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ABSTRACT

This thesis presents three essays on corporatergmae, which contribute to the
literature by examining the following issues: “Ddat-owned enterprises have
worse governance? Evidence from Brazil”; “Do crbsted companies have better
governance? Evidence from Brazil”; and “Does theegpance of banks differ from
nonfinancial firms? Evidence from Brazil”.

In the first essay, we analyse the governance ipescof state-owned enterprises
(SOE) and compare them with those of privately-aiveaterprises (POE). Our
findings document that SOEs have better govern#rene POEs. Our results reject
the common assumption that SOEs have worse gowegrthan POEs.

The second essay evaluates the governance of iBrazdmpanies that list shares
abroad. We document that cross-listed companiegtdmiiter governance than local
peers, but the evidence is stronger for firms wlaoleer the counter rather than on US
stock exchanges. We also show that Brazilian disssgs on US stock exchanges,
which are required to adopt high regulation stagislado not improve governance
practices.

The final essay examines the governance practi€eBrazilian banks. Our
findings show that the overall quality of governans similar for banks and non-
financial enterprises. We show that banks haveebgitactices regarding board of
directors, more concentrated ownership and fewarestolders rights compared to
non-financial firms. Furthermore, our evidence @amlbgovernance has not changed

significantly since the 2008 crisis.

Keywords. governance, state-owned enterprises, cross-listed firms, banks, Brazil.
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Chapter 1

Introduction

1.1. Motivation and overview of essays

Corporate governance is an important subject asdrdé@eived a lot of attention
from academics, market practitioners, and regudatdhe literature on corporate
governance usually covers different governancebates, such as ownership,
agency conflicts, board of directors, transparemxgcutive compensation, among
other topics (Shleifer and Vishny, 1997).

This thesis presents three essays on corporaterrgmee in Brazil, and
contributes to the governance literature by examgirthe following issues: “Do
State-owned enterprises have worse governance®rtoadrom Brazil”; “Do cross-
listed companies have better governance? Evidemee Brazil”; and “Does the
governance of banks differ from nonfinancial firniS&dence from Brazil”.

From a governance perspective, the Brazilian maykatides interesting insights
to answer these questions. First, Brazil has thdagest GDP in the world and the
three types of companies studied in the essay®{stened, cross-listed, and banks)
have an important role in the country. Second, Bi@dopts the civil-law system,
which provides worse governance and legal protedtioinvestors when compared
to developed countries (La Porta et al., 2000, 2082ally, Brazil has several firms
listed on US stock exchanges and many of them belothe state and are currently
involved in corruption scandals and poor governgm@etices (Bloomberg, 2016;
Financial Times, 2016).

We measure governance quality by computing a catpogovernance index

(CGI), which covers 20 governance items and is dbasethe governance literature
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(Black et al., 2006; Leal and Carvalhal, 2007). ®&0 investigate the presence on
“New Market”, created by the Brazilian stock excpanB3) to attract enterprises
with improved governance standards.

In the first essay, we analyse the governanceawé-stwned enterprises (SOES),
which represent 40% of GDP worldwide (World Bank)12). Most studies on
governance of SOEs focus on their governance ctydke such as multiple goals
(financial and/or social), political influence, amow disclosure (Borisova et al.,
2012; Guedhami et al., 2009). However, much ofliteeature on the governance of
SOEs examine isolated aspects of corporate govegnan analyse short-dated
panels (Bruton et al., 2015; Florio and Fecher,12@rossi et al., 2015; Megginson
and Netter, 2001).

The first essay fills this gap and examines varigogernance characteristics of
Brazilian SOEs over a period of 16 years. Our hewitected CGI data allows us to
understand better the differences between the gamee of SOEs and privately-
owned enterprises (POEs). We take into accountssédction because corporate
governance may affect the state’s ownership detigBorisova et al., 2012;
Grosman et al., 2016).

Our findings show that SOEs have better governdinae POEs. At first sight,
these results seem surprising because they corttrd® international literature
(Grosman et al., 2016; Grossi et al., 2015; Shieifed Vishny, 1994). However, we
argue that SOEs have better governance than PQiasdweethe Brazilian regulation
for SOEs is stricter than for POEs, and the numbkergovernmental bodies
monitoring SOEs is much larger than that for POEs.

The second essay examines the governance of cstes-lcompanies and

compares it with that of domestic-listed entermisehe corporate finance literature
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shows the main benefits of cross-listing, suchnaseiase of liquidity, diversification
of investor base, decrease of cost of funding, lzetter governance (Berkman and
Nguyen, 2010; Karolyi, 1998). Many studies docunthat the governance improves
after cross-listing in developed countries (“bormdhtypothesis”) because firms must
comply (“bond”) with stricter securities laws (Dgel et al., 2004).

In contrast, Licht (2001, 2003) and Siegel (200%)vs that cross-list companies
raise capital abroad but avoid stricter governandes (“avoiding hypothesis”).
These authors argue that the enforcement of semuriules against foreign
companies is not strong and many foreign compadsnot comply with all
securities and governance regulation.

Many Brazilian firms that list on US stock exchasgeenefit from various
exemptions, such as no requirement to have majofitydependent board members
and board committees (audit, nominating, and comsgd@n). To our knowledge,
this essay is the first to use a firm-level goven® index to analyse these
exemptions and multiple aspects of governance ipeactor cross-listed enterprises.

We show that cross-listed companies adopt betteergance than domestic
enterprises, which supports the bonding hypothddisreover, cross-listed firms
traded over the counter, which are not requiredatiopt stricter governance
standards, have better governance than those toede® stock exchanges, which is
in line with the avoiding argument. When we analyse governance attributes
separately, cross-listed companies have bettelodige than domestic firms, but the
practices regarding board of directors and shadehalights are not statistically
different between cross-listed and domestic peers..

In the third essay, we analyse the governanceipeacof banks, which have an

important role worldwide. In Brazil, the banks repent 90% of GDP and have one

13

www.manaraa.com



of the highest profitability in the world (The Bask 2018; The Economist, 2018;
The New York Times, 2015).

The governance literature usually excludes bants fiheir sample (Adams and
Mehran, 2003, 2012). Although the number of studesbank governance has
increased since the financial crisis of 2008, nueers discuss theoretical issues
related to banks such as complexity of activitieapital structure, and regulation
(Becht et al., 2012; Caprio and Levine, 2002; Dadand Vlahu, 2016; John, Masi
and Paci, 2016; Laeven, 2013; Levine, 2004).

We extend the literature on governance of banksuseda firm-level governance
index to compare empirically multiple aspects ofgmance between bank and non-
financial enterprises. We document that the gover@ajuality is not significantly
different for banks and non-financial institutionBanks have better practices
regarding board of directors, more concentratedesshmip and fewer shareholders
rights when compared to non-financial firms. Weoaggovide evidence that the

governance of banks has not changed substantftdtytae 2008 crisis.

1.2. Thesis structure

This thesis uses the journal format allowed by akiie Manchester Business
School at the University of Manchester. This thesiscomposed of three self-
contained essays, each of which containing a sepmtaoduction, literature review,
presentation of data and methodology, discussionesdilts and robustness tests,
conclusions, and reference list.

This thesis is structured as follows. The next tdiaplaborates the first essay,
which investigates the governance of state-ownéergnses. Chapter 3 presents the

second essay, which examines the governance oiliBnazompanies that list shares
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in the US. Chapter 4 contains the third essay, hwldoalyses the governance

practices of Brazilian banks. Chapter 5 providesreclusion of the major findings.

Furthermore, in the essays the terms “we” and “@ué’ used instead of “I” and

“my” respectively to reflect that each essay isoasged with working papers co-

authored with my supervisors at Alliance MancheBigsiness School.
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Chapter 2

Do State-Owned Enterprises Have Worse Governance¥/idence from Brazil

Abstract
This essay analyses the governance of state-owmiedpeses (SOESs) in Brazil,
which have been plagued by corruption scandalsntigcencovered in the press
(Bloomberg, 2016; Financial Times, 2016). We coesidarious governance
attributes of SOEs and non-state privately-owneerprises (POES) to construct a
broad governance index. We find that SOEs haveebeivernance than that of
POEs. Our results seem surprising because thest tee common assumption that
SOEs have worse governance than POEs. Our findmagsbe explained by the fact
that the Brazilian regulation and external moniigrfor SOEs are stricter than for
POEs. We conclude that both Brazilian SOEs and Phdy® poor governance

practices.
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2.1. Introduction

Even though privatizations have swept many counthistorically, SOEs are
important companies in several markets (Florio,30According to the World Bank
(2014), SOEs make 20% of the investments and reprd9% of GDP worldwide.

SOEs are associated with major challenges, whiehddferent from those of
privately-owned enterprises (POES). Borisova e{2012) show that SOEs usually
have various objectives (financial and/or sociaumes), suffer political influence,
have lower transparency and worse governance. dherigance of SOEs has also
been studied by multinational agencies (OECD, 200&tld Bank, 2014).

Black et al. (2006) argue that corporate governammild be analysed through
multiple aspects and not only through isolatedikattes. However, much of the
literature on SOEs study specific governance atted over short time periods
(Bruton et al., 2015; Florio and Fecher, 2011; Gras et al., 2016; Grossi et al.,
2015; Megginson and Netter, 2001; Papenful3, 2014).

Our essay fills this gap and compares several gavnee aspects for Brazilian
SOEs and POEs over a period of 16 years. The Bmazilase study is important,
because many SOEs are being accused of poor goeernand corruption
(Bloomberg, 2016; Financial Times, 2016).

We evaluate several governance aspects throughparate governance index
(CGl), which is calculated based on the financerditure (Black et al., 2006; Leal
and Carvalhal, 2007). We also consider the presemcéNew Market” (NM),
created by the Brazilian stock exchange (B3) ttefolsetter governance.

It is important to highlight that both governanceasures (CGI and NM listing)
are complementary because they do not containatime $est governance practices.

Our hand-collected data allow us to analyze theegmnce of SOEs in more detail
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than previous papers. We also control for selfetele bias (Borisova et al., 2012;
Grosman et al., 2016).

Surprisingly, our results suggest that SOEs havtembgovernance than POEs.
The CGI and its four sub-indexes of SOEs are saamtly higher than those of
POEs. Further, the percentage of SOEs listed onidNimilar to that of POEs,
although POEs are more likely to list on stricté Negments.

These results contradict the international evidemrtgoor governance of SOEs
(Grosman et al., 2016; Grossi et al., 2015; Shiaifel Vishny, 1994, among others).
However, since the Brazilian regulation for SOEstiscter than for POEs, and the
number of governmental bodies monitoring SOEs ishrarger than that for POEs,
the governance practices of SOEs should be bétaerthose of POEs. Furthermore,
we claim that the governance of POEs is so po@razil that its quality needs to be

improved together with that of SOEs.

2.2. Literature review

2.2.1. Governance of SOEs

Since the seminal work of Jensen and Meckling ()L9t&re have been many
researches on agency theory and on the importahcen oefficient corporate
governance system to reduce conflicts of intereste firm. In general, the conflicts
and agency problems arise between shareholdersageia and creditors. In
countries with high ownership concentration, sushBaazil, agency conflicts can
also occur between large and minority investoraé€€sens et al., 2002).

Many studies analyse the agency problems by thesship and origin of the

controlling shareholder (family, state, institut@ninvestors, foreigners) and
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conclude that control concentration affects negdyifirm valuation (La Porta et al.,
2002).

Shleifer and Vishny (1994) show that SOEs have mmwernance because they
are owned by the population of a country but argrotled by politicians. Moreover,
SOEs may pursue political and social goals that omaflict with financial returns,
such as reducing unemployment, increasing wagestratiing inflation, giving
subsidies, political donations, and bribes (Benaed2000; Boubakri et al., 2008;
John et al., 2008; Shleifer, 1998; Vickers and ¥atr1991).

Information asymmetry problems are also very commonSOESs, because
politicians appoint managers to hide value-destrgyiactivities, manipulate
accounting results, and decrease the transparehayfosmation (Boycko et al.,
1996; Bushman et al., 2004). Furthermore, SOEsllysoperate in industries with
limited competition, are not exposed to market rarimg, have low efficiency

(Chen et al., 2011a,b) and high cost of capitah{Rasr et al., 2012).

2.2.2. Empirical evidence

Several studies document that privatization in@edsm performance (Chen et
al., 2017; Megginson and Netter, 2001; Megginsah Smtter, 2006). Grosman et al.
(2016) analyze more than 100 papers on SOEs inajemg countries and show that
SOEs usually have worse governance practices. ®@rist al. (2012) show that the
governance and transparency of SOEs are weak.

Bell et al. (2014) and Khanna et al. (2004) shoat the governance of SOE may
be enhanced by listing shares in developed cognwvith stricter governance rules
and framework. Borisova et al. (2012) document ®@Es have good governance

practices in common-law countries and poor stargarctivil-law systems. Brazil
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adopts the civil-law structure, which provides wolsgal protection to investors and
creditors.

Guedhami et al. (2009) report that SOEs tend noerigage large auditing
companies, whereas Liu and Subramaniam (2013) decurnthat the audit
remuneration is smaller in SOEs than in POEs. MaeoSOE performance
increases with the number of independent directouset al., 2015).

Several studies analyze the causes and impactsomfiption (Fisman and
Svensson, 2007; Frye and Iwasaki, 2011; GlaeserSahkd, 2006; Grosman et al.,
2016; Nguyen and Van Dijk, 2012; Shleifer and Vight993; Svensson, 2003).

The state ownership is positive for SOEs becausediices uncertainties during
international crises, minimize the firm’s crediskj and increase the access to debt
and equity markets (Agrawal and Knoeber, 2001; #ma and Megginson, 2011,
Faccio, 2006; Hillman et al., 2009; Khwaja and Mia@05). Beuselinck et al. (2017)
document that the firm value of SOEs decreases tlems that of POEs during
financial crises.

There is also evidence that political connectiomsdase firm value, reduce cash-
flow mismatches and expand access to credit (BrandtLi, 2003; Faccio et al.,
2006; Fan et al., 2008; Fisman, 2001; Sapienza4;20 et al., 2013). The
donations to politicians and the appointment ofitpied boards and senior
management are common means of political connectidtowever, political
connections can also affect firm performance negsti(Danis et al., 2010; Fan et

al., 2007; Sun et al., 2012; Fan et al., 2007).

22

www.manaraa.com



2.2.3. Research hypotheses

There is empirical evidence that SOEs have worseergance and higher
asymmetry problems than POEs (Borisova et al., 2@@sman et al., 2016;
Shleifer and Vishny, 1994). Our goal is to investegthe governance differences
between SOEs and POEs, and not the relationshipebat state ownership, firm

performance, and valuation. Our first hypothesis is

Hla: The governance of SOEs isworse than that of POEs.

Although many studies report the benefits of praatton of SOEs (Chen et al.,
2017; Megginson and Netter, 2001), the state ovnersay have a positive impact
on corporate performance and governance by minigiancertainties during crises,
reducing the firm’s risk, and broadening the acd¢edsinds (Beuselinck et al., 2017;
Borisova and Megginson, 2011; Hillman et al., 200)rthermore, as explained in
section 2.3, the regulation and monitoring of SQIEs stricter than for POEs in
Brazil, which may improve the governance of stat@ership. This reasoning leads

to our second hypothesis:

H1b: The governance of SOEsissimilar or better than that of POEs.

2.3. Data sources and description

We study 327 Brazilian companies (23 SOEs) from02(02015. We select all
firms traded on the Brazilian stock exchange (B&h\wublic information, and build
an unbalanced panel that represents 94% of listegbanies in Brazil.

We compute a modified version of the corporate guamce index (CGI)

proposed and empirically tested by Leal and Caalg®007). We select a smaller
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number of questions (20 instead of 24), focusingtloa items that are more
statistically significant to explain the governangelity in Brazil.

The index contains questions that can be answgexi or ‘no’ (1 and O,
respectively) using public sources (see Table ZH¢. CGl is the sum of all 20 items
(reported on a 0-10 scale) and is grouped into Btirmiexes: disclosure, board,
ownership, and shareholder’'s rights. We follow thevernance literature and
compute an unweighted index (Black et al., 2006 ®so implement different
weighting schemes, but our empirical results dochainge significantly.

We also employ other governance metrics. We ingatgiwhether the companies
list on New Market (NM), created by the Braziliatock exchange to improve
corporate governance in Brazil. Depending on tlgree and quality of governance
practices, NM has three segments: Levels 1, 2 ande@el 1 requires higher
liquidity and disclosure such as the publicationaoctode of ethics, related party
transactions, and a minimum liquidity of 25% of itap To list on Level 2,
companies must comply with all Level 1 requiremepitss at least 20% independent
directors, bid rule for minority investors afteclaange of control, arbitration, among
other practices. On Level 3, the company must issiyevoting shares in addition to
all Levels 1 and 2 requirements.

