capital. In terms of joint category
it appears that investors demand higher cost of capital from pool (Table 12, column 2,
and row 13) and small Cap (Table 12, column 5, and row 13) firms (see Table-12 in

appendix).
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Note. The table shows the results of WA CC regressed on joint CG and insiders ownership
as well as control variables. is high CG and medium ownership, ishigh CG and
predominant ownership, islow CG and low ownership, islow CG and medium
ownership, islow CG and predominant ownership. P-values are displayed in parentheses
under coefficients. Sample period is from 2003 to 2014.

*oxx ] ***— gtatistical significance at the level of 0.10, 0.05 and 0.01

5. CONCLUSION

Thisstudy isan empirical examination of the argument that higher Corporate
Governance (CG) is associated with decreased cost of capital. The sample of the study
comprise of 200 small, medium, and large corporate firms listed at the Pakistan Stock
Exchange. The results reveal that CG and cost of capital is negatively correlated in
large, medium, and small Cap firms. Specifically, an increase of one unit in CGSis
linked with a decrease of 0.26 in cost of capital in pool sample, 0.008 in large sample,
0.38 in medium sample, and 0.60 in small sample. The result confirms the theoretical
proposition of the agency theory that investors will be willing to accept a lower risk
premium if firms have robust oversight mechanisms to curb manageria opportunism.
In case of interaction effect the results show that in medium Cap firms investors
demands lower cost of capital from high CG-medium ownership group. Nonetheless,
pool and large Cap firms in the high CG-predominant ownership group category pay
higher cost of capital. Theresult also indicatesthat large and small Cap firms as compare
to medium Cap firmsin low CG-medium ownership category pay higher cost of capital.
Further, it appears that investors demand higher cost of capital from pool and small
Cap firmsin low CG-predominant ownership group.

Oneimplication of the findingsin this study isthat, under aweak legal protection
regime, minority investors would make reference to afirm’slevel of CG to assess their
risks of expropriation by the controlling insider. Investors would have grave concern
about a firm that is not transparent in CG, and are not likely to support afirm’s share
price where predominant insider ownership exists. Conversely, they are much more
willing to invest in afirm by subscribing or holding on to its shares where they perceive
alow likelihood for agency problems. One implication is the reduction of asymmetric
information and hence cost of capital through enhancing CG for firms planning to raise
capital in the future. This study supports this notion to be one of the main incentive
factors that influence firms' to enhance CG practices.
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APPENDI X

Table 1: Summary of Variables

Nature of
Vanable Label Vanable Desenption Data source

Dependent Variables

Weighted WACC Numencal ~ WACCi= (regt (TOTEQw (DEET# + Anual

Average Cost TOTEQit)) + ((rdst {1- Report

of Capital TAXRATE®)*(DEBTwTOTEQut +DEBTIt)

Independent Variahles

Corporate CGS Numencal  The CGS 15 a checklist contammng 18 ttems and  Annual

Govemance three Sub-scores Report

Score

Insiders’ INSIDOW  Numencal  Percentage of equity collectively owned by  Anmal

Ownerstup N members of the board of directors, mcluding ther  Report

farly members

Growth FGR Numencal  Growthrate in assets over the previous fiscal year  Annual
Report

Debt Ratio DR Numencal  The proportion of debts to total assets Annual
Report

Profitabiity ~ ROE Numencal — Netmcome/Common equity Annual
Report

Company size InTA Numencal — Loganthm of assets Annual
Report

Fim Age FRMAGE  Numencal  Actualbsting status Company
Website

Family FAMILY  Numencal  Dummy vanable mdicating 1 if the fim belongsto  Company

family and ( otherwize Website
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Table 2: Descriptive Statistics of Large Cap Firms

