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Protocol of Session 1, Saturday 8 June (10.00 a.m. – 11.00 a.m.)

In the first part of the session, a paper by Merrit Fox, Ronald Gilson, and Carius Palia is
presented. The paper tests a signaling-related hypothesis aiming to explain the empirical link
between corporate governance and firm performance. The underlying chain of arguing goes;
changes in governance structures that result in better ratings tend to make a firm’s
management more vulnerable to a hostile takeover, or give independent directors or activist
shareholders more voice. These effects impose lower costs on high quality managers, who
have less to fear, than on poor quality ones. The willingness of a firm’s managers to make
such a change thus signals that they are high quality. This positive signal leads to a share price
improvement and hence a higher Tobin’s Q. The hypothesis suggests that this signal would
be particularly strong in a period where there was unusually high uncertainty about the
quality of firm managers. Consequently, the period 2001-2002, characterized by an
unprecedented cascade of corporate accounting scandals that was associated with high levels
of market uncertainty, compared with surrounding and less uncertain timeframes (19922000 and 2003-2006). The underlying hypothesis is found to be consistent with data as it is
found that an improved governance index score is associated with a much larger increase in
Tobin’s Q in the accounting scandal years as opposed to comparably sized rating
improvements occurring in the surrounding years.
During the second part of the session, the discussion, Bo Becker expressed his appreciation
for the paper’s high quality. Subsequently, he briefly summarized the content and strategy of
the paper and discussed opportunities for potential extensions of the paper. Among others, a
general concern about undetected correlations between corporate governance measures
with other price-relevant and time-varying variables is expressed. To illustrate the concern,
a channel through which high-quality corporate governance potentially increases the
likelihood of takeover bids, and as a result, Tobin’s Q, the used variable to measure firm
performance, is sketched. To counteract potential problems caused by time-related
differences in the characteristics of the main variables (gradually moving market valuation
and abrupt changes in governance), it was recommended to focus on announcement effects
around decisions that drive G/E index improvements. Becker also pointed to the interest in

looking outside the annual panel of Q ratios and G/E index data, for example outside the US,
at later times.