Besides CGlI, we analyse both listing on NM as alevland listing on the stricter
segments (Levels 2 and 3). The CGI and NM listirg@mplementary governance
measures, but CGI can be considered a more commieky, because it contains
both Brazilian and international best governancetres. We obtain financial and
accounting data from Bloomberg, and hand-collect f£&n the Brazilian Securities

Commission (CVM) website.
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In Brazil, SOEs must comply with stricter regulatiand are monitored by more
governmental bodies than POEs. In general, SOEsugrervised and subject to the
regulation by the President of Brazil’'s Cabineta#filan Congress, Brazilian
Securities Commission (CVM), Brazilian Central BEACEN), Federal Court of
Auditors (TCU), Office of the Comptroller GeneraLGU), Federal Prosecution
Service (MPF), among others. In contrast, POEsmaeitored by only CVM and
BACEN. Furthermore, SOEs must comply with the ruidetablished by The Inter-
ministerial Committee on Corporate Governance artimifistration of Federal
Participations (CGPAR), which was created in 2007fdster better governance
practices for SOEs. These different requirements icdluence the governance
quality of SOEs and POEs, as measured by CGI andisikg.

We calculate the variables CGI (governance indis), (New Market), NM23
(NM’s Levels 2 and 3), P/B (price-to-book as a wadilon proxy), VOT (percentage
of voting concentration), LEV (leverage), ROA (netwon assets as a performance
proxy), SIZE (firm size), GRO (sales growth), ani Ffixed assets). Appendix 2.1
shows the definition of each variable.

Table 2.1 shows the summary statistics. We carhsger/% of the companies in
the sample are SOEs. The average CGI is 5.42 (oL@)and the minimum and
maximum CGI are 1.00 and 9.50, respectively. Thexage CGI is consistent with
other governance indexes calculated for BraziluBa$ 6 (La Porta et al., 1998) and
61.91 out of 100 (Doidge et al., 2007). The goveceaindex is much smaller in
Brazil (3 out of 6) than in the US and UK (5 out&)f

Regarding CGI sub-indexes, the average score isehifpr disclosure (6.57)
followed by board of directors (6.09), shareholdghts (5.19), and ownership

structure (3.27). Only 38% of the companies aredison NM (Levels 1, 2 and 3)
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and 28% of them are listed on Levels 2 and 3. leartthe ownership is very
concentrated, and the controlling shareholder &2086 of the votes on average.
These results indicate that overall governancetigesccan be much improved in
Brazil. Regarding the control variables, on aveydgens are profitable (ROA of
4.04%, growth of 14.88%, and P/B of 1.56), and haoeelerate leverage (58.43%).

Table 2.1 — Summary Statistics

Variable Average Median Minimum Maximum S.td.
Deviation
SOE 0.07 0.00 0.00 1.00 0.25
CGl 5.42 5.25 1.00 9.50 1.89
DISCL 6.57 7.50 0.00 10.00 2.60
BOARD 6.09 6.00 0.00 10.00 2.71
OWN 3.27 3.33 0.00 8.75 2.33
RIGHT 5.19 5.00 0.00 10.00 2.62
NM 0.38 0.00 0.00 1.00 0.49
NM23 0.28 0.00 0.00 1.00 0.45
P/B 1.56 1.16 0.00 7.20 1.29
VOT 56.20 54.00 0.10 100.00 27.11
LEV 58.43 59.73 0.01 99.63 21.49
ROA 4.04 3.40 -30.70 35.20 6.78
SIZE 7.70 7.68 1.27 14.18 1.87
GRO 14.88 12.96 -51.69 77.35 16.88
FIX 38.93 40.87 0.00 99.87 25.92

Notes: descriptive statistics for our sample of &&zilian companies from 2000 to
2015. The definition of each variable is describedppendix 2.1.

We classify the firms into two groups: SOEs and BOEollowing Claessens et
al. (2002), we determine the ultimate controllingaieholder. The company is
classified as SOE if the state owns at least 50%h@fvoting capital. The cut-off
point of 50% is higher than 10% and 20% used inlistifor developed countries
because the ownership is much more concentrateraail than in developed
countries (La Porta et al., 1998, 1999).

Table 2.2 shows the average and median statisticSOEs and POEs. The

average (median) CGl is 6.20 (6.25) for SOEs afd $.18) for POEs. The CGI
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differential between both groups is significantl& and similar results are reported
for each CGI dimension (DISC, BOARD, OWN, and RIGHT

Table 2.2 - Characteristics of State and Privatelfdwned Enterprises

P-value of

Variable SOEs POEs differences
Average Median Average Median Average Median
CGl 6.20 6.25 5.34 5.18  0.00*** 0.00***

DISCL 7.23 7.50 6.51 7.50  0.00*** 0.00***
BOARD 7.21 8.00 5.99 6.00 0.00*** 0.00***

OWN 3.62 3.33 3.20 3.33 0.01*** 0.02**

RIGHT 6.10 6.00 5.10 5.00 0.00*** 0.00***
NM 0.41 0.00 0.38 0.00 0.35 0.35

NM23 0.15 0.00 0.29 0.00 0.00*** 0.00***
P/B 1.20 0.90 1.58 1.20 0.00*** 0.00***
VOT 73.28 71.65 54.91 52.70 0.00*** 0.00***
LEV 65.15 61.51 58.17 59.66  0.00*** 0.00***
ROA 2.63 1.93 4.27 3.70  0.00*** 0.00***

SIZE 9.58 9.70 7.61 7.61  0.00*** 0.00***
GRO 11.79 10.52 14.94 12.99 0.06*  0.05**
FIX 34.28 35.37 38.59 40.20  0.05**  0.05**

Notes: descriptive statistics for SOEs and POE® définition of each variable is
described in Appendix 2.1. The table documents dbefficients, p-values, and
highlights the significance levels of the differesdbetween SOE and POE (*** for
1%, ** for 5% and * for 10%).

Our results are different when we measure govemanactices through NM and
NM23. The percentage of firms on NM is similar 8OEs (41%) and POEs (38%)
and the difference is not statistically significalmt contrast, when we analyse only
listing on Levels 2 and 3, the percentage is highePOEs (29%) than SOEs (15%),
and the difference between both groups is sigmfied 1%. These results indicate
that SOEs and POEs have similar presence on Neketlas a whole, but POEs are
more likely to list on the stricter segments.

As for control variables, SOEs have lower P/B, R&A& growth when compared
to POEs and most differences are statisticallyiSagmt at 1% or 5%. Furthermore,
SOEs are bigger, have more leverage, fewer tangidets, and larger ownership

than POEs.
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The Brazilian SOEs operate in four industries: lagK38%), energy (37%), oll
& gas (7%), and telecommunication (3%). These esvasectors are considered
strategic by the government of many countries (Béwbet al., 2017; Megginson et
al., 1994, 2004) because of their systemic impogato the economy (banking),
energy security (oil & gas), public goods and ss\(telecommunication, electricity,
transportation), among others. Since many SOEdrame the banking sector, we
follow the corporate finance literature and alsclede banks from our sample as a
robustness test.

Figure 2.1 shows the average CGI of SOEs and P@Es2000 to 2015. We can
see that the average CGI of SOEs is always hidtaar that of POEs. In 2000, the
average CGI of SOEs was 4.88, significantly gretian 4.28 for POEs. In 2015, the
average CGI of SOEs increased to 6.84, wherea®tiRDEs increased to 6.10, and
the difference was significant at 1%.

Figure 2.2 shows the percentage of SOEs and PGtesl lon NM from 2000 to
2015. We can see that the SOEs listed more on M 2000 to 2011, and POEs
started to have more presence on NM after 2012001, 14% of SOEs were listed
on NM, compared to only 4% of POEs. In 2011, theegatage of companies listed
on NM was around 56% for both SOEs and POEs. b 2ikre was more presence
of POEs (64%) than SOEs (56%) on NM.

Table 2.3 presents the correlations among variables correlation of SOE with
CGl is positive (0.12) and significant at 1%. Th&lGub-indexes also have positive
and significant correlations with SOE (from 0.050td1). Moreover, the correlation
of SOE is positive with NM (0.02) and negative witiM23 (-0.08), but only the

latter is statistically significant.
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Figure 2.1 — Corporate Governance Index of SOEs andOEs
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Notes: average corporate governance index of SOESAESs from 2000 to 2015.

Figure 2.2 — Percentage of SOEs and POEs on New Mat
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Notes: percentage of SOEs and POEs listed on Nekd¥ixom 2000 to 2015.
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Table 2.3 - Correlations among Variables

Variable

SOE

CGlI

DISCL

BOARD OWN

RIGHT

NM23 NM P/B VOT LEV ROA SIZE GRO FIX
SOE 1.00
CGl 0.12%** 1.00
DISCL 0.07***  0.78*** 1.00
BOARD  0.11**  0.76**  0.47** 1.00
OWN 0.05** 0.54%*  0.28*  0.14** 1.00
RIGHT 0.10®*  0.777*  0.39**  0.45***  0.36*** 1.00
NM23 -0.08***  0.72%**  0.47**  0.49"* 043  0.67* ** 1.00
NM 0.02 0.71»*  0.58***  0.55**  0.23***  0.60**  0.80** 1.00
P/B -0.07*  0.27*  0.21%*  0.23**  0.12*** 0.20®** 0.207* 0.17** 1.00
VOT 0.17¥*  -0.38** -0.21*** -0.20** -0.31** -0. 41%* -0.40*** -0.34¥* -0.12*** 1.00
LEV 0.08*** 0.00 0.01 0.06*** -0.02 -0.04 -0.08**  -0.01 0.03 0.08*** 1.00
ROA -0.06*** 0.02 0.08*** 0.02 -0.03 -0.04 -0.01 Ap 0.32*** 0.00 -0.36*** 1.00
SIZE 0.26***  0.41***  0.50**  0.42*** 0.00 0.14**  0.16**  0.36***  0.12*** -0.03 0.36*** 0.01 1.00
GRO -0.04 0.17**  0.19**  0.06**  0.16***  0.11*»*  0.11***  0.08**  0.17** -0.08** 0.08**  0.14*** 0.1 1% 1.00
FIX -0.04 0.00 0.06*** 0.03 0.02 -0.12%+* -0.04 05** 0.01 0.00 -0.22%** -0.04 0.00 0.14***  1.00

Notes: the table documents the correlations anbliglits the significance levels (*** for 1%, ** fo5% and * for 10%). The definition of each varialdedescribed in
Appendix 2.1.
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The correlations of SOE are positive with SIZE, LEvid VOT, and are negative

with P/B, ROA, GRO, and FIX. These results sugdlkeat SOEs are bigger, have

better governance, more debt, higher ownershiperfdiwed assets, lower valuation,

profitability, and growth compared to POEs.

Table 2.4 shows the proportion of companies thawen “yes” to each CGlI

question in 2015. The governance SOEs is muchrhgie that of POEs. Overall,

SOEs score higher in 14 out of 20 questions, sgchnaual report, bid rights for

minority shareholders, higher free-float, absendeimalirect control structure,

shareholder agreement and loan to shareholderd)edtet board practices (different

CEO and Chairman, board committees, external direcboard size and tenor).

Table 2.4 — Proportion of Companies Answering“Yesto Governance Questions

Question | POE | SOE
Disclosure
1. Are there policies for related party operations? 72% | 75%
2. Is the detailed executive compensation disclpsdxdicly? 97% | 100%
3. Is there only unqualified auditor opinion in flast 5 years? 87% 69%
4. Is the annual report disclosed publicly? 45% 81%
5. Are the investor presentations disclosed puficl 73% | 56%
6. Is there a governance section in the annualt2po 77% | 88%
Board of Directors
7. Is there no CEO duality (different Chairman &t0)? 88% | 100%
8. Are there board committees? 48%  56%
9. Are there only external directors (except CEO)? 44% | 94%
10. Is the board size between 5 and 11? 84% 88%
11. Is the board tenor between 1 and 2 years? 8PBA%
Ownership Structure
12. Is there a maximum limit (i.e.20%) for non-vafishares? 559 50%
13. Is the largest shareholder’s control equaitsmtvnership? 54% 44%
14. Is there no loan to controlling shareholders? % 7 31%
15. Is shareholder patrticipation facilitated in #rual meetings? 33% 19%
Shareholder’s Rights
16. Are there voting rights to all shareholdersiajor subjects? 64% 56%
17. Is there bid rule to minority investors in aahtransfer? 65%| 100%
18. Is there no indirect structure? 59%0 88%
19. Is there no shareholder agreement that constvaiies? 65% 94%
20. Is the share liquidity higher than 25% of taiapital? 70%| 75%
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In contrast, POEs tend to have better practicesniy six attributes, such as
unqualified auditor opinion, disclosure of corperaresentations, more presence of

voting shares, and facilitation of shareholderipgration in meetings.

2.4. Multivariate results

We estimate the model below to evaluate the eftdcstate ownership on

governance quality:

CGlit = o+ p1OEit + foXir + L4t

where CGj; is the governance index of enterprisat year end, SOE; indicates
state-owned enterprises;Xepresents enterprise’s characteristics, @pdccounts
for the residual term.

We estimate ordinary least squares (OLS) togeth#r fixed-effects (FE) and
self-selection models to account for endogeneityani@a and Kedia, 2002;
Heckman, 1979). We add industry and year dummies r@ported), and calculate
clustered robust standard errors (Petersen, 2d@gnpson, 2011).

Table 2.5 reports the OLS and FE specifications. & note that SOE is
positive: 0.23 for OLS and 0.54 for fixed-effecédthough SOE is not significant in
OLS estimation, it is highly significant at 1% ixdd-effects. This finding supports
our second hypothesis and reveals that the goveenahSOEs is either similar to
that of POEs (OLS) or significantly better than ttheif POEs (fixed-effects).
Furthermore, CGI is negatively associated with asfig and leverage, and
positively related to size, profitability and grdwt

It is important to highlight that our fixed-effecteethod removes any time-

invariant firm characteristic and excludes firmattdo not change their status over
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time. Therefore, we focus only on firms that we@ES and then became POEs (and
vice-versa), so our results may be associatedtivshsmaller transition sample. As a
robustness check, we estimate alternative modelisgahdustry and year dummies,

and the results (not reported) do not change sogmifly.

Table 2.5 - State Ownership and Governance

Variable OoLS Fixed-Effects  Self-Selection
SOE 0.23 0.54%+* 0.81***
(0.14) (0.00) (0.00)
VOT -0.03*%* 0,02 -0.01***
(0.00) (0.00) (0.00)
LEV -0.01%*  .0,01%** -0.01*
(0.00) (0.00) (0.10)
SIZE 0.42%** 0.35%** 0.28***
(0.00) (0.00) (0.00)
ROA 0.00 0.01** 0.02**
(0.84) (0.03) (0.03)
GRO 0.01*** 0.02%+* 0.02%+*
(0.00) (0.00) (0.00)
Mills -0.07
(0.36)
Obs 2,205 1,337 1,337
Adj R? 0.35 0.49 0.42

Notes: regression models for corporate governa@@d)(as dependent variable. The
table documents the coefficients (p-values) andllgbts the significance levels
(*** for 1%, ** for 5% and * for 10%). The p-valuesre calculated based on
clustered standard errors. The definition of eaatiable is described in Appendix
2.1.

Table 2.6 shows the probit model with the determimaf SOEs. We create a
“strategic industry” dummy that indicates if thenfi operates in banking, energy, oil
& gas, and telecommunication. We select these indssbecause they represent
85% of Brazilian SOEs. We use strategic industrgragstrument for SOE, because
SOEs usually operate in strategic sectors and tisen® conclusive evidence that
these sectors should have better governance then iodustries (Megginson et al.,

1994, 2004). In fact, our strategic industry duminag a low correlation with CGI

(0.01) and significant correlation with SOE (0.33).
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The model classifies 97% of the data correctly. $trategic industry dummy is
positive and significant at 1% and shows that fiopsrating in strategic sectors are
more likely to be SOE.

Table 2.6 - Probit Model for State Ownership

Variable SOE
VOT 0.01
(0.14)
LEV -0.02***
(0.00)
SIZE 0.56%**
(0.00)
ROA -0.04***
(0.01)
GRO -0.01
(0.12)
FIX 0.03***
(0.00)
Strategic industry 0.52%**
(0.01)
Obs 1,474
McFadden R 0.51
% Correct 97.15

Notes: probit model for state ownership (SOE) apeddent variable. The table
documents the coefficients (p-values) and hightighe significance levels (*** for
1%, ** for 5% and * for 10%). The p-values are cdéded based on clustered
standard errors. The definition of each variablégscribed in Appendix 2.1.

The coefficients of SIZE and FIX, are positive asignificant at 1%, which
suggest that state shareholding is related to bityges and more fixed assets. The
coefficients of LEV and ROA are significantly neigatand indicate that SOEs tend
to be less profitable and leveraged.