Ciantiles
Vanahle MMean 5D Min 25 Mdn 5 Max
CGSs 0.60 0.14 023 031 0.60 0.71 0594
BRDSCE 0.64 0.12 033 055 0.63 0.70 0.0
AUDECR 072 0.14 023 0.69 0.73 075 1.00
DECECER 041 035 0.00 0.00 030 0.73 1.00
WACC 0.02 g.02 0.00 0.00 g.02 0.03 0.17
ROE 045 1478 -319.00 0.10 0.20 032 297
FGE. 0.18 030 -0.69 0.03 013 025 2.7
nTA 10.06 1.18 6.11 033 10.08 10.75 13.11
DR 0.52 026 0.09 032 051 0.69 2.16
FEMAGE 30.19 13.04 6.00 19.00 31.00 4400 33.00
INSDOWN B.17 16.64 0.00 0.00 012 137 82.30
Table 3: Descriptive Statistics of Medium Cap Firms
Cuantiles
Vanable Mean &8.D. Min 25 Idn a3 Max
CGSs 034 0.11 025 044 0.53 061 093
BEDSCR 061 0.11 0.30 0.53 0.63 0.68 0.98
AUDSCR 068 0.13 013 0.69 0.69 0.73 1.00
DSCECR 023 0.30 0.00 0.00 0.00 0.30 1.00
WACC 0.12 148 0.00 0.01 0.03 0.06 3648
ROE 0.06 0.62 -17.53 0.02 0.11 020 309
FGR 0.17 0.39 0.82 0.00 0.09 023 744
mTA 225 1.01 400 152 8123 204 1133
DR 057 025 0.01 0.42 0.38 0.70 310
FEMAGE 2001 1142 6.00 21.00 27.00 38.00 36.00
INSDOWN 2478 2658 0.00 141 1386 4340 0747
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Table 4: Descriptive Statistics of Small Cap Firms

Quantiles
Variable Mean 5D, Min 25 Mdn T3 Max
CGs 048 0.10 021 042 049 0.36 075
BEDSCR 0.58 012 020 0.48 058 0.68 0.80
AUDSCR 0.63 0.16 0.25 0.44 0.69 0.73 075
DSCSCE 012 020 0.00 0.00 0.00 025 1.00
WACC 033 2.84 0.00 0.02 003 0.07 4038
ROE 0.01 1.06 210211 -0.08 0.035 015 1157
FGR 0.08 025 062 005 0.03 017 1.44
InTA 7.10 1.14 3.89 6.41 713 7.80 11.15
DR 0.83 0.89 .11 0.53 0.66 082 12.16
FEMAGE 3008 1095 7.00 22.00 20.00 4400 36.00
INSDOWN 3360 2753 0.00 905 3448 59.08 9311
Table 5: Correlation Matrix of Large Cap Firms
Wanables CGs WACC DE FEMAGE FGE InTA INSDOWN ROE
cas 1.0000
WACC A0.1573 1.0000
(0.0006)
DE 00258 0.3553 1.0000
(0.53788) (00000}
FEMAGE 00167 01173 00387 1.0000
(0.7183) (00112}  (DA036)
FGER 01151 -0.1393 0.0033 00125 1.0000
(00175) (0.0034) (0.9442y (0.7930)
nTA 0.2380 0.2432 02504 00623 00075 1.0000
(0.0000% (000007 (0.0000y (0.1792) (0.8750)
INSDOWM  -0.2386 0.1395 0.0023 -0.0208 0.1046 01978 1.0000
(0.0000) (0D.0005) (0.0463) (0.6334)  (0.0280)  (0.0000)
ROE 00517 -0.0462 0.0828 A0.0423 00443 00628 0.0212 1.0000

(04943) (03193) (00737) (03614)  (03307)  (0.1755)  (0D.6482)