The last column of Table 2.5 shows the self-sedactnodel. We add the inverse
mills in the governance regression using Heckm@&i gL model. We note that SOE
is positive (0.81) and significant at 1%. The irsgermills are not statistically

significant, which indicate no self-selection bids. summary, our econometric

specifications indicate that SOEs have better garsre than POEs.
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2.5. Extensions and robustness checks

Table 2.7 reports the coefficients of SOE usinded&nt governance metrics as
dependent variables (CGI and its four sub-index@&$SOE coefficients are positive
and significant at 1%, which show that SOEs hawttebgovernance than POEs. The
control variables are omitted but their coefficeedb not change significantly from

those in Table 2.5.

Table 2.7 - State Ownership and Governance Dimensie

Method CGlI DISC BOARD OWN RIGHT
Fixed- 0.54%*  0.51%* 043"  0.42%* 0.48%+
Effects (0.00) (0.00) (0.00) (0.00) (0.00)
Self- 0.81%  Q.47**  0.30%* (.37 0.43%+
Selection (0.00) (0.00) (0.00) (0.00) (0.00)

Notes: fixed-effects and self-selection modelsdanporate governance (CGI and its
four sub-indexes) as dependent variable. The tdbteiments the coefficients (p-
values) and highlights the significance levels (f&t 1%, ** for 5% and * for 10%).
The p-values are calculated based on clusteredatéerrors. The definition of each
variable is described in Appendix 2.1.

Table 2.8 reports the probit models for NM and NMEBe SOE coefficient is not
significant for NM and is negative for NM23 (sigieéint at 1%). These results
indicate that SOEs and POEs have the same likalit@dist on NM, but POEs are
more likely to list on the stricter segments Lev2land 3. This finding of NM23
seems contrasting with that of CGl, but we arguws Gl is a better governance
proxy because it captures international practioasdre not present on NM, which is
more focused on Brazilian requirements.

We can see that NM and NM23 are negatively asstiaith leverage, ROA,

and voting concentration, which indicates that taged, profitable, and controlled

firms tend not to list on NM. In contrast, firm siand growth are positively related
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to NM and NM23, suggesting that large and fast-gmgwompanies tend to list on

New Market.

Table 2.8 - Probit Models for Listing on New Market
Variable NM NM23
SOE 0.20 -0.56***

(0.30) (0.00)
VOT -0.02%** -0.03***
(0.00) (0.00)
LEV -0.01**=* -0.01***
(0.00) (0.00)
SIZE 0.56%** 0.30***
(0.00) (0.00)
ROA -0.01* -0.01
(0.10) (0.13)
GRO 0.0 *** 0.0 ***
(0.01) (0.00)
Obs 2,287 2,287
McFadden R 0.39 0.39
% Correct 81.07 84.70

Notes: probit models for listing on New Market aspdndent variable. The table
documents the coefficients (p-values) and hightighe significance levels (*** for
1%, ** for 5% and * for 10%). The p-values are cdéded based on clustered
standard errors. The definition of each variablégscribed in Appendix 2.1.

Table 2.9 reports the models for CGI excluding Isafom our sample. The

results are substantially the same as those inquevables. We can see that SOE is

positive and significant at 1% for most econometnicdels (except OLS). Overall

Brazilian SOEs have better governance than POEHES thas result is robust using

CGil, its four sub-indexes and NM listing.
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Table 2.9 - State Ownership and Governance ExcludinBanks

Variable OoLS Fixed-Effects Self-Selection
SOE 0.25 0.55%** 0.81***
(0.112) (0.00) (0.00)
VOT -0.03*** -0.02%** -0.01***
(0.00) (0.00) (0.00)
LEV -0.01*** -0.01*** -0.01*
(0.00) (0.00) (0.10)
SIZE 0.41%** 0.35%** 0.28***
(0.00) (0.00) (0.00)
ROA 0.00 0.01** 0.02**
(0.87) (0.02) (0.03)
GRO 0.02*** 0.02*** 0.02***
(0.00) (0.00) (0.00)
Mills -0.07
(0.36)
Obs 2,190 1,322 1,322
Adj R? 0.35 0.49 0.42

Notes: regression models for corporate governai®l)(as dependent variable
excluding banks from the sample. The table docusndrg coefficients (p-values)
and highlights the significance levels (*** for 19, for 5% and * for 10%). The p-

values are calculated based on clustered standesds.eThe definition of each
variable is described in Appendix 2.1.

2.6. Conclusion

The literature on corporate governance of SOEsllysexgaluate specific aspects
of governance or perform analyses with cross-seatidata or short-dated panels
(Grosman et al., 2016; Grossi et al., 2015).

This essay contributes to the governance literdtyranalysing Brazilian SOEs,
which have been involved in corruption scandalemédg. We measure governance
quality using a firm-level index that captures piges based on local and
international governance standards. We show th&isS@ve better governance than
POEs in Brazil, and our findings are robust toeatéht governance proxies and for
self-selection.

This essay has a few limitations. We study one wsgyBrazil), and analyze only

SOEs listed on stock exchange, which may have rbgtteernance than non-listed
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SOEs. Moreover, our focus is on the difference anporate governance between

SOEs and POEs and not on the relation betweenastetership and firm value.
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Appendix 2.1 — Definition of Variables

Variable Definition

CGl Leal and Carvalhal (2007)’s modified corporate goaace index at
year end

DISCL | CGI sub-index for disclosure at year end

BOARD | CGI sub-index for board of directors at year end

OWN CGl sub-index for ownership structure at yead e

RIGHT | CGI sub-index for shareholder rights at yelad

NM Dummy variable indicating if the firm lists oneW/ Market at year end

NM23 Dummy variable indicating if the firm lists on NMlsevels 2 and 3 at
year end

P/B Price to book equity at year end

VOT Controlling shareholder’s voting capital at yead (in %)
LEV Debt to asset at year end (in %)

ROA Net income to asset at year end (in %)

SIZE Asset size (log) at year end

GRO Mean revenue growth in the previous three y@au%)
FIX Fixed to total asset at year end (in %)

Notes: description of variables. The financial awtounting data are obtained in
Bloomberg database.
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Chapter 3

Do Cross-Listed Companies Have Better Governance¥kence from Brazil

Abstract
The objective of this essay is to evaluate wheBrazilian companies that cross-list
shares have better governance practices than dosist®td enterprises. From an
empirical perspective, the Brazilian market is aftggular interest since it has one of
the largest number of liquid American Depositaryc&pts (ADR) in the world.
Moreover, many Brazilian firms with ADRs on US dtoexchanges have been
investigated for corruption and poor governanced@Biberg, 2016; Financial Times,
2016). We compute a firm-level governance indextaiomg different governance
attributes. We document that cross-listed compahese better governance than
domestic firms, but the evidence is stronger famé with ADRs traded over the
counter rather than on stock exchanges. We alscaitgdthat Brazilian companies do
not improve governance practices after listing o8 Btock exchanges. These
findings seem surprising, given that US stock erglea require increased disclosure
and governance standards. Our results support th@thbonding and avoiding

hypotheses in the context of the Brazilian market..

44

www.manaraa.com



3.1. Introduction

Many domestic firms list their shares abroad. Adowg to the World Federation
of Exchanges (2017), there were 3,391 foreign elissags at the end of 2017,
which represented approximately 7% of the numbdistdd companies and 11% of
share trading worldwide.

The cross-listing phenomenon has attracted atterfitaon academics and policy
makers over the last decades (Ghadhab, 2016; Kart®98, 2006, 2012). The
empirical literature has explored the main benedfteross-listing: reduction of the
cost of funding, more access to international mtarkdiversification of investor
base, increase of stock liquidity, better invegimtection, improvement of market
exposure, and prestige (Berkman and Nguyen, 20b@jge et al., 2004; Karolyi,
1998).

Many studies show the improvement of governancetioes after cross-listing on
stock exchange of developed countries such as the(“bonding hypothesis”).
According to this hypothesis, cross-listed firmsmpdy (“bond”) with stricter
securities laws and are subject to higher monitprirom the market, thereby
reducing agency costs (Coffee, 1999, 2002; St@9291

On the other hand, the bonding hypothesis has blealtenged in the literature.
Licht (2001, 2003) and Siegel (2005) argue that ¢éméorcement of securities
regulation by the Securities and Exchange Commis§8EC) is weak regarding
foreign firms. Furthermore, Licht (2001) points dhat foreign enterprises have
several exemptions from securities and governaegelation when compared to US
listed firms and concludes that foreign companistsdhares in the US in order to
raise cheaper capital and increase their visibiiyd not to enhance governance

practices. In Section 3.3 we present the main exemgpfor Brazilian cross-listed
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companies. For example, unlike US listed firms,zZBian firms are not required to
set up an audit committee and a majority of indepahdirectors.

Licht (2003) proposes the “avoiding hypothesis'tiata that foreign companies
try to avoid stricter governance rules where pdssibheir main goal to cross-list
abroad is to access the international market atvarl cost of capital. In this sense,
improving governance practices is a second effesenwcompared to cheaper
finance. This hypothesis therefore predicts thaissifistings do not improve
governance.

Given the above theoretical arguments, the effécrass-listing on governance
quality is an empirical question. One of the challes is how to measure corporate
governance considering that there are various gavee practices that complement
or substitute each other. Klapper and Love (2004jue that the analysis of
governance practices should be done through mel@piributes and not isolated
factors.

Although there is a large literature on crossHigtimost studies perform multi-
country analyses or evaluate specific countrieagusross-sectional data or short-
dated panels focusing on isolated aspects of cat@ayovernance (Karolyi, 1998,
2006, 2012).

This research fills this gap and contributes tenmational cross-listing literature
by comparing various governance attributes for Beaz companies that list shares
in the US and those that list only domesticallyve3al aspects make our study
relevant to the cross-listing research.

First, Brazil is the country with one of the largaamber of sponsored ADRs and
represents a significant part of the traded volawhADRs. According to the World

Federation of Exchanges (2017) and J.P. MorganeC&aso (2017), there were 83
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Brazilian companies with ADRs: 27 on New York Stdekchange (NYSE) and 56
over the counter (OTC). These ADRs represented @b%he 334 listed companies
in Brazil at the end of 2017. Only three counttiese more sponsored ADRs than
Brazil (141 in China, 131 in Australia, and 119 the United Kingdom). Most
interestingly, the liquidity of the 27 Brazilian A& on NYSE represented 27% of
the total volume traded in dollars consideringfliRs listed on US stock exchanges
from various countries from January to December72(J1P. Morgan Chase & Co,
2017).

Second, many Brazilian companies listed on US stakhanges are currently
involved in corruption scandals, and their poor eyjoance practices have been
investigated by Brazilian and foreign authoritiBsoomberg, 2016; Financial Times,
2016).

Third, our sample is larger than that used in mnevipapers. Our analysis of a
greater number of Brazilian ADRs during a longetiqui (2000 to 2015) allows us to
examine a comprehensive panel dataset of crosstHligbmpanies. We evaluate a
total of 75 Brazilian firms with ADRs, a number nularger than the total number
of Brazilian firms typically analysed in previoutudies, which is usually small and
ranges from 10 to 30 firms because they perforrsszomuntry analysis and are not
focused on Brazil (Bailey et al., 2006; Fernandeal.e 2010; Ghadhab and Hellara,
2016; Vazquez and Jiménez, 2016).

Since there are four types of ADRs (Levels 1, 2arid] 144A), we distinguish
them according to their disclosure and governaegeirements. ADR Levels 1 and
144A are traded over the counter (OTC) and by Gedliinstitutional investors,
respectively, and are exempt from US registratiott governance requirements. In

contrast, ADR Levels 2 and 3 are traded on US stahanges (the latter allows
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primary public offerings) and have the same disglesand governance requirements
as for US firms.

Since governance standards differ significantlyveein the US and Brazil, many
Brazilian firms benefit from various SEC and NYSkemptions (please see section
3.3). Since the companies must disclose in theiuahreport the main governance
differences when compared to US listed firms, dudgis able to perform a detailed
analysis of the differences in firm-level governarpractices and evaluate whether
the SEC and NYSE exemptions for US cross-listinfjecta the governance of
Brazilian cross-listed firms.

We compute a corporate governance index (CGI) withtiple and diversified
attributes based on the governance literature kBéa@l., 2006; Leal and Carvalhal,
2007). The CGI contains 20 governance questiortscdrabe answered objectively,
and cover four dimensions: disclosure, board, oshipr and shareholder’s rights.

As a robustness check, we also use the listingramiltan New Market (NM) as
another governance metric. The NM is a governaagenent on the Brazilian stock
exchange that requires stricter disclosure andshoveprotection rules. Although
there is some overlap between CGIl and NM, mostmavee attributes are different
because CGI covers international governance stdsdidmat are not necessarily
present in Brazil. Therefore, the use of both \Heg as complementary governance
metrics provides a deeper understanding on goveenah cross-listed companies
when compared to previous studies.

Our research may be subject to the possibilityrafogieneity and self-selection
bias, since cross-listings can affect and be atebly the firms’ governance (Doidge

et al., 2004; Karolyi, 2012) and by other unobsdrgkaracteristics. To control this
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issue, we use Heckman’s (1979) approach, whichbbasa vastly used in cross-
listing research (see Doidge et al., 2004; FreaadSalva, 2010; Kusnadi, 2015).

We document that cross-listed companies have betigernance than local
enterprises, which supports the bonding hypothddmwever, this evidence is
mainly driven by Brazilian firms traded on US OTRat do not require stricter
governance rules. Surprisingly, we show that theegmance practices of firms that
have ADRs traded over the counter (Levels 1 andAl4de better than those of
ADRs traded on US stock exchanges (Levels 2 andwBjch is line with the
avoiding hypothesis.

When we analyse each governance sub-index separdted results vary
according to the governance attributes. Crossdistanpanies have better disclosure
when compared to domestic firms, but there is mgmicant difference between
board practices across companies. The ownershgtiqgea are better in firms with
OTC-traded ADRs and worse in firms with ADRs on &t8ck exchanges compared
to domestic companies. We also document that distest companies do not grant
more shareholder rights than domestic firms.

Overall, our findings indicate that firms with ADR®ded over the counter have
better governance practices than those firms listedUS stock exchanges and
domestically. This evidence is robust to variousnemetric specifications and
governance metrics. Our evidence seems to supptrttbe bonding and avoiding
hypotheses.

We also investigate the effect of cross-listingtbe cost of debt. We show that
firms with ADRs traded over the counter have a lowest of financing when
compared to domestic companies. However, the ddstamcing of companies with

ADRs traded on US stock exchanges is not signifigdower than that of domestic
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firms. We also provide evidence that Brazilian srmo not cross-list in order to
issue more bonds or raise capital on US stock exygdsa

Our results indicate that Brazilian cross-listethpanies listed in the US markets
increase their visibility and prestige without iraping their governance practices. In
fact, Brazilian companies avoid the highest US goaece standards (Levels 2 and
3) and prefer to issue ADRs with the lowest US goarace requirements (Level 1
and 144A).

However, although ADRs Level 1 and 144A have weak@vernance
requirements than ADRs Levels 2 and 3, Braziliavss#listed companies improve
their governance practices by simultaneously GsthDRs Levels 1 and 144A in the
US and on NM in Brazil. This finding is supporteg Barvalho and Pennacchi
(2012) who argue that the New Market is a bondingcmanism to improve

governance practices that is cheaper and easaecass than US cross-listings.

3.2. Literature review

3.2.1. Determinants and benefits of cross-listing

There is a vast literature on the motivations stilig shares on stock exchanges
abroad (see Karolyi, 1998, 2006 for a survey of litezature). Most studies show
that the main effects of cross-listing are largeress to market financing (Karolyi
and Stulz, 2002), higher stock liquidity (BerkmamaNguyen, 2010), lower cost of
funding (Hail and Leuz, 2009), less shareholderempation and lower ownership
concentration (Ayyagari and Doidge, 2010), andeased valuation (Doidge et al.,
2004).

In general, the cross-listing literature identiffesir main hypotheses to explain

the benefits and determinants of listing shares foreign countries: market
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segmentation, liquidity, information environmenthda “bonding” hypothesis
(Bianconi and Tan, 2010; Karolyi, 2006).

The market segmentation hypothesis states thats-tisigs allow global
investors to overcome cross-border investment icgstis and the lack of
information about foreign companies (Merton, 1988jince the cross-listing
increases market integration, asset diversificateomd shareholder base, it has a
positive impact on stock prices and reduces thé aosapital and risk premium of
the firm (Foerster and Karolyi, 1999).

According to the liquidity hypothesis, a crosstigt expands share liquidity and
decreases the trading costs because foreign coegpgain access to international
capital markets, which are deeper and more ligDamowitz et al. (1998) show that
cross-listing increases the trading volume andceslhe bid-ask spreads of foreign
companies.

The cross-listing is also associated with the mi@aiion environment. In
developed countries such as the US, the informatiisolosure requirements are
higher and stricter than in emerging economies. Tigher disclosure tends to
decrease the information asymmetry and increasecdhgany visibility and the
coverage by analysts and the media. Lang et ab3@0) document that US cross-
listing increases analyst and media coverage.

The bonding hypothesis states that foreign compgatist their shares in
developed countries to comply (“bond”) with stricgpovernance rules so that they
can access the international market, increase valuation, and reduce the cost of
funding. Many studies support this hypothesis (€®ff1999, 2002; Doidge et al.,

2004; Karolyi, 2012; Stulz, 1999).
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Despite the benefits of cross-listings throughdregbvernance practices, there are
also costs to the controlling shareholders. Theeelegal costs and SEC reporting
and compliance requirements, such as preparingidiah statements, accounting
reconciliation, implementation of systems, and ngriof consultants/auditors to
comply with the additional requirements. Moreovere is an additional cost to
controlling shareholders related to their reduchbilita to expropriate wealth from
the company.

Doidge et al. (2007) argue that fast-growing fidisstheir shares abroad because
the controlling shareholders are willing to lintieir expropriation potential in order
to benefit from raising cheaper capital to finatioe growth of the firm. If a firm has
poor growth opportunities, controlling shareholdgosnot benefit from limiting their
expropriation through cross-listing.

However, several studies cast doubt on the bontympthesis. Licht (2001,
2003) argue that foreign companies have exemp@masdo not comply with the
same governance standards as US firms. Siegel X2008uments that SEC
enforcement against foreign companies is not strbagher, it is costly and difficult
for investors to enforce rights and favourable taacisions when the cross-listed
companies do not have major assets in the US (SRQ5).

The weak enforcement and potential impunity caaterenoral hazard issues, and
foreign companies may decide to cross-list for otkasons. Licht (2003) proposes
the “avoiding hypothesis” in which improved govemoa is a second-order effect.
The author claims that foreign firms avoid striategulations and better governance
practices and that their main reason for US crissisrd) is to increase the access to

cheaper funding.
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Doidge et al. (2009) provide evidence that foredgmpanies that extract private
benefits are less likely to list in the US. Lichitag (2018) and Stulz (2009) state that
the bonding and avoidance hypotheses can coexjsthier, and some companies
will cross-list their shares and improve governapcactices, whereas other firms
will avoid stricter rules. Boubakri et al. (201Q)pport both hypotheses and show
that the cross-listed companies willing to impray@vernance opt to issue ADRSs
with the highest governance standards (Levels3,arvhile the companies avoiding

stringent rules issue ADRs with lowest governamcpirements (Level 1 or 144A).

3.2.2. Empirical evidence

Extensive literature provides empirical evidence tha benefits and costs of
cross-listing (Karolyi, 2012). Overall, most stuslidocument that cross-listed firms
have cheaper funding costs (Hail and Leuz, 2009yenaccess to capital markets
(Reese and Weisbach, 2002), higher valuation (oitgal., 2004, 2007), higher
abnormal returns (Bailey at al., 2006), larger stee base and share liquidity
(Aggarwal et al., 2007), greater visibility (Langa., 2003a,b), more transparency
(Herrmann et al., 2014), and better governancefé€pfl999;Doidge et al., 2009;
Stulz, 1999).

Doidge et al. (2007) document that cross-listed mames are more valued than
domestic firms and that the cross-listing premiwan be 37% for companies on US
exchanges, but it is lower for over the countetinigs. The authors conclude that
ADR listing reduces expropriation by controllingaséholders and allows companies
to explore their growth potential, particularlyrfis from emerging markets with

weak investor protection.
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Bailey et al. (2006) study 2,503 earnings annourmcgnevents for 387 cross-
listed firms between 1989 and 2001 and documenitip@sabnormal returns and
higher stock liquidity around earnings announcemént cross-listed companies due
to the higher disclosure standard in the US.

The market segmentation hypothesis has been vasthed, but there is no
conclusive evidence. Many studies find that thessigsting increases stock price
and reduces the cost of equity and risk premiumli€ki1999). Foerster and Karolyi
(1999) find gains of 10% in the previous year apssés of 9% the following year
around US cross-listings

Miller (1999) documents positive abnormal returrsuad cross-listing, and show
that the abnormal returns are higher when the i&inom an emerging market and
lists on stock exchanges of developed countries.ti@nother hand, there is also
empirical research that does not support the madgnentation (Lau et al., 1994).

Regarding liquidity, most evidence indicates thedss-listings increase share
liquidity and decrease trading costs (Domowitzlgtl®98). Fiss et al. (2016) show
the market integration reduces the trading of fprdistings.

There is also evidence on the information enviraming/pothesis. Baker et al.
(2002) provide evidence that US cross-listings eéase analyst coverage, media
exposure, and earnings forecast accuracy. Lanyy €093a,b) analyse 235 cross-
listed companies and find that analyst coveragenase than double the size of
domestic firms. Moreover, the analysts’ forecastuaacy is 1.36% higher for cross-
listed enterprises.

The transparency and the information environmeatadso enhanced after cross-
listing (Bailey et al., 2006). Ghadhab and Hellg2@16) analyse the relation between

cross-listing and stock price discovery and findttliirms listed on multiple
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exchanges (“multiple-listed”) benefit more from q&idiscovery than cross-listed
firms.

Several papers support the bonding hypothesis #oev shat cross-listings
enhance investor protection. Karolyi (2012) presesgtveral studies both in favour
and against the bonding hypothesis. He acknowledgescriticisms against the
theory but provides many arguments to support a&feihd the bonding hypothesis.

Doidge et al. (2004, 2009) document that crossediginterprises are more valued
than domestic ones. On average the valuation premsul6.5% for cross-listed
enterprises, and is significantly higher for comparnocated in emerging markets
that cross-list on exchanges of developed countries

Reese and Weisbach (2002) report that foreign comapavith poor governance
framework issue more equity capital after listirggaad. Dyck and Zingales (2004)
and Doidge (2004) show that cross-listed compalée® lower voting and control
premiums than domestic firms. Doidge et al. (20®ument that US cross-listings
reduce the control concentration and the differdnesveen cash-flow (ownership)
and voting rights (control). King and Segal (2008port that cross-listed firms
consume fewer private benefits. Lel and Miller (@D@ocument that cross-listed
companies with poor practices tend to change uediEemming CEOs more likely
than their domestic peers.

Roosenboom and Van Dijk (2009) report the followsngrage returns around
cross-listings: 1.3% (US), 1.1% (UK), 0.6% (Contited Europe), and 0.5% (Japan).
They argue that the higher returns in the US dede® to the increased disclosure
and governance regulation when compared to ther atbentries. Ghadhab and
Hellara (2016) find that cross-listings provideleg benefits in the US rather than in

Europe.
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There are many studies challenging the bonding thygsts and supporting the
avoiding argument (Licht, 2001, 2003; Siegel, 20@5)zzi et al. (2008) document
that the value and return of cross-listed compamegease before and during the
cross-listing, but these gains are transitory aecrehse over time (Sarkissian and
Schill, 2009).

Sarkissian and Schill (2012) argue that the higlaue of cross-listed companies
is not related to better governance standards. $hew that the valuation premium
also exists for cross-listings in markets with véeogevernance regulation. Moreover,
the valuation premium of foreign companies listedhe US is close to that of US
firms cross-listed abroad. The authors report ridesce of the bonding hypothesis
and conclude that cross-listings occur when forgigmpanies have high valuation
in the domestic market before the cross-listing.

Abdallah and loannidis (2010) study US cross-lggirirom 47 countries during
1976-2007 and show that cross-listing does not orgrinvestor protection. The
authors show that foreign firms list their sharésoad to take advantage of their
good moments in the domestic market. The crossdistccurs during periods of
positive financial performance, which disappeaermaftross-listing. Their findings
support the market segmentation but reject the ingrtdypothesis.

Boubakri et al. (2016) analyse corporate sociglaasibility using a sample of 54
countries during 2002-2011. The authors find thatdocial responsibility is better
for cross-listed firms, and the impact is highardompanies from emerging markets
with weak legal protection.

Del Bosco and Misani (2016) analyse 1,141 firmsmfr@0 countries and
document that cross-listings enhance corporate also@sponsibility but not

governance practices. They argue that corporat@lsasponsibility policies are
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easier to change when compared to governancelgtegcivhich are less flexible and
more challenging to change.

Busaba et al. (2015) study Chinese companies iaguta list in China after first
listing their shares abroad. They show that thesesfunderperform domestic-only
listed companies in terms of valuation and stoattgomance. They argue that these
firms “dress-up-for-premium” by increasing theirsiiility and valuation through
cross-listing without improving governance practice

The effect of cross-listing on foreign enterpriseslso related to the regulation
required by developed countries. Lang et al. (26w that the US regulation is
not fully enforced for foreign firms, whereas Clsdret al. (2013) report that the
information environment is not improved after cHissng.

There is a large debate between academics and/malkers on the benefits and
costs of US regulations. In 2002, the SarbanesyORlet (SOX) increased the
compliance requirements regarding corporate gowesla accounting, and
certification standards. The higher costs assataith SOX are both direct (auditor
expenses, implementation of internal systems, anotimgrs) and indirect (potential
risks of non-compliance, disclosure of proprietamfjormation to the market and
competitors, etc).

Many studies examine whether the benefits of SO¥eed its costs, and also
evaluate whether the number of delisting in theHa8e increased after SOX (Leuz
et al., 2008; Litvak, 2007; Zingales, 2007). Therkture on SOX provides mixed
results about its benefits and costs. Berger €2805) and Fernandes et al. (2010)
document positive effects, whereas Asthana ak@D9), Litvak (2007), and Zhang

(2007) find negative impacts.
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Zhang (2007) argues that SOX has costs larger thanefits, whereas
Chhaochharia and Grinstein (2007) show the costslager for small and less
compliant enterprises. Engel et al. (2007) docurserdll and underperforming firms
deregistered after SOX due to its higher compliaso=ts, and similar results are also
reported by Leuz et al. (2008).

Fernandes et al. (2010) analyse SEC Rule 12h-&hwhade SEC deregistration
easier for foreign firms. They report negative alomal return, and conclude that US
laws provide significant benefits, especially faterprises with poor legal system.

Li (2014) evaluates the short- and long-term effeEtSOX for cross-listed
companies and finds significantly negative abnorretirns of -10% on average. He
also documents that many cross-listed firms ledt (/6 after SOX. Bianconi et al.
(2013) document that SOX affects firm value negdgivand crowds out markets
with stricter regulation. In contrast, Doidge et (@009) analyse the cross-listings in
the US and UK from 1990 to 2005 and document thter controlling for firm

characteristics, SOX has not reduced US crossisti

3.2.3. Research hypotheses

There has been a debate whether cross-listingouaghe governance practices
of foreign companies listed in developed countrilse literature on the bonding
hypothesis presents mixed results and it is noy gaglisentangle the benefits of
cross-listing and attribute them to the bondingdtlpsis because many theories of
cross-listing state similar benefits.

In this essay, we aim to analyse the differencgafernance practices between

cross-listed and domestic firms, so we focus orlyamay the bonding hypothesis.
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Given the discussions in the previous sectionghpport the bonding argument, our

first research hypothesis is:

Hla: The governance of Brazlian firms with ADRs is better than that of domestic-

listed companies.

In contrast, given the fact that foreign firms haeyeral exemptions from US
securities and governance regulation, we conje¢haeBrazilian firms with ADRs
on US stock exchanges (Levels 2 and 3) have similarorse governance practices
when compared to firms with ADRs traded over thenter (Levels 1 and 144A) and
domestic companies. This argument is supportechéatvoiding hypothesis (Licht,

2001, 2003; Siegel, 2005). This reasoning leadsitcsecond research hypothesis:

H1b: The governance of Brazlian firms with ADRs is similar or worse than that of

domestic-listed firms.

We test these hypotheses by comparing multiplecésmd governance practices
between Brazilian cross-listed firms and domestenganies. The next several

sections evaluate our research hypotheses empyjrical

3.3. Brazilian cross-listings and regulatory exempons in the US

Many Brazilian companies list their shares abroadinly in the US. According
to the World Federation of Exchanges (2017), tiveeee 83 Brazilian companies
with ADRs, most of which were ADRs Level 1 and 144#hich have limited
liquidity and require minimal SEC disclosure. Therere 56 ADRs traded over the
counter (Level 1 or 144A) and 27 ADRs listed orcktexchanges (Levels 2 and 3).

Most interestingly and surprisingly, the BraziliAbRs Levels 2 and 3 represented
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27% of the total volume traded in dollars considgrall ADRs listed on US stock
exchanges from various countries from January toebéer 2017 (J.P. Morgan
Chase & Co, 2017).

Although cross-listings on stock exchanges havldrigompliance requirements,
they are not comparable to US-listed firms. Thespgs of SOX intended to enhance
governance structures in the US markets, and a@ggions also apply to cross-listed
foreign firms, which should meet the same SEC reguents as US firms.

However, there are various SEC exemptions grardedrbss-listed companies.
In general, the exemptions take into account tiferénces between the governance
regimes in the US and in the firms’ home countbesause some practices in the US
can contradict or interfere with home country regjoh (Li, 2014). The exemptions
are valid not only to Brazilian firms, but also ftoreign companies from other
countries. Moreover, cross-listed firms do not néedapply for the exemptions
because they are automatically granted by SECaggnl

The main governance differences between BrazilmhlS firms are due to their
legal systems. Brazilian listed companies must dgmijih the Brazilian corporation
law (Law n. 6,404/1976), and Brazilian Securitiesn@nission (CVM) regulation.
Appendix 3.1 shows the main differences betweemtimemum requirements to list
shares in Brazil (Brazilian corporation law and N®arket) and in the US (ADR
Levels 2/3 and US corporation law).

The Brazilian companies listed on NYSE through AD#els 2 and 3 have fewer
governance requirements when compared to US damestuers. In general,
Brazilian firms with ADR Levels 2/3 must comply Wifour NYSE requirements: (i)
the firm must have an audit committee; (ii) the & lixecutive Officer must inform

any material non-compliance with US governancesiul@) the firm must disclose

60

www.manaraa.com



the main differences between its governance pexctand those of US domestic
issuers; and (iv) the firm must inform the NYSE afy change in the board of
directors or board committees.

We list below the main NYSE governance exemptiansBrazilian cross-listed
firms. These exemptions are obtained from the adnreports of Brazilian ADRs
listed on NYSE, which do not need to comply witk thllowing rules:

a) Independence of directors: majority of indepenaeembers (rule 303A.01);

b) Executive sessions: directors should meet withzanagement frequently (rule
303A.03);

¢) Nominating, governance and compensation comesitt#00% of independent
members (rules 303A.04 and 303A.05);

d) Audit committee: minimum of 3 independent mensbgules 303A.06 and
303A.07);

e) Shareholder approval of equity compensationsplaimareholders must vote and
approve on equity remuneration package (rule 308).0

f) Governance guidelines: disclosure of governamcactices that address
minimum standards such as director qualificatiammpensation, and performance
evaluation (rule 303A.09);

g) Code of ethics: mandatory for senior managensm employees (rule
303A.10);

h) Certification requirements: CEO must inform NY8Eany violation with US

governance rules (rule 303A.12).

The Brazilian legislation does not require indepmrnddirectors and board

committees (audit, nominating, compensation, eRuysuant to a SEC exemption,
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Brazilian cross-listed enterprises are not requiceset up an audit committee if they
have a similar committee established pursuantdim Home country legal system.
The Brazilian law establishes that firms can creatiscal council (“conselho
fiscal”), which should monitor and review the firceal statements. The fiscal council
representatives are elected by shareholders ambiche directors of the firm. The
fiscal council can have up to five members, andamiiy shareholders have the right
to elect their representatives (up to two memberns ab five). Despite the SEC
exemption, in terms of best governance practidesBrazilian fiscal council cannot
be considered equivalent to an audit committee osegh of independent members

as set forth in SOX.

3.4. Data sources and description

We analyze 327 Brazilian companies from 2000 tcb20%e select all firms listed
on the Brazilian stock exchange (B3) with publidomation, and build an
unbalanced panel that represents 94% of the nuofolested companies in Brazil.
We study 75 cross-listed firms, of which 23 ar¢elison NYSE (ADR Levels 2 and
3) and 52 traded OTC (Level 1 and 144A). The infation about US cross-listings
comes from CVM and company websites.

We measure the governance practices through a iediérsion of the corporate
governance index (CGI) proposed and empiricallyettdy Leal and Carvalhal
(2007). We select a smaller number of questiongr{@@ad of 24), focusing on the
items that are more statistically significant topkn the governance quality in
Brazil.