Note. P-values are shown in brackets
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Vanables  CGS WACC DR FEMAGE FGR nTA INSDOWN  ROE
CGs 1.0000
WACC 0.0298 1.0000
{0.3623)
DR 01534 00084  1.0000
(0.0000) (0.7966)
FRMAGE 00239 00008 00136  1.0000
(04659) (0.9814) (0.6769)
FGR 00326 00106 -D0%72 00384 1.0000
(01252) (0.7574) (0.0109) (0.2633)
nTA 00137 00008 02430 0.0147 003098 1.0000
(0.6760) (0.0054) (D.0000) (0.6329)  (0.2459)
INSDOWN 02764 00424 00628 00008 00571 0.0244 1.0000
(0.0000) {0.1046) (0.0546) (0.0%06)  (0.0055)  (0.455D)
EOE 00002 00136 01273 00180 0.0641 00824 0.0197 1.000
(00062 (0.6782) (00001) (05644)  (0.0615) (0.0116)  (0.35476)
Note. P-values are shown in brackets
Table 7: Correlation Matrix of Small Cap Firms
FEMAGE FGE InTA INSDOWN  ROE
Vanables CGs WACC DE
CGs 1.0000
WACC 0.1220 1.0000
(0.0082)
DR 02272 00434 10000
(0.0000) (03494
FEMAGE 00300 00100 01032  1.0000
(0.2800) (0.8290) (0.0236)
FGER 00478 00257 02258 01022 1.0000
(032847 (0.5989) (0.0000) (0.0364)
nTA 00685 00857 02779 00845 00674 1.0000
(0.1388) (0.0639) (0.0000) (D.0678)  (0.1682)
INSDOWN 02518 01245 01360 01082 0.0177 00218 1.0000
(0.0000y (0.0070) (0.0032) (0.0000) (0.7183)  (0.6373)
ROE 00054 00106 0.0042 00677 00114 0.0347 H0519
(09079) (0.2190) (09284) (0.143T) (0.8133) {04339 (0.2627)
Note. P-values are shown in brackets
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Table 8: Regression Results for Corporate Governance Score, Sub-score, Firm Specific
Characteristics and Weighted Average Cost of Capital (Pool Sample)

Variables hdodel (1) Model (2} Model (3) Model (4)
WACC 07955+ 0.7054++= N ERASS 07041 %=
LL (0000 (00000 (0.000) (0.000)
CGs -D2613%*=
(0.000)
BRDSCE 02171%+=
(0.000)
AUDSCE 0.1894
(0.137)
DESSCR RILUTE Wiadad
(0.000)
DE -D0316%*= 00697+ -0.0665%%* -0.0692%%*
(0.000) (0.00:0) {0.000) {0.000)
FEMAGE 0.0023 0.0029 -0.0019 0.0040
(0.812) (0.766) (0.87T) (0:66T)
FGR -07476%= D.7208%F= -0.8636%*F AD7215%
(0.000) (0.000) (0.000) (0,000}
InTA -D2003**= -02003##= -03607**= -D 28R
(0,000} (0.000) (0.000) (0,000
INSDOWN 0.0102%%= 0.0104%%= 0.01468%%= Q.0101#=
(0.000) (0.000) (00000 (0.000)
ROE -D.0p0T*E= 00007 -0.00g** 00 TEE
{0,000} (00000 (0.001) (0.000)
FAMILY -1 G639**= -1.9803%*= -2 4065%%* -10121#%#
(0.000) (0.000) (0.000) (0.000)
Cons 38874 3.0334%%s 4 g12g*s= 3.6041%#*
(0.000) (0.000) AL EL] (0,000
Observations 1568 1568 1668 1668
No. of Instruments 102 12 102 102
No. of Groups 200 200 200 200
AR (1) -1.03 -1.03 -1.07 -1.03
[P-Value] (0.029) (0.029) (0.028) (0.029)
AR(2) 100 1.00 L.00 LO0
[P-Value] (0317) (0:317) (0.317) (0317)
Hansen test 109.61 108.23 10230 107.59
[P-Value] (0.102) 0.119) {0217) (0.127)
Differsnce m Hanzen  101.43 Go.47 0374 08.93
test
[P-Value] (0.108) (0.133) (0242) (0.143)
F-Sigmificance (0:000) (0.000) (0.000) (0.000)
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Table 9: Regression Results for Corporate Governance Score, Sub-score, Firm Specific
Characteristics, and Weighted Average Cost of Capital (Large Sample)