We use a CGI with 20 attributes that can be ansivgres’ or ‘no’ (1 and 0,

respectively) using public sources (see Table 3#g CGI is the sum of all 20
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questions. The maximum value of CGl is 20, but eort it on a 0-10 scale. The
CGI questions are classified into four groups: ldsare, board, ownership, and
shareholder’s rights. We use an unweighted indexjlas to other governance
studies (Black et al., 2006). However, the resdtisnot change significantly when
we assign different weights for questions.

We also employ other governance metrics. We analysther the companies list
on New Market (NM), which has stricter governanegquirements and is composed
of three levels. To be listed on Level 1, compamesst provide more liquidity to
their shares and increase their transparency s@smdach as disclosure of related
party transactions, code of conducts, and keepinigast 25% of their shares for
trading. Level 2 requires stricter governance ridad more shareholder’s rights:
boards with at least 20% of independent directarbjtration to solve corporate
disputes (instead of long and costly judicial pemtiags), bid rule for minority
shareholders in the event of change of controlingotights to all shares in special
cases such as mergers and acquisitions, sale ategt assets, related party
transactions, etc. On the NM strictu sensu (Leyett® company must comply with
all Level 1 and 2 requirements and it is prohibiteain issuing non-voting shares.

We analyse listing on both NM and on the strictd’® Levels 2 and 3. The
governance attributes of CGlI and NM complement eaitter, and the CGI has
stricter items based on Brazilian and internatidoest governance practices. To
construct CGI, we hand-collect firm-level governandata from 2000 to 2015
through CVM website.

We follow the cross-listing literature and groug tfirms with ADRs traded on
stock exchanges (Levels 2 and 3) and over the eodbhevel 1 and 144A). We

create two dummy variables according to US cragsiis: ADR1 (indicating ADR
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Level 1 or 144A) and ADR23 (indicating ADR Level®R3). We do not distinguish
between ADR Level 1 and 144A because both are exéom US registration and
governance requirements. Moreover, we treat ADRselse2 and 3 together since
they must comply with the same disclosure and gwmage rules.

We collect and compute the following variables: ADfisting of ADR Level 1
or 144A), ADR23 (listing of ADR Levels 2 or 3), CGgovernance index), NM
(New Market), NM23 (NM’s levels 2 and 3), P/B (m#o-book as a valuation
proxy), CFIN (cost of financing), LIQ (share liqitig), VOT (percentage of voting
concentration), LEV (leverage), ROA (return on assea performance proxy), SIZE
(firm size), GRO (sales growth), and FIX (fixed @s3. The financial and accounting
data are obtained in Bloomberg database. Appen&isi®ows the definition of each
variable.

Table 3.1 presents the overall statistics. Arouiih bf the companies list on US
exchanges (ADR23) and 28% trade OTC (ADR1). Tmdifig reveals that Brazilian
firms prefer to list ADRs without complying with €Egovernance standards.

The average CGI is 5.42 (out of 10), which is imeliwith other governance
indexes computed for Brazilian companies: 61.91aut00 (Doidge et al., 2007)
and 3 out of 6 (La Porta et al., 1998). The goveceascore is much smaller in Brazil
(3 out of 6) than in the US and UK (5 out of 6).eT¢povernance quality is also poor
when measured by CGI sub-indexes. The average sc6ré for disclosure, 6.1 for
board of directors, 5.2 for shareholder rights, ar&ifor ownership structure.

Another way to measure the governance quality nsutlfh the presence on NM.
Around 38% of the firms trade on NM and 28% list stmicter NM23. The
percentage of Brazilian firms listing on NM23 (28%)higher than ADR23 (11%).

This may suggest that Brazilian companies prefemjarove governance standards
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without the need to comply with additional SEC riegmnents. This result is
consistent with Carvalho and Pennacchi (2012) wiawsthat NM listing can be an

alternative and a less costly bonding mechanismpeoed to US cross-listings.

Table 3.1 - Summary Statistics

Variable Average Median Minimum  Maximum S.td.
Deviation
ADR23 0.11 0.00 0.00 1.00 0.32
ADR1 0.28 0.00 0.00 1.00 0.45
CGl 5.42 5.25 1.00 9.50 1.89
DISCL 6.57 7.50 0.00 10.00 2.60
BOARD 6.09 6.00 0.00 10.00 2.71
OWN 3.27 3.33 0.00 8.75 2.33
RIGHT 5.19 5.00 0.00 10.00 2.62
NM 0.38 0.00 0.00 1.00 0.49
NM23 0.28 0.00 0.00 1.00 0.45
P/B 1.56 1.16 0.00 7.20 1.29
CFIN 27.61 21.23 0.00 126.96 21.95
LIQ 0.09 0.00 0.00 13.86 0.46
VOT 56.20 54.00 0.10 100.00 27.11
LEV 58.43 59.73 0.01 99.63 21.49
ROA 4.04 3.40 -30.70 35.20 6.78
SIZE 7.70 7.68 1.27 14.18 1.87
GRO 14.88 12.96 -51.69 77.35 16.88
FIX 38.93 40.87 0.00 99.87 25.92

Notes: descriptive statistics for our sample of &&zilian companies from 2000 to
2015. The definition of each variable is describedppendix 3.2.

Another component of the governance system is tiwaewmship and control
structure, which is very concentrated in Brazil.eTimajority (56%) of the voting
capital is in the hands of one shareholder. Reggrttie other variables, Brazilian
firms have been profitable (average ROA of 4.0%wgh of 14.9%, and P/B of 1.6),
and low leveraged (58.4% of liabilities to asseithvan average cost of debt of
27.6% per annum).

The Brazilian firms that list in the US are usualbncentrated in a few industries.
Most ADR23 companies come from three economic secemergy (17%), banking
(13%), and telecom (13%). A similar pattern cansken for ADR1 firms: energy

(15%), construction (15%), and transportation (10%)
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We group the firms into three categories accordingS cross-listings: domestic-
listed, listed on US exchanges (ADR23), and over dbunter (ADR1). Table 3.2

shows the average and median statistics of the tnaups of enterprises.

Table 3.2 - Characteristics of Cross-Listed and Dosstic Firms

ADR23 ADR1 Domestic
Variable Firms Firms Firms

Average Median Average Median Averagkledian
6.11**  5.83**  6.80***  7.25%**

¢! (0.00) (0.00) (0.00) (0.00) *99 4TS
osct 600 oo (000 oo S8 667
s0ARD 30 ‘000, (o00 (000 56 600
own %000 000 (000, (000 3% 33
o S5 M e o
w G A W e o
wa G0 G o
PE 000 (000) (000) (000 14T 10
CFIN "o (000 (000 (000 2732 27
o G R GG,
P N
eV 6%6?38;* 6(%)'.%* ©50) 237_'183 58.03  50.85
ROA (g:jg) (3:23) 3('3%*5; 3('3%*; 418 3.40
SZE o0) (000) (000) (oo 718 739
GRO  o00) (000) (000) (003 1392 1278
i A9.04T% BBOWE AT.00% BA3I . o

(0.00) (0.00) (0.00) (0.00)
Notes: descriptive statistics for cross-listed dothestic enterprises. The definition
of each variable is described in Appendix 3.2. Tdi#e documents the coefficients,
p-values (in parentheses), and highlights the Sagmce levels of the differences
between cross-listed and domestic enterprises {t*1%, ** for 5% and * for
10%).
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The highest average (median) CGl is 6.80 (7.25)ADR1 followed by 6.11
(5.83) for ADR23, and then 4.99 (4.75) for domestims. The CGI differential
between cross-listed and domestic enterprises @nifisant at 1%. More
interestingly, the average and median CGI of ADRA significantly higher than
ADRZ23, indicating that the governance of ADR23 wrse than that of ADR1.

The results for three CGI dimensions DISC, BOARD] &IGHT are similar to
those of CGI. The governance practices of crossdisirms regarding disclosure,
board of directors and shareholder rights are fogmtly better than those of
domestic-listed companies. The shareholder riglgssaonger in ADR1 firms than
in ADR23 companies. In contrast, the disclosure bodrd practices do not differ
significantly between ADR1 and ADR23 firms. As ftire ownership dimension,
ADR1 firms have better practices than domestic dirtout ADR23 companies are
significantly worse than their domestic peers.

These results are surprising given the generahgsison that cross-listings on US
exchanges require compliance with SEC governarles.rdlowever, as explained in
the previous section, Brazilian firms benefit fre@veral exemptions to list on US
stock exchanges, and their governance practiceaareomparable to those of US
firms. Therefore, there is no guarantee that theeg@mnce of ADR23 is better than
ADR1 or domestic companies.

The results obtained for CGI and its four dimensiocan be better explained by
looking at the percentage of firms listed on NM adii23. More than 75% of
ADRL1 firms list on NM and 65% list on NM23. Theseot percentages are higher

than ADR23 companies (54% and 23%, respectivelg) domestic firms (27% and

21%, respectively), and the results are signifiearit%. Moreover, the percentage of
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firms on NM23 is similar for ADR23 and domestic nis (23% and 21%,
respectively), and the result is not significanbt.

These findings show that ADR1 firms adopt betterggpnance practices by listing
on NM in Brazil instead of listing on US exchangesl complying with SEC rules.
This result seems to reject the bonding hypothasissupport the avoiding argument
since cross-listed firms can raise cheap capitadaabwithout restricting themselves
to the US governance rules.

Regarding the control variables, cross-listed filmage higher valuation (P/B) and
share liquidity, faster sales growth, more fixededs, lower cost of debt, and less
control concentration when compared to domestiodjrand all the differences are
statistically significant at 1% or 5%. Furthermofd)R23 firms are more leveraged
than ADR1 and domestic companies, whereas ADRL1 sfilmave the lowest
profitability (ROA) of all three groups of compasie

Figure 3.1 shows the average CGI of cross-listeddamestic firms from 2000 to
2015. We can see that the average CGIl of ADR23sfwas higher from 2000 to
2005 and that the CGI of ADR1 firms has achievedhighest scores since 2006. In
2000, the average CGI of ADR23 firms (5.0) was #icantly greater than that of
ADR1 (4.3) and domestic companies (4.2). In 20086,average CGI of both groups
of cross-listed firms was similar (5.5) and higllean that of domestic companies
(4.3). From 2006 to 2015, the average CGI of alugs has increased, reaching 7.4
(ADR1 and ADR23) and 5.8 (domestic). The overatr@ase of CGI in recent years
coincides with the launch of the New Market to podenthe voluntary adoption of

good governance practices in Brazil (Carvalho asxh@cchi, 2012).
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Figure 3.1 — Corporate Governance Index of Cross-kted and Domestic Firms
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Notes: average corporate governance index of disiest and domestic-listed firms
from 2000 to 2015.

ADR23 == - Domestic

Figure 3.2 — Percentage of Cross-Listed and Domestrirms on New Market
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Notes: percentage of cross-listed and domestiedifitms on New Market’s Levels
2 and 3 from 2000 to 2015.
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Figure 3.2 shows the percentage of firms listedNdM23 from 2000 to 2015. We
can see that the proportion of firms listing on NMMidcreased significantly from
2000 to 2010 and have stabilized in more recentsydae to the global financial
crisis and Brazilian political and economic uncetta We note that the percentage
of ADR1 firms listed on NM23 is significantly highend more than double of
ADR23 and domestic firms. Moreover, the percentag@DR23 and domestic firms
listing on NM23 are similar. In 2015, 85% of ADRitnfis listed on NM23, which is
significantly higher than 39% of ADR23 and domef#itims.

Table 3.3 presents the correlation analysis. Wesesmnthe correlations of CGI
with ADR1 and ADR23 are positive (0.33 and 0.13pextively) and significant at
1%. Furthermore, the correlation of ADR1 is almibste times higher than that of
ADRZ23, suggesting that ADR1 firms have better gngace practices than ADR23
companies.

The correlations of ADR1 with the four CGl dimenssoare also positive and
statistically significant at 1%, ranging from 0.(ewnership) to 0.29 (disclosure and
shareholder rights). In contrast, the correlatiohsADR23 are positive only for
disclosure (0.26) and board of directors (0.16) amednegative for shareholder rights
(-0.01) and ownership (-0.11).

As for other governance metrics, the correlationABR1 are positive with NM
and NM23 (0.34 and 0.36, respectively) and bothultesare significant at 1%.
However, the correlations of ADR23 are positivenwitM (0.12) and negative with

NM23 (-0.04), but only the first result is statcstily significant at 1%.

70

www.manaraa.com



Table 3.3 — Correlations among Variables

Variable ADR1 ADR23 CGlI DISCL BOARD OWN RIGHT NM23 NM P/B VOT LEV ROA SIZE GRO FIX
ADR1 1.00
ADR23 -0.16%** 1.00
CaGl 0.33** 0.13%* 1.00
DISCL 0.29%* 0.26** 0.78*** 1.00
BOARD  0.20** 0.16*** 0.76*** 0.47*+* 1.00
OWN 0.14%x* -0.17%x* 0.54*x* 0.28*+* 0.14%* 1.00
RIGHT 0.29%** -0.01 0.77%+* 0.39%** 0.45%+* 0.36*** 1.00
NM23 0.36*** -0.04 0.72%* 0.47*+* 0.49%+* 0.43*+* 0.67*** 1.00
NM 0.34*x* 0.12%+* 0.71%x* 0.58*+* 0.55%*+* 0.23*** 0.60*** 0.80*** 1.00
P/B 0.05* 0.09%** 0.27%** 0.21 %+ 0.23*** 0.12%* 0.20%*** 0.20*** 0.17%* 1.00
VOT -0.14%* -0.04 -0.38%** -0.21%** -0.20%** -0.31 %+ -0.41 % -0.40%** -0.34%* -0.12%* 1.00
LEV -0.01 0.06*** 0.00 0.01 0.06*** -0.02 -0.04 08*** -0.01 0.03 0.08*** 1.00
ROA -0.06*** 0.02 0.02 0.08*** 0.02 -0.03 -0.04 ()8 -0.02 0.32%* 0.00 -0.36*** 1.00
SIZE 0.15%+* 0.46*+* 0.4 % 0.50*** 0.42%* 0.00 0.14%* 0.16*** 0.36**+* 0.12%** -0.03 0.36*** 0.01 1.00
GRO 0.06*** 0.06*** 0.17%** 0.19%+* 0.06*** 0.16*** 0.11%x* 0.11%* 0.08*** 0.17%*+* -0.08*** 0.08*** 0 .14%*  0.11%* 1.00
FIX 0.13*** 0.14*+* 0.00 0.06*** 0.03 0.02 -0.12%* -0.04 -0.05** 0.01 0.00 -0.22%* -0.04 0.00 0.14* 1.00
Notes: the table documents the correlations andigigs the significance levels (*** for 1%, ** fd5% and * for 10%). The definition of each varialdelescribed in Appendix 3.2.
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The correlation analysis shows significant differesin the governance practices
of the three groups of companies. The results geesuggest that ADR1 firms have
the best governance practices, followed by ADR2Bmanies and then domestic
peers. This evidence is valid for the overall Ci&,four dimensions, and NM and
NM23 listings.

The correlations of ADR1 and ADR23 are positivew&8IZE, P/B, GRO, and
FIX and negative with VOT, which suggest that crlisted enterprises are bigger,
have higher valuation, faster growth, more fixedess, and lower ownership
concentration. The correlations with LEV and ROA/danixed signs and indicate
that ADR1 firms have lower leverage and profitapjlwhereas ADR23 companies
are more profitable and leveraged.

Table 3.4 shows the proportion of companies thawen “yes” to each CGI
question in 2015. The governance practices of distexl companies are better than
those of domestic firms. Moreover, the governammeesof ADR1 firms is higher or
similar to that of ADR23 companies in most question

Overall ADRL1 firms score the highest in 9 out of@@stions: unqualified auditor
opinion, different CEO and Chairman, adequate ba@rd and tenor, more voting
shares, less separation between ownership andotofacilitation of shareholder
participation in meetings, and voting and bid rggfur minority shareholders.