Varighla: Modal {1y Modal {2) Modsl {3) Model (4)
WACC 0.3208++* 0.3214++* 0. 3045+ 0.3304 %+
EI; {00000 LT H {00000 (0000}
CGS D.00TE*+
{0.000)
ERDECE. 0 (e
{0.000)
AUDECE. S[OLGTee
{0.000)
DELECE. 0. 0033+
{8.000)
DE. 0.0330%== L] 0.0332++* LI T
{0.000) {0.000) {0.000) {0.000)
FEMAGE 00 0. 0000 000 {0000
{0.615) {0.638) {0,331 {0.164)
FGE. D QI23wes 00107+ Q23w 0121+
{0.000) {0.000) {0.000) {0.000)
InTA 0.001 3+ TR L] Py 0.003] ++* (L1 4ww*
{0.000) {0.000) {0.000) {0.000)
DNEDOWE 0. D+ LTRE L] i 0. 0000 OO+ +*
{0.000) {0.000) {0.106) {0.008)
ROE 00000 0. DD 0000+ 0. O
{0.051) {0.056) (0072 {0.12:09
FAMILY 0.0113%** QLO10F+* 0.013]++* Q0116w **
{00000 (0. 000 (00000 0. D)
Cons EIRHE by Q15T+ BRI ey 0212w
{0.001) (0. 0000 (00000 0. 00
Oibzarvations 434 434 434 434
Mo, of Instrements Th I ] h
Mo, of Groups T T T T
AR (1) -146 -1.50 -1.53 -1.4%
[P-Valus] {0.014) {0.012) {0.011) {0.013)
AR (I 054 .57 .47 .55
[P-Valus] {0,592 (0. 5568) {0L636) {0.583)
Hanzan tast 60.02 60.65 60.47 61.77
[B-Vales] {0.684) {0663 {0.660) {0.625)
Diifference in Hanzan 61.73 63.01 5634 60,48
tast
[B-Valus] (04500 {0405 {0645 {0405y
F-5igmificancs FLEL {0000 {0.0080 {0000
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Table 10: Regression Results for Corporate Governance Score, Sub-score, Firm Specific
Characteristics, and Weighted Average Cost of Capital (Medium Sample)

Warigblaz hdodal (13 hlodal {2} hlodsal (37 Nlodsl {4)
WACC D.O255%+* Q0250w D.O2EY e D.0030%es
EL {0000 {00000 {00000 {00000
CGh 03825+
(0L
EFEDECE. B
{0004
AUDECE A L5 e
{0.007)
DESSCE. D374 e
{00000
DFE 0. 555 R 0540w D.45470%% D.5624 e
{000 {0.000) {0000 {00000
FEMAGE 00000 D.0012 0. DD 00004
{04057 Ry {0.335) {073
FGE. 0 F1ETee [ 5D I L FE R -0.540q%es
{0000 {0000 {0.000N {0000
InTA 0144 pees 1535+ 01305 0. 1130w
{0000 {0000 {000 {00000
INEDOWH 00004 00001 000402 0. DT
{04000 {0,322 {0L848) {0L154)
RCE RIS EER e “DLDERgeee D.OR5 T
{0L0DDN {0000 {000 {00000
FAMILY 00364 00373 00418 00158
{0.257 {0.268) {0.163) (0L481
Cons 1.81535%%* 1.B022 e LT631w+* 1. 500 s e
(0L {0000 (0L 0D {00000
DObgarcations 235 233 235 833
Wo. of Instrements 56 [1] 56 ot
Mo, of Groups 143 143 143 143
AF. (1) -1.04 -1.04 -1.04 -1.05
[P-Valus] {0.025% {0.025Y {0.025Y {0.0200
AR () -1.44 -1.47 -1.59 -1.36
[F-Vales] 10,1300 {0,141 0115 17Ty
Hamzan tezt §8.13 006 &0 BE 65.00
[F-Values] {0.128) {0.08E) {0.101) {0172
Diffarencs inHanzem 3477 56.66 4.0 3202
fast
[P-Valug] (0.265) 0211 (0.283) (0.357)
F-5igmificancs {0.000) {0.000) {0.000) {0.000)
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Table 11: Regression Results for Corporate Governance Score, Sub-score, Firm Specific