The ADR23 firms score the highest in 8 out of 2@sjions such as policies on
related party transactions, disclosure of annupbnteand corporate presentations,
presence of board committees, number of externactdirs, no indirect control
structure, no shareholder agreement that constkaitisg rights, and higher free-
float. Moreover, the weaker governance provisiohsADR23 firms relative to

ADR1 firms are mostly under ownership structure.
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Table 3.4 — Proportion of Companies Answering“Yesto Governance Questions

. ADR1 | ADR23 | Domestic
Question Firms | Firms Firms
Disclosure
1. Are there policies for related party operations? 92% 100% 66%
2. Is_ the detailed executive compensation discl Di%%% 100% 96%
publicly?
3. Is there only unqualified auditor opinion in 1h34% 87% 86%
last 5 years?
4. Is the annual report disclosed publicly? 62% 91% 36%
5. Are the investor presentations disclosed pufdi¢l 98% 100% 64%
6. Is there a governance section in the annualrt2pd00% | 100% 73%
Board of Directors
Z:.Elé)t;lere no CEO duality (different Chairman arigo% 96% 86%
8. Are there board committees? 65% 10020 41%
9. Are there only external directors (except CEO)?52% 83% 43%
10. Is the board size between 5 and 11? 92% 87T% % 86
11. Is the board tenor between 1 and 2 years? D8%1% 86%
Ownership Structure
. — 5 -
12.. Is there a maximum limit (i.e.20%) for NoN=q,, 5204 5504
voting shares?
13. Is the largest shareholder’s control equali$g h]9% 48% 5204
ownership?
14. Is there no loan to controlling shareholders? % 2 4% 9%
15. Is shargholder participation facilitated in tth% 4% 30%
annual meetings?
Shareholder’s Rights
16._ Are there voting rights to all shareholders o 5204 5704
major subjects?
17. Is there bid rule to minority investors in awht 94% 61% 61%
transfer?
18. Is there no indirect structure? 6700 70% 68%
19. Is there no shareholder agreement that constrao.l6% 65% 64%
votes?
e 5
20. _Is the share liquidity higher than 25% of t()t@7% 96% 61%
capital?

Furthermore, the ADR1 and ADR23 firms have the bgjhscore together in 2

additional questions: disclosure of detailed exgeutompensation and publication

of a governance section in the annual report. Dombksted companies score the

highest in only one item: prohibition of loans ntrolling shareholders.
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3.5. Multivariate results

We estimate the specification below to evaluate dffect of ADR listing on

governance quality:

CGlit = fo+ p1ADRL+ + foADR23it + f3NM23i 1+ faNM23; * ADR ¢ + SsXit + L4t

where CG; is the governance index of enterprisat year end, ADR1; indicates
firms with ADR Levels 1 and 144A, ADRZ3ndicates firms with ADR Levels 2
and 3, ADR; indicates firms with ADR, NM23 indicates firms listed on New
Markets” Levels 2 and 3,; Xrepresents enterprise’s characteristics, /apdccounts
for the residual term.

We select the firm characteristics based on thsselisting literature (see Doidge
et al.,, 2004, 2009) such as firm size, ROA, salesvth, leverage, and voting
concentration. We run the regressions using ordileast squares (OLS), and fixed-
effects (FE). In each regression we use clusteobdst standard errors (Petersen,
2009; Thompson, 2011).

To take into account and mitigate potential endeggnand self-selection bias
associated with cross-listing, we estimate Heckr(l#v9) two-stage regressions
where the first stage refers to the cross-listiregisglon and the second stage
estimates the relation between governance qualitg &ross-listing. This
methodology has been used in the cross-listintptiiee (see Herrmann et al., 2014).

Finding instruments for the first-stage is difficldecause many variables that
affect the cross-listing decision may also influegovernance practices. We follow
previous studies to select the instruments thatigiréhe probability of cross-listing

but are unrelated to governance quality. The cliesBag research usually uses
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industry- and country-related variables as instmisi€Attig et al., 2016; Cheng et
al., 2014).

Since we study only one country, we add industmyhies. Most Brazilian cross-
listed companies operate in globalized economictosecand compete with
international players. We create a dummy variableed INTIND that indicates the
following international industries: banking, enerfiyod & beverage, oil & gas, pulp
& paper, telecom, and transportation. Our probgressions include INTIND as
instrument, since it may affect the cross-listingcidion but not necessarily
governance practices (Attig et al., 2016; Chengl.et2014). In fact, the correlation
between INTIND and ADR is 0.13 (statistically sifigant at 1%), which is four
times higher than the correlation between INTIND &Gl of 0.03 (not statistically
significant at 5%). We also include as instrumérat average price-to-book of each
industry (Attig et al., 2016; Cheng et al., 20140t the results are not statistically
significant.

We add the inverse mills in the governance regmasasing Heckman (1979)
model. We include the mills ratio as an additionadiressor together with firm
characteristics that may influence the cross-fstotecision such as firm size,
profitability, leverage, sales growth, voting contration, tangibility of assets, and
year fixed effects (Bailey et al., 2006; Doidgeakt 2004).

Table 3.5 shows the results of our governance ssgmes, which are estimated
using three methods: OLS (columns | to Ill), FEIlgoons IV to VI), and self-
selection (columns VII to IX). Each method has éhepecifications depending on
our cross-listing and NM23 independent variable.

The OLS model shows that ADR1 and ADR23 are pasigind significant at 1%.

When both ADR and NM23 variables are put togetheéhe model, the coefficients
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of ADR1, ADR23, and NM23 continue positive and $iigant at 1%. The OLS
results indicate that the governance of ADR1 andR&B companies is better than
that of domestic firms. Moreover, listing on New et improves the governance
quality for both domestic and cross-listed firmggRrding control variables, CGl is
positively connected to growth, size, and ROA, amebatively associated to
ownership and leverage.

When we add firm and year effects, ADR1 continuesitive and significant at
1% or 5%. Regarding ADR23, the coefficients aregighificant at 1% or 5%. This
finding seems surprising and indicates that ADRagganies do not have better
governance than domestic enterprises. The FE mpdelsde evidence that ADR1
companies have better governance than ADR23 ancestanfirms. Furthermore,

the New Market enhances governance practices fonedtic and cross-listed

companies.
Table 3.5 - US Cross-Listing and Governance
Variable OoLS Fixed-Effects Self-Selection
Constant 3.83%%* 298wk 2.9 % 282w 3.08% 2.QDwxk 4.34%% 3 53¢ 35w
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) 0.0Q) (0.02)
ADR1 1.09% 0.25%+ 0.50%** 0.39%+ 0.27* 0.47* 0.88%*  0.78%*  0.79%
(0.00) (0.00) (0.00) (0.00) (0.03) (0.02) (0.00) 0.00) (0.00)
ADR23 0.07 0.30% 0.45%+ 0.59* 0.40 0.51 0.88* 87 0.59
(0.51) (0.00) (0.00) (0.09) (0.25) (0.16) (0.05) 0.20) (0.19)
NM23 2.63% 2.83% 1.66% 1.88% 1670 1.7 10
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
NM23*ADR -0.51 -0.40 -0.08
(0.11) (0.18) (0.83)
VOT -0.02%*  .0.01%*  -0.01%*  -0.01**  -0.01%* -0 .01**  -0.01**  -0.01*  -0.01*
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)  0.06) (0.06)
LEV 20.01%*  -0.01%*  -0.01%* -0.01* 0.00 0.00 0.a 0.01 0.01
(0.00) (0.00) (0.00) (0.10) (0.24) (0.21) (0.20) 0.40) (0.41)
SIZE 0.38% 0.28%+ .27 0.43%+ 0.29% 0.30% * 0.20 0.21 0.21
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.26) 0.26) (0.25)
ROA 0.00 0.01* 0.01* 0.00 0.00 0.00 0.02* 0.02 oa.
(0.47) (0.03) (0.02) (0.42) (0.52) (0.53) (0.02) 0.14) (0.14)
GRO 0.01%+ 0.01%** 0.01% 0.00 0.00 0.00 0.00 0.00 0.00
(0.00) (0.00) (0.00) (0.90) (0.91) (0.83) (0.71)  0.99) (0.99)
Mills -0.89* -0.51 -0.51
(0.04) (0.24) (0.24)
Obs 2,377 2,377 2,377 1,521 1,521 1,521 1,521 1,521 215
Adj R? 0.40 0.66 0.66 0.87 0.88 0.88 0.81 0.83 0.83

Notes: regression models for corporate governa@i®l)( as dependent variable. The table documents the
coefficients (p-values) and highlights the sigrafice levels (*** for 1%, ** for 5% and * for 10%J.he p-values
are calculated based on clustered standard eTioesdefinition of each variable is described in Apgix 3.2.
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Since our fixed-effects approach focus on firmg thare domestically-listed and
then decided to cross-list their shares (and varsa), our findings may be biased by
this small transition sample. As a robustness ch@ekemove firm fixed-effects and
add industry and year dummies, and our finding$ (eported) are substantially the
same.

Before estimating the self-selection models, wst fitetermine the probability of
cross-listing. We estimate probit models with thdd#erent dependent variables
(ADR, ADR1, and ADR23). The first model determirsatbe probability of a firm
cross-listing in the US through any type of ADR gmam. The second and third
models estimate the probability of cross-listingeiothe counter (ADR1) and on
stock exchanges (ADR23), respectively.

Table 3.6 shows the probit models with the threeRAdependent variables. The
models classify 85% to 89% of the observationsemly. The coefficients of the
instrument INTIND are positive and significant &o1which confirm that cross-
listed enterprises operate in international indestrsuch as banking, energy, food &
beverage, oil & gas, pulp & paper, telecom, anddpartation.

Most coefficients on LEV, ROA and VOT are negatauad significant at 1% or
5%, whereas most coefficients on SIZE, GRO, and &#kX positive and significant
at 1% or 5%. The results of the probit models iatiicthat cross-listed firms are
large, have high growth, more fixed assets, lesgrabconcentration, lower leverage
and profitability. There is no substantial diffecenbetween the determinants of
ADR1 and ADR23.

The coefficients on FIX and ROA are statisticalignsficant for ADR1 but not
for ADR23. In contrast, the coefficients on GRO &@T are significant for ADR23

but not for ADR1. Furthermore, INTIND and FIX sedm affect the cross-listing
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decision but not governance quality. The correfetiof ADR with INTIND and FIX

are positive (0.13) and significant at 1%, wher#as correlations of CGI with

INTIND and FIX are not significant.

Table 3.6 - Probit Model for US Cross-Listing

Variable ADR ADR1 ADR23
Constant S3.76%%  -1.88%% 5 GO***
(0.00) (0.00) (0.00)
VOT -0.01%** 0.00 -0.01**
(0.00) (0.11) (0.03)
LEV -0.02%%*  -0.01***  -0.01***
(0.00) (0.00) (0.00)
SIZE 0.52%%*  0.14**  (.62%**
(0.00) (0.00) (0.00)
ROA -0.03***  -0.02** -0.01
(0.00) (0.02) (0.20)
GRO 0.01** 0.00 0.01**
(0.05) (0.19) (0.02)
FIX 0.01** 0.01** 0.00
(0.02) (0.04) (0.78)
INTIND 0.20%**  0.36***  (.55%**
(0.00) (0.00) (0.00)
Obs 1,585 1,585 1,585
McFadden R 0.31 0.07 0.40
% Correct 85.36 88.96 88.71

Notes: probit models for cross-listing (ADR, ADRhda ADR23) as dependent
variable. The table documents the coefficients dlues) and highlights the
significance levels (*** for 1%, ** for 5% and * 10 10%). The p-values are
calculated based on clustered standard errors. dEfieition of each variable is

described in Appendix 3.2.

The last three columns of Table 3.5 show the sdetion models. All

coefficients of ADR1 are positive and significantl&, whereas ADR23 is positive

and significant at 5% in only one specification. &dhwe include NM23 in the

model, ADR1 continues positive and significant &, but ADR23 is not significant.

The inverse mills are negative, but only one cogffit is statistically significant

at 5%. These results do not confirm the presenseldfselection bias, but, although

the coefficients of the mills ratios are not sigeaht, they suggest there may be
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unobservable firm characteristics that increaseptiobability of cross-listing and at
the same time are associated with poor governamaiyg

Our main inference relative to the coefficientsAiDRs are mostly unaffected
when compared to OLS and FE models, even afterabng for self-selection bias.
The results of the self-selection models are ol/erdine with those of OLS and FE
regressions. Taken together, the three methodsatadthat ADR1 companies have
better governance quality than ADR23 and domestitst Moreover, listing on New
Market improves governance practices for domestit a@oss-listed companies. We
also find that ADR23 companies do not have bettmegiance than domestic-listed
enterprises. These results seem to support bothainding and avoiding hypotheses
and indicate that cross-listing over the countehagmces governance practices,
whereas cross-listing on US exchanges and complyitty SEC regulation do not

mean improved governance quality.

3.6. Extensions and robustness checks

We also test our analysis to different governaneasures. First, we estimate the
econometric models for the four CGI dimensions ssply to check whether the
results are robust for different types of govermapcactices. We also run probit
models to analyse the relation between ADR and Ntnbs. We also exclude
banks from our sample to evaluate whether our tesate biased by these
companies. Moreover, we run a difference-in-diffiee model to evaluate whether
the governance of firms with ADRs Levels 2 and Jiaves after cross-listing.
Finally, we analyse the relation between crosslistcost of financing, and share

liquidity.
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Table 3.7 reports the coefficients of ADR1 and ABRar different models and
governance metrics. In order to facilitate visuaian, we report only the
coefficients of ADR dummy variables. Panel A shaws models for CGI, which
have the same results as those in Table 3.5. FAnptesents the disclosure
regressions. All coefficients of ADR1 and ADR23 aasitive and significant at 1%,
which show that the disclosure of cross-listed canigs is better than that of
domestic enterprises.

Table 3.7 — US Cross-Listing and Governance Dimersis

Variable OoLS Fixed-Effects Self-Selection
Panel A: CGI
ADR1 0.50*** 0.47* 0.79***
(0.00) (0.02) (0.00)
ADR23 0.45%** 0.51 0.59
(0.00) (0.16) (0.19)
Panel B: DISC
ADR1 1.50*** 1.59%** 1.55%**
(0.00) (0.00) (0.00)
ADR23 1.39%** 1.76*** 1.52%**
(0.00) (0.00) (0.00)
Panel C: BOARD
ADR1 -0.13 0.24 0.47
(0.54) (0.44) (0.27)
ADR23 0.23 -0.17 0.08
(0.20) (0.79) (0.91)
Panel D: OWN
ADR1 -0.05 -0.18 0.54**
(0.73) (0.50) (0.05)
ADR23 -0.55%** -1.14%** -1.09**
(0.00) (0.01) (0.02)
Panel E: RIGHT
ADR1 0.47*** -0.01 0.44
(0.01) (0.97) (0.35)
ADR23 0.46%** 1.07* 1.34
(0.00) (0.09) (0.112)

Notes: regression models for corporate governa@6d and its four sub-indexes) as
dependent variable. The table documents the casfi (p-values) and highlights
the significance levels (*** for 1%, ** for 5% and for 10%). The p-values are
calculated based on clustered standard errors. dEfieition of each variable is
described in Appendix 3.2.
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Regarding the board of directors (Panel C of T&blg, no coefficient of ADR1
and ADR23 is statistically significant. All selfisetion specifications show that the
coefficients of ADR1 and ADR23 are not statistigalgnificant, which suggest that
the quality of board practices is similar for crdissed and domestic enterprises.

The results for ownership structure are reporteBanel D. Only one coefficient
of ADR1 is significant (5% level). In contrast, abhefficients of ADR23 are negative
and significant at 1% or 5%. The self-selection slsedndicate that ADR1 firms
have better ownership structure when compared tR2Z®and domestic companies.
Moreover, the ownership structure of ADR23 firmsignificantly worse than that of
domestic companies.

Panel E of Table 3.7 shows the results for shadehnaiights and indicates that
only the OLS specifications present coefficientsAdfR1 and ADR23 statistically
significant at 1%. In contrast, the results of Bteand self-selection models indicate
that ADR1 and ADR23 are not significant at 1%, Wwhprovide evidence that cross-
listed firms do not grant more shareholder rightsitdomestic companies.

Table 3.8 shows the probit models with the deteamis of NM listing. The
coefficients of ADR are positive and significant fdM and NM23, suggesting that
cross-listed companies tend to list their shareSlen Market and on NM’s Levels 2
and 3.

When we analyse ADR1 and ADR23 firms separately,dbefficients of ADR1
are positive and significant for NM and NM23 at 18gel. On the other hand, the
coefficients of ADR23 are negative and significéot NM and NM23 at 5% and
1%, respectively. These results reveal that ADRindi tend to improve their

governance through NM, whereas ADR23 firms do isbtheir shares on NM.
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As for the control variables, NM and NM23 have gateve relation with voting

concentration, leverage, and ROA, and a positilaiom with firm size and growth.