Characteristics, and Weighted Average Cost of Capital (Small Sample)

Wariahiax Mad=d (1) b Modad (33 Afod=] (4}
WalC 09]orees LRI QLTI e DS
LI (0000} (0000) (0.000) OL000)
oE3 -0 g
plte st
ERDECE -D0ae
(0u612)
AUDSECE -0.9703
(0310}
DEZECR -0, 15 Jews
o
CR - ST g - 45w -0 0G e -0 4040 was
70,000 (0.000) (0.00) (000}
FEMAGE ~L00EE Bl al ] ale o g L=k -L0sE
(0475 (04adn (LER4Y {0455
FGZR -0 Op0T e -QOEEGeee < JETE e =0 2113w
F0.00s) L0 leney 7000
=TA i -0 3 -0 I65] e -0 T
(000N 0L000) (0.00d) (000
INSDOWH Q0034w =000T QO0ET* =00012
[=Rel L (L350 {0063 (0478}
BOE e s DM 00H 0001s
(oL} {0.200) (0.504) (0665}
FadOLy QL BT e -0 400 ] =T TS SN
000 ke e) 000 000
o I50T]wee 4. TIE e QST Teew 4 TREE e
oLy (o0 (0.0 oLy
Oltmervasions EEE e ] 30
Hio of Insenemene e 33 34 4
Yo of Grosps 5T a7 5T 5T
AR -5 -0 -LioD -1
TPV akoa] (L0aLy {0031} {0031y (0031}
AR Lax La7 1Laa L1
P-Vakee] (261} {2153} (0305 (OLTEE
Hazmen tasi 4530 5131 1743 45 1%
TP-Vatue] (0303} {040} (0.975) (0.308)
Differamce & Hasgnn 4330 4113 1710 3750
sl
[P-Vake] oIeny (3T (0595 RS
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Tabla 12: Femsaszion Fesults for Joint CG-Insiders’ Owparship and Waighted Averass Coat of
Capital

Variablss Mloede1 5.1 gl hfode] 3.0 large Modeli] medtem  Mdodel3] poofl
WADT QLTEL Tk QL3435 ey CLEGT Sk
LL faleei ) ek o s} {00000 ke i)}
LE -EI':E"““* CLO LA -0 5G] e -0 102
(0,000} (0.000) (0.000) (o.oa)
FRMAGE -0 =000 -0 0 -7
(0407 (0234 (03T (0T
FER -0 5..1..“‘" QL0 -0 45 QL[5
(.00, ooy {000, kL)
ETA [ ATH e QL] ke QISR -0 41w
el a3 a0y eke < i} aLoecx)
ROE D =000 T 4w QY
EREehy (O4EEy i 00uKny (0714
FANTLY Sl L QDT efs oEY | -5 AR TR
DERE e [eke e e} (oeIEy {0y
D _High*hl=d 024 00T Elj.._"'“‘" -0 ]4:
(0244} (©.127) (0,000} (0355}
D High%Rned 0L ST LE CLEZ] Toeew 0LOTET QTR
(0,009} (0.000) (0.155) (0974)
LD Low*Low -0L0EE QL0 QRS -0L1SET
@1 (0.934) (0215) (0.219)
D Low*hed QL34gE e QLD e 00T e s
(0.051) (0.000) (0.035) (0.000)
L Loe¥Brad QLGE R Grkn aeana Qs I
(0,000 a7 (45) .09
sy 45004 -0a0E] LTEER 1133949
(000 PaLeee) R oL
eyt 168 434 gl I
Mo of Tosirgmans 103 s & 5
Mo of G m pie] 145 57
ART) -1 -14a -1 -1.a1
[P-Valse] (0.3 0.013) (0304} (0313)
AR(T) 1oa 080 -13%
B-Vae] (0.081) (0057 (0.016) (0.032)
Hazeman jes T BT G665 pe Yk
P-Vate] (0.194) (0.564 (0.136) (054
Difference i TT.03 InEe 4510 1768
Hazges tesi
[PValke] (0634} (4 (0354} (0595
F-Hpnificance {0L00CED (000 008 (L i)
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SUE INDEX-BEOQOAPRD COMMPOSTTION