These results suggest that the companies thairlidew Market are usually large,

fast-growing,

concentration.

less

leveraged, with

lower

profitékjl and

less ownership

Table 3.8 - Probit Models for Listing on New Market

Variable NM NM23
ADR 0.54%x*=* 0.70%**
(0.00) (0.00)
ADR1 0.72%*=* 1.10%**
(0.00) (0.00)
ADR23 -0.24** -0.52%**
(0.04) (0.00)
VOT -0.02%*  -0.02***  -0.02*** -0.03*** -0.03*** -0 .03***
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
LEV -0.01**  -0.01**  -0.01*** -0.01*** -0.01%** -0 .01***
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
SIZE 0.47%** 0.52%** 0.58*** 0.18*** 0.24%** 0.32** *
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
ROA -0.01** -0.01* -0.01** -0.01 -0.01 -0.01
(0.05) (0.09) (0.02) (0.36) (0.57) (0.11)
GRO 0.01**=* 0.01** 0.01**=* 0.0 %*=* 0.0 **=* 0.0 **=*
(0.01) (0.02) (0.00) (0.00) (0.00) (0.00)
Obs 2,469 2,469 2,469 2,469 2,469 2,469
McFadden R 0.40 0.41 0.38 0.42 0.44 0.40
% Correct 82.58 83.84 81.00 84.73 85.30 84.37

Notes: probit models for listing on New Market (N&hd NM23) as dependent
variable. The table documents the coefficients dlues) and highlights the
significance levels (*** for 1%, ** for 5% and * 10 10%). The p-values are
calculated based on clustered standard errors. d€fiaition of each variable is

described in Appendix 3.2.

Since many Brazilian listed companies are fronfithencial sector, we follow the

corporate finance literature and exclude banks foam sample in Table 3.9. The

results are substantially the same as those iniquevables. We conclude that

ADR1 companies have better governance than domdstits, and that the

governance of ADR23 firms is not better than thd&t domestic companies.

Moreover, the governance practices of domesticcansks-listed companies improve

after listing on New Market.
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Table 3.9 - US Cross-Listing and Governance Excludg Banks

Variable OLS Fixed-Effects Self-Selection
Constant 3.84*** 2.98*** 2.98*** 2.81** 3.08*** 2.92%** 4. 24%** 3.38** 3.37*
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.01) 0.08) (0.03)
ADR1 1.11%* 0.26%** 0.50%** 0.39%** 0.27** 0.47* 0 .88*** 0.78*** 0.80***
(0.00) (0.00) (0.00) (0.00) (0.03) (0.02) (0.00) 0.00) (0.00)
ADR23 0.11 0.31%** 0.45%** 0.59* 0.40 0.51 0.88** 67 0.59
(0.31) (0.00) (0.00) (0.09) (0.25) (0.16) (0.05) 0.20) (0.19)
NM23 2.62%** 2.82%** 1.66*** 1.88*** 1.67*** 1.7 1%
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
NM23*ADR -0.01 -0.40 -0.08
(0.90) (0.18) (0.83)
VOT -0.02%** -0.01*** -0.01*** -0.01%** -0.01*** -0 .01*** -0.01*** -0.01* -0.01*
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) 0.06) (0.06)
LEV -0.01%** -0.01 % -0.01 % 0.00 0.00 0.00 0.01 0.00 0.00
(0.00) (0.00) (0.00) (0.11) (0.24) (0.22) (0.24) 0.4(7) (0.48)
SIZE 0.37%** 0.28*** 0.27%** 0.43*** 0.29%** 0.30** * 0.21 0.22 0.22
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.24) 0.20) (0.22)
ROA 0.01 0.01* 0.01* 0.00 0.00 0.00 0.02** 0.01 0.
(0.34) (0.03) (0.02) (0.41) (0.51) (0.52) (0.03) 0.17) (0.17)
GRO 0.01*** 0.01*** 0.01*** 0.00 0.00 0.00 0.00 0.00 0.00
(0.00) (0.00) (0.00) (0.88) (0.94) (0.86) (0.80) 0.88) (0.88)
Mills -0.85* -0.46 -0.46
(0.06) (0.29) (0.29)
Obs 2,360 2,360 2,360 1,410 1,410 1,410 1,410 1,410 1,410
Adj R? 0.40 0.66 0.66 0.86 0.88 0.88 0.81 0.83 0.83

Notes: regression models for corporate governaf®l)(as dependent variable
excluding banks from the sample. The table docusndrg coefficients (p-values)
and highlights the significance levels (*** for 19, for 5% and * for 10%). The p-
values are calculated based on clustered standesds.eThe definition of each
variable is described in Appendix 3.2.

Table 3.10 shows the list of 25 Brazilian firms wiNYSE ADRs and the CGI
change after cross-listing in the US. Most firm8 @ut of 25) do not improve
governance practices after cross-listing. The C@proves in 9 firms with an
average increase of 0.8 (out of 10). In contrdst, €GIl decreases in 3 companies,
with an average decline of 0.7. We estimate a wdiffee-in-difference model with

firm and year effects, and the findings (diff-didf -0.07 with p-value of 0.34)

indicate ADR23 firms do not improve governance raftess-listing.
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Table 3.10 — Brazilian Firms with ADR Levels 2 and3

Company Sector Listing ADR CaGl
Date Level | Change
AmBev Food & beverage 6/4/97 2 0.5
Banco Bradesco Bank 11/21/01 2 0.0
Banco Santander Brasil Bank 10/7/09 3 0.5
BrasilAgro Agribusiness 11/8/12 2 0.5
Braskem Chemical 12/21/98 2 1.0
BRF - Brasil Foods Food & beverage 10/20/D0 2 0.0
Cemig Electricity 9/18/01 2 0.5
Centrais Eletricas Brasileiras Electricity 10/31/08 2 -1.0
Cia Brasileira de Distribuicao Commerce 5/29/97 3 .00
Cia Siderurgica Nacional Steel & mining 11/14/97 2 05
Copel Electricity 7/30/97 3 0.0
CPFL Energia Electricity 9/29/04 3 0.0
Embraer Transportation 7/21/0( 3 0.0
Fibria Celulose Pulp & paper 4/14/00 3 -0.5
Gafisa Construction 3/16/07 3 0.5
Gerdau Steel & mining 3/10/99 2 0.0
GOL Transportation 6/24/04 3 0.0
Itau Unibanco Bank 2/21/02 2 0.5
Oi Telecommunication 11/16/01 2 0.0
Petrobras Oil & gas 8/10/00 3 0.0
Sabesp Water & gas 5/10/02 3 3.0
Telefonica Brasil Telecommunicatign 11/16/98 2 0.0
TIM Participacoes Telecommunicatign11/16/98 2 0.0
Ultrapar Participacoes Water & gas 7/10/99 3 -0.b
Vale Steel & mining 6/20/00 2 0.0

Notes: list of Brazilian firms with ADR Levels 2 drB, cross-listing date, ADR level, and
governance (CGI) change after cross-listing.

Table 3.11 shows the self-selection models to aedilye effect of cross-listing on

share liquidity and cost of financing. Cross-listeinpanies have more liquid shares

than domestic firms (Aggarwal et al., 2007; Pagahal., 2002). The statistical

significance is stronger for ADR1 firms (1% levétan ADR23 firms (10% level),

which seems surprising given the fact that ADR lewand 3 are traded on US

stock exchanges.

Regarding the cost of financing, ADR1 is signifitgmegative at 5%, suggesting

ADR1 companies have a lower cost of financing wltempared to domestic

companies. Surprisingly, the cost of financing oDR23 companies is not
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significantly lower than that of domestic firms. & hesults for ADR1 firms support

the evidence from the international literature (Haid Leuz, 2009; Karolyi, 2012).

Table 3.11 — Effect of Cross-Listing on Share Liquiity and Cost of Financing

Variable LIQ CFIN
Constant -8.56*** -8.56%** -10.94 -9.42
(0.00) (0.00) (0.74) (0.78)
ADR1 0.26*** 0.26*** -9.22**  -10.59**
(0.01) (0.01) (0.02) (0.02)
ADR23 0.63* 0.64* -0.52 -1.63
(0.09) (0.10) (0.93) (0.80)
NM23 0.05 0.06 10.39** 6.96
(0.33) (0.15) (0.02) (0.34)
NM23*ADR -0.02 5.95
(0.78) (0.42)
VOT -0.01***  -0.01*** -0.10* -0.10*
(0.00) (0.00) (0.08) (0.08)
LEV -0.03***  -0.03*** 0.41%** 0.41%**
(0.00) (0.00) (0.00) (0.00)
SIZE 1.08*** 1.08*** 3.78 3.65
(0.00) (0.00) (0.30) (0.32)
ROA -0.04***  -0.04***  -0.88*** -0.87***
(0.00) (0.00) (0.00) (0.00)
GRO 0.01*** 0.01*** 0.17*** 0.17***
(0.00) (0.00) (0.01) (0.01)
Mills 2.09%** 2.09%** 28.62***  28.29%**
(0.00) (0.00) (0.00) (0.00)
Obs 1,585 1,585 1,378 1,378
Adj R? 0.87 0.87 0.54 0.54

Notes: self-selection models for share liquidityQ@). and cost of financing (CFIN)
as dependent variables. The table documents théficoess (p-values) and
highlights the significance levels (*** for 1%, *for 5% and * for 10%). The p-
values are calculated based on clustered standesds.eThe definition of each
variable is described in Appendix 3.2.

We also analyse whether ADR23 companies tend t® isgore bonds after cross-
listing. We compare the number and volume of boisdsed 5 years around the
cross-listing date. Regarding the number of bofdsfirms (out of 25) issued more

bonds after cross-listing, 9 firms had the samebemof bonds in both periods, and

5 firms issued fewer bonds. The results are esdgnthe same for the volume of
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bonds: 10 firms increased the volume of bonds,irhisfkept the same amount, and
4 firms raised less money through bonds after eistsg.

Since ADR3 firms are able to raise money in thepgd&ary markets, we evaluate
whether they have issued new shares in the US aftes-listing. Only 5 (out of 11)
ADR3 companies issued new shares in the US. Moreawest of them (4 out of 5)
raised money only once. These results indicate Bnatilian firms overall do not
cross-list in order to issue more bonds in thernatonal capital markets or raise

capital on US stock exchanges.

3.7. Conclusion

In this essay, we study the governance practicesBraizilian cross-listed
companies. We draw our motivation from the debateh® cross-listing literature
whether listing on stock exchanges of developedhitms such as the US is a signal
of better governance and stronger investor pratecti

Many authors argue that the governance practieesrgroved with cross-listings
due to more stringent rules imposed by foreign ses authorities (Doidge et al.,
2004). In contrast, several papers claim that SEQulation is not effectively
enforced for foreign firms, which have many exempsi to cross-list in the US and
show that cross-listings aim to obtain cheaper ifupdand not to enhance
governance practices (Licht, 2001, 2003; Sieged520

In this study we add to the debate on the bondympthesis by analysing the
governance practices of Brazilian cross-listed dirmRecent corruption and
governance scandals involving Brazilian cross<istempanies put into question the
effectiveness of cross-listing to improve goverreampeactices (Bloomberg, 2016;

Financial Times, 2016).
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We use a governance index to compare various atistbetween cross-listed and
domestic firms. Our results show that the best gwece practices are adopted by
Brazilian cross-listed firms traded over the couynsdhich are not required to comply
with SEC regulation but improve their governancandards by listing on the
Brazilian New Market (Carvalho and Pennacchi, 2012)

Our findings are robust to several specificatioggyernance metrics, and to
potential endogeneity and selection bias. Thesaltsegxtend evidence in prior
literature that cross-listing on stock exchangedeleloped countries does not
necessarily improve corporate governance (Abdallath loannidis, 2010; Busaba et
al., 2015; Del Bosco and Misani, 2016; Licht, 202003; Siegel, 2005; Sarkissian
and Schill, 2012).

This essay has implications for firms and reguktdencouraging firms to
voluntarily list shares on the New Market can beeasier and less costly alternative
means for improving governance practices compavecrdss-listing in developed
countries. Furthermore, governance practices carertf@nced through stronger
disclosure and governance regulation in the domestintry.

The study has many limitations and points to sdvymsstential avenues for future
research. First, we evaluate cross-listed firmsgy oml Brazil. Second, we analyse
companies listed on stock exchanges, so the ovarglorate governance in Brazil
may be worse than that reported in our study. Meeeowe do not evaluate the
relation between ADR listing and firm valuation.sal| future research could explore
the effect of each individual governance practice the cross-listing premium.
Finally, a detailed study of US exemptions for foreign companivould help in

understanding better the impact of regulation @ncttoss-listing decision.
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Appendix 3.1 — Minimum Requirements to List Sharesn Brazil and in the US

Brazilian ADR us
) . New .
Requirement corporation Levels 2| corporation
Market
law and 3 law
At least 20% of At least 50%
Independence of . )
. No independent No of independent
directors
members members
Audit committee No No No Yes
Nominating committee No No No Yes
Governance committe No No No Yes
Compensation No No No Yes
committee
Board commltt_ee with NoO No NoO Yes
independent directors
Executive sessions
between non- No No No Yes
management directors
Arbitration tp solve NoO Yes No No
corporate disputes
Voting rights to all No Yes No No
shares
0,
Minimum liquidity No | Atleastof25% . No
of shares
Code of ethics No Yes No Yes
Financial statements in
IERS or US GAAP Yes Yes Yes Yes
Bid rule for all No Yes N N
shareholders

Notes: main differences between the minimum requars to list shares in Brazil
(Brazilian corporation law and New Market) and e tJS (ADR Levels 2/3 and US

corporation law).
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Appendix 3.2 — Definition of Variables

Variable Definition

CGl Leal and Carvalhal (2007)’s modified corporate goaace index at
year end

DISCL | CGI sub-index for disclosure at year end

BOARD | CGI sub-index for board of directors at year end

OWN CGl sub-index for ownership structure at yead e

RIGHT | CGI sub-index for shareholder rights at yelad

ADR Dummy indicating if the firm has ADR at yearden

ADR1 Dummy indicating if the firm has ADR Level T d44A at year end
ADR23 | Dummy indicating if the firm has ADR Levela2 3 at year end

NM Dummy indicating if the firm lists on New Markat year end

NM23 Dummy indicating if the firm lists on NM’s lels 2 and 3 at year end

P/B Price to book equity at year end

CEIN Cost of financing (ratio of interest expenses abilities) at year end (in
%)

LIQ Share liquidity (rati.o of number and volume of fimmshares to number
and volume of all firms) at year end

VOT Controlling shareholder’s voting capital at yead (in %)

LEV Debt to asset at year end (in %)

ROA Net income to asset at year end (in %)

SIZE Asset size (log) at year end

GRO Mean revenue growth in the previous three y@a)

FIX Fixed to total asset at year end (in %)

Dummy indicating if the firm operates in internata industries:
INTIND | banking, energy, food & beverage, oil & gas, pulp&per, telecom,
and transportation

Notes: description of variables. The financial awtounting data are obtained in
Bloomberg database.
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Chapter 4
Does the Governance of Banks Differ from Nonfinanal Firms? Evidence from

Brazil

Abstract
This essay evaluates the governance practicesazilidn banks and non-financial
firms. Our data set on Brazil provides an excell@tioratory for examining this
research. Brazilian banks are important in the tguand have one of the highest
profitability among banks worldwide. We measure glogernance practices through
a firm-level governance index containing multipteibutes. Our findings show that
the overall governance quality of banks is not ificgmtly different than that of non-
financial institutions. The results are robust trigus econometric techniques and
hold for many governance practices. We show thakd¥aave better board practices,
more concentrated ownership and fewer sharehotagrs. We also document that

the governance of Brazilian banks has not chanigmifisantly since the 2008 crisis.

96

www.manaraa.com



4.1. Introduction

Corporate governance is a major subject in the eanal (Shleifer and Vishny,
1997). Due to the different nature of banks, theegoeance research usually analyse
only nonfinancial enterprises (Adams and Mehran0330 However, bank
governance has received heightened attention gmee2008 crisis (Adams and
Mehran, 2012; Chen and Lin, 2016; Fahlenbrach ahdz,S2011; Faleye and
Krishnan, 2017; John et al., 2016; Minton et @14 Wang and Hsu, 2013).

Although the literature on governance of banks ihasased recently, it is still
very limited. Moreover, many papers that examinenkb@overnance discuss
theoretical concepts and issues (Becht et al., ;206@ven, 2013). Empirical studies
that compare the differences of governance practioetween financial and
nonfinancial firms are often lacking. Consequenthgre is little evidence on the
extent to which the governance of banks differefirmn-financial companies.

The governance mechanisms of banks may differ thase of nonfinancial firms
because banks have more complex activities, hitgwerage, stronger information
asymmetries, and worse agency problems (Becht.,eP@l2; Caprio and Levine,
2002; De Haan and Vlahu, 2016; Grove et al., 20bhn et al., 2016; Laeven, 2013;
Levine, 2004; Morgan, 2002).

The objective of this study is to measure and compaultiple aspects of firm-
level governance practices between bank and namdial companies. Our sample is
composed of 327 banks and non-financial instit@ionBrazil from 2000 to 2015.
This research contributes to the governance litezand evaluates bank governance
in an important emerging market.

The Brazilian market is of particular interest fram empirical perspective. Brazil

has the 8th largest GDP in the world, and the bdrake a prominent role in the

97

www.manaraa.com



country. The total assets of Brazilian banks we&DUL.8 trillion in 2017, which
represented 90% of Brazil’'s GDP.