1 | Pocentazse of Indspsndent MNon-Exscutive | Fouwr mak:s if thers ae 3 INED':, thies
Dviraeciors (INEDs) on Board marks if 2°4 g INED's; and one mak if
lzzs tham 50 porcant s INED s
2 | Prezema of Indepandent MNon-Execoiive | Foor marks if the chaiman is alacied from
Chsirman among OINEDY 'z, 2eto maks if not
3 | Bizeof Boand ' Total MNembar of Dhrsctors on Foor mardk: for bosrds with 8 or fower
tha Board diractors, 3 marks for bosrd with $-11
difacters, 2 mark: for boards with 12-14
digacters and 1 mark for boawd: with 15 of
mode difactors.
4 | Iz the Fols of Chaiman and CEO 5plit? Four WIads if the Foles ae 5Split, F=m
Wlsrks fior Dresl Folas
5 | Mumbsr of Bomd hlsstings: Hald During the | Four marls if the information iz disclosad,
Yaar and the board mests at lesst four times a
waar, Ome marks if they mest lesz often o
if thera iz only partisl information shoot tha
niembsr of mestings. Fso mark if the
oompany doss ot discless how offam its
difactods mat last vasr
& | Paecemtasa of Totzsl Dhirsctos's Attendsmes at | Four marks if the ratio of attendanos iz 34,
Board Mlsstings thise markes if the ratio of attendamcs iz 104,
and ome marks if there is less than 50
pacamt attendancs
7 | Percentsse of Bosd Mestinzg: Attendad by | Four marks if the ratio of attendamoa iz 3%,
INED s thi=e marks if the ratio of attendancs is 24,
i pme  marls if thers iz less tham 50
peroent aftondance
& | Minority Shacholdar: Fepressniastion on | Fowr  marks for bosrds with minosity
Eoard shersholdsr repgssontation and oo marls
if w0 =presantation
o | Gendar Diversity on BEoard Fouwr marks if omethied of the board o
mode B2 women Three marks if 25% of
mode e wodan, One maks if thera i at
lzast one woman on the board. Faro marks
if there a2 D0 wWodmen
10 | Doz the Compamy Have 8 Foomal System to | Fowr merks §f thers iz a formsl bosed

Evaluata the Porformance of the Boosd and
Individusl Diractors?

avaluation and a formal individoal dirsctos
avaluation. Two marks if there iz a formasl

board asssszment, but Dot an assssament of
individual directors. Zero mars if thars iz
o0 ovalustion of there iz only vasps
dascription of bow the assscsmant iz doms
with no datails of the prooss: nead.
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1 |Doez the Company Have =n Andit | Four marks if tha compsny have formad an
Committaa? audit. committsa and  zern marks  for
sheamos
2 | What Pearcentasa of Andit Committss | Fouwr mardes if the commiftes iz fullw
Constituta TNETN 27 indepondent  thisa markz if thas e
majosity INEDYs, snd oma marl: if lass than
50 peroant mrs INET) =
3 | Indopendonca of Avdit Committes Chaipman | Four marks if tha cheirman iz indapendont,
zarn marks fof sweoutive dirsctor
4 | Whathar 3 zystem iz in placs to pootsct | Four mard: if wes zen if no
Whiztla Blowers
5UE INDEX- DISCLOSUERE
1 | Doz the Company Discloss Board Members | Two marks for each
Bicgraphias? Does it list the other boads itz
diractos zit on?
2 | Doaz the Compary haee a Policy Foo | Four marks for dizclosigs zsro for absanca
Handling Conflict of Interest
3 | Dwpasz the Boend of Directorz Provide a Coda | Four marks for dizclosws zeme for shesnos
of Ethicz of Statsment of Busines: Conduct
for all Disactos: and Emplosrass?
4 | Dvzcloewra of the Attendsnes Fecoqd of Each | Four marks for dizclosws oo for shesmeos
Dhiractor at Committas hastings
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