Furthermore, the profitability of Brazilian banks average return on equity
(capital) of 26.60% (2.26%) per year — is the hgjted financial institutions among
the 10 largest countries (The Banker, 2018). Thears behind the high profitability
of Brazilian banks have attracted the attentionmfrthe international press (The
Economist, 2018; The New York Times, 2015).

The banking sector is very concentrated in Braghere the six largest banks
account for more than 80% of banking assets anasloghis oligopoly, associated
with high interest rates, help to explain the hpgditability of Brazilian banks. The
high interest rates reflect a past of hyper inflatistrong currency changes, and large
government deficits in the country. The interes¢saof Brazilian government bonds
are so high that banks do not need to assume nsichnrtheir loan operations.
Further, since the period of hyperinflation in #880s and early 1990s, many banks
have been privatized and have increased theineffty. The pricing power of banks
associated with high profitability and low defaulsk explain why the major
Brazilian banks were not significantly affected atid not receive capital injection
during the 2008 financial crisis.

Moreover, the ownership structure of Brazilian kmrnk mixed in terms of
shareholder origin. Out of the six largest bankBrazil, three belong to the state and
three are owned by private investors. This allowsta examine the ownership
structure and governance of banks.

This essay also provides a more complete undeisgnof the governance
practices of banks and non-financial institution® examine a comprehensive set of

governance characteristics through a corporatergamee index (CGIl) to capture
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their different aspects (Black et al., 2006; Lead £arvalhal, 2007). We use CGI to
compare empirically the differences of multiple e of governance practices
between banks and nonfinancial firms.

We also use the listing on Brazilian New Market (N& another governance
metric. The NM is a segment on the Brazilian stegkhange (B3) that requires
better governance practices. Although the CGI akbHdve a few similarities, most
governance attributes are different and complemgiecause the CGl is inspired in
international governance practices that are noéssarily adopted in Brazil.

Our research may be subject to the possibilityrafogeneity and self-selection
bias since the determinants and characteristicbaoks may also affect and be
affected by the governance of firms as well as thewounobserved characteristics.
We employ the Heckman (1979) two-stage specifioaioaddress this issue.

We provide evidence that governance quality is sighificantly different for
banks and non-financial institutions. Our findirage robust to different econometric
models and governance metrics. When we analyse gaglrnance dimension
separately, there are differences between banks remmdfinancial institutions
regarding board of directors, ownership structuead shareholder rights. We
document that banks have better boards, worse ehipesstructure, and fewer
shareholders rights compared to non-financial tuisbins.

We also document that banks and non-financial pnges are equally likely to
list on NM, however banks list less on the stri¢i®df segments, which require better
ownership structure and more shareholder rightgebler, the governance of banks

Is not significantly different before and after timeancial crisis of 2008.
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4.2. Literature review

4.2.1. Corporate governance of banks

Most corporate governance studies exclude banksulsecof their special nature
(Adams and Mehran, 2012). However, since the glotradis of 2008, the
effectiveness of bank governance has been analygeatademics and regulators,
and the number of studies on corporate governaricdaoks has increased
substantially (De Haan and Vlahu, 2016; John eRall6).

The research on bank governance shows the magrehifes between bank and
non-financial enterprises such as opacity and cexiyl of activities, capital
structure, regulation, contribution to systemidfiamong other aspects (Caprio and
Levine, 2002; De Haan and Vlahu, 2016; John et28l16; Laeven, 2013; Levine,
2004).

Banks are opaque and complex institutions (Becldl.et2012; Laeven, 2013).
The opacity and complexity increase information nasyetries, worsen agency
problems, and make it more difficult to measure dhality of the assets (Carlin et
al., 2013; Dell’'Ariccia et al., 2012; Mulbert, 201Burnanandam, 2011). The opacity
of banks also increases the difficulty of monitgriny shareholders, creditors, and
regulators, because the quality of the bank loam$ @her assets is not readily
observable.

In addition, banks are highly leveraged (Adams Btehran, 2003; Berger and
Bouwman, 2013; De Angelo and Stulz, 2015; Laev&®132. The average leverage
in banks can usually exceed 90%, which is much drighan 20-30% of non-

financial firms (Gornall and Strebulaev, 2018).
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Depositors are the main source of funding and mmgortant non-shareholding
stakeholders of banks. The funding through bankosiép can create agency
problems between shareholders and deposit holsiergpvernance of banks should
align the interest of shareholders, managers, apbsit holders (Acharya et al.,
2009).

Bankers have distorted incentives to increase hgkhinvestments because they
may generate profits, but, in case of failure thesés will be borne by the depositors.
Laeven (2013) argue that this agency problem isexkated because there are many
small deposit holders who have difficulties to monibanks individually and to
renegotiate debt in case of problems.

The regulation for banks is stricter than for noaficial firms because a crisis in
the banking sector can cause bank runs, have ntacromic externalities and
generate systemic risk (Caprio and Levine, 2012yv6eet al., 2011). The goal of the
regulation in the banking sector is to promote iitgbof the financial system,
however it may reduce the monitoring incentivestudreholders or boards members
because they assume the regulators will act onlfoehdeposit holders and monitor
banks effectively.

Many countries have set up deposit insurances fusuish as the US Federal
Deposit Insurance Corporation, to protect depasitorcase of bankruptcy (John et
al., 2010). Brazil also has a deposit insurancel fcalled FGC (Guaranteed Credit
Fund). On the one hand, these insurance funds marem bank runs and avoid
systemic risks caused by the failure of individbainks, but on the other, these
deposit insurances funds can create governancdeprstbecause they reduce the
depositors’ incentives to monitor banks and inceaask-taking activities by bankers

(Levine, 2004; Macey and O’Hara, 2003).
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The 2008 crisis proved that regulation alone carprevent bank failures and
cannot be a substitute for bank governance. Beag=rye (2011) and Hagendorff
et al. (2010) argue that both regulation and banleghance are important to protect
the financial system.

The market for corporate control is different imks (Adams and Mehran, 2003;
Prowse, 1997). Hostile takeovers are limited in l@king industry because they
usually require regulatory approval. Cheng et 8889) and Prowse (1997) argue
that the banking regulation in many countries reszgiiapproval for mergers,
takeovers, reorganizations, and purchase of baatestby foreign investors. These
restrictions protect bank managers and reduce dhsilglity of their being removed
due to poor performance.

Banks and nonfinancial firms provide diverse exieutompensation packages
(Fahlenbrach and Stulz, 2011; Pi and Timme, 1988ams and Mehran (2003)
document that the remuneration is higher in bamd show that banks use fewer
stock options than non-financial firms because baarke highly leveraged and stock
options can affect their cost of debt.

The board of directors is different in banks, dogheir opacity and complexity,
the lack of market control, and the risk-taking d&bur. Most governance studies
on board of directors exclude banks and analysg mor-financial firms. There are
only a few studies that examine bank boards (Adanmd Mehran, 2003, 2012).
There have also been studies on the differencegebat board size, composition,

independence, and committees (Andres and Vallel@@8; Liang et al., 2013).
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4.2.2. Empirical evidence

There are studies on corporate governance of hankany countries (Acharya et
al., 2009; Fahlenbrach and Stulz, 2011; Laeven320&vine, 2004; Minton et al.,
2014). However, most research examines developekietsaand only a few studies
evaluate bank governance in emerging countries.yM&udies on bank governance
do not consider the differences that exist compévedbn-financial institutions. De
Haan and Vlahu (2016) show that many empirical lteghat hold for nonfinancial

firms are not applicable for banks.

4.2.2.1. Board of directors in banks

Adams and Mehran (2003, 2012) document that baaes sare bigger in banks
than in non-financial institutions. Andres and é&do (2008) find similar results in
Europe and Canada. The authors argue that banlksthgger boards due to their
opaque and complex structure.

Adams and Mehran (2012) and Salim et al. (2016yideoevidence that banks
with bigger boards have better performance. In resiit Pathan and Faff (2013)
report that banks with bigger boards have worseieficy. Extensive literature
provides empirical evidence that banks with goodegwance have higher valuation
(Andres and Vallelado, 2008; Caprio et al., 2008hiRnd Vahamaa, 2012).

Board independence and the presence of outsidetaliseare different in banks
and non-financial institutions (Pathan and Skufi§10; Roengpitya, 2011). Most
studies document that banks have more outsidetdisgeclue to the opacity and
complexity of their assets (Adams, 2012; Belkh@0®2; Bhagat and Black, 2002).

Kim et al. (2007) show that banks in common-lawsdictions have more outside

directors than their peers in civil-law systemsdfes and Vallelado (2008) study 69
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banks in the UK, US, Canada, Italy, Spain, and ¢gaand show that 80% of bank
directors are outsiders.

Adams (2012) shows that banks that receive govamtahéunds during crises
have more outside directors. The author claims buard independence is more
important in non-financial firms than in banks. &rbanks are opaque and complex
institutions, and outside directors are not banlplegees and do not have a deep
knowledge of the daily activities, their effectie=s to monitor the bank business is
low.

Studies on the relation between bank performanak laward independence
present mixed results. Adams and Mehran (2012)ys38dUS large banks and find
that bank performance is not significantly assedatvith board independence.
Erkens et al. (2012) analyse 296 large banks frOrodBintries and document that the
performance during crises is worse for banks withtaroutside directors. Pathan and
Faff (2013) find that bank performance is negativellated to board independence.
In contrast, Liang et at. (2013) study 50 Chinesmkbs and find that bank
performance is positively associated with boarapehdence.

There are also empirical studies on CEO dualityjngsperson acting as CEO and
chairman) in banks. Larcker et al. (2007) docunzenggative relation between CEO
duality and bank profitability. However, Aebi et £012) show that bank returns are
not significantly impacted by CEO duality. Path@0@9) documents that risk taking
is negatively related to CEO duality. Berger et(2016) and Simpson and Gleason
(1999) show that bank default is negatively assediavith CEO duality. Grove et al.
(2011) study US banks and report that bank perfoomas negatively influenced by

CEO duality.
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Adams and Mehran (2003, 2012) find that banks haeee board committees
than non-financial firms. Sun and Liu (2014) shdwatt banks containing audit
committees are less risky, whereas Barakat and athess (2013) document that
banks with audit committees have better transpgrenc

Flannery et al. (2004), Hopt (2013), and John e{2010) report that banks are
more transparent due to stricter disclosure remergs by regulators. John and Qian
(2003) show that the analyst coverage in banks igh, hwhich increases the
disclosure of information.

Aebi et al. (2012) study risk committees and chigk officers (CRO) in banks.
The results indicate that the performance is higbiebanks with CRO linked to the
board. Mongiardino and Plath (2010) study 20 ldrgeks and document that only a
few banks had board risk committees and include® GRR the board before the
crisis of 2008.

Battaglia and Gallo (2015) study Chinese and Indianks, and show that banks
with large and active risk committee have highefipability. Faleye and Krishnan
(2017) provide evidence that banks that have mdlecteve boards with credit
committees lend less to riskier borrowers.

Garcia-Meca et al. (2015) examine 159 banks inuhities and find that banks
with higher board gender diversity are more profi#a Elyasiani and Zhang (2015)
study the busyness of directors (individuals atit@pdeveral boards) and show that
busy boards increase bank performance and decbeagerisk. The authors argue
that busy directors have more knowledge, expertise, monitoring skills, which

allow them to improve bank performance and redtscask.
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4.2.2.2. Executive compensation, and ownership striure in banks

The executive compensation in banks and its efifiegsk taking have been vastly
studied (Brown, et al., 2015; Cheng et al., 20Fghlenbrach and Stulz (2011)
document bank performance is not significantly efd by the CEQO’s pay package.
Grove et al. (2011) study 236 US banks and docurhatitthe impact of executive
remuneration on bank returns is positive in shdrterzons but negative in the long-
term.

Cheng et al. (2015), and DeYoung et al. (2013) fthdt higher executive
compensation increases risk-taking in banks. Giampgp Kohler (2010) study 1100
banks in 25 OECD countries and show that risk-kahbanks also increases with
the alignment of interest of managers and sharemald

The literature on ownership structure and bankgperénce is vast. lannotta et al.
(2007) show that bank performance is not signifigamelated to ownership
structure. In contrast, Haw et al. (2010) find tbahk performance decreases with
ownership concentration.

Adams and Mehran (2003) show that institutionaksters and CEOs have lower
shareholdings in banks than in nonfinancial firchge to the stricter regulation in the
banking sector and lack of incentives to monitonksaindividually. Barth et al.
(2004) and Levine (2004) show that several countimgpose restrictions on bank
shareholding that affect negatively the monitorniolg of large shareholders.

Beltratti and Stulz (2012) provide evidence thaghleir ownership concentration
increases risk taking in banks. Berger et al. (20i@l that high shareholdings of
non-CEO management increase risk-taking, which raaylt in bank failure.

The performance of foreign and domestic banks h&s lzeen evaluated in the

literature and the results are mixed. Vennet (199®w that domestic and foreign
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banks have similar performance. Lensink et al. 80&amine 2095 banks in 105
countries and find that bank efficiency is negdjivassociated with foreign
ownership. Peek et al. (1999) and Sathye (2001 sthat the performance of
domestic banks is higher in developed markets.

Bonin et al. (2005) document that foreign banksperform domestic ones in
emerging markets. This finding is in line with Cdaens et al. (2001), but is rejected
by Yildirim and Philippatos (2007). Chen and Li&D{1) show that foreign banks
outperform local peers if the parent bank is pati¢ and when the financial sector
is less competitive in the host country.

Several studies provide evidence that private bamkiperform state-owned
financial institutions (Berger et al., 2005; Fraesd Taci, 2005; lannotta et al., 2007).
Similar findings have been reported in various ¢oes such as China (Berger et al.,
2009; Lin and Zhang, 2009), Indonesia (Shaban antkd, 2018), Mexico (Haber,

2005), Taiwan (Chen, 1998), and Turkey (Mercan.e2803).

4.2.3. Research hypotheses

The governance literature shows that banks areerdift than nonfinancial
enterprises (Becht et al., 2012; Caprio and Le\20©®2; Hopt, 2013; Laeven, 2013).
The international literature show that banks areéenitansparent than non-financial
institutions (Flannery et al., 2004; Hopt, 2013hdcet al., 2010) and have better
governance practices, more independent directow,b@ard committees (Adams,
2012; Adams and Mehran, 2003). Given the previoiscudsions and that
governance regulation for banks is stricter thanrfonfinancial firms to prevent
systemic risk, we conjecture that Brazilian bankewd have better governance

practices.
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Hla: Banks have better governance practices than non-financial firms.

Many studies show that information asymmetries, agehcy problems are higher
in banks than in non-financial firms (Becht et 2012; Grove et al., 2011; Laeven,
2013; Levine, 2004; Morgan, 2002). Further, higlo@mership concentration in
banks may increase risk-taking, which can harm ntynghareholders and creditors
(Beltratti and Stulz, 2012). Many countries alsop@se restrictions on bank
shareholding, which decrease the monitoring byelasbareholders (Barth et al.,

2004; Levine, 2004). Our second hypothesis follfnm this discussion.

H1b: Banks have similar or wor se gover nance practices than non-financial firms.

We test these hypotheses by comparing multiplecéspd governance practices
between Brazilian banks and non-financial firmse iext several sections evaluate

our research hypotheses empirically.

4.3. Data sources and description

We study 327 Brazilian companies from 2000 to 204/8. select all firms traded
on the Brazilian stock exchange (B3) with publitormation. Our unbalanced panel
represents 94% of listed companies in Brazil.

Out of the 327 companies, there are 35 banks, wiegfesent 99% of the assets
of all banks in Brazil. Most Brazilian banks (27tai 35) are controlled by private
shareholders, whereas 8 banks are state-ownedrdRegahe financial sector, we
study only banks, because the other types of fiahntstitutions (brokers, dealers,
insurance companies, etc) are usually not listechpamies in Brazil, so their

information is not publicly available.
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We measure the governance practices through a ieddrsion of the corporate
governance index (CGI) proposed and empiricallyettsy Leal and Carvalhal
(2007). We select a smaller number of questionsri&@ad of 24), focusing on the
items that are more statistically significant topkexn the governance quality in
Brazil.

We use 20 CGI questions, which can be answered gesno’ (1 and O,
respectively) using public sources (see Table 4H¢. CGl is the sum of all 20 items
(reported on a 0-10 scale) and is grouped into btirmiexes: disclosure, board,
ownership, and shareholder’s rights. We hand-col¥sl from CVM website. We
follow the governance literature and compute an aighted index (Black et al.,
2006). We also implement various weighting scherbas,our empirical results are
significantly the same.

We also employ the listing on New Market (NM) asrabustness check to
measure governance quality. The NM is a listingnsag that requires stronger
governance practices and is composed of threeslelrelLevel 1, companies must
have higher share liquidity (free float of at le2&% of their shares) and better
transparency (disclosure of code of conduct, rdlptety transactions, etc.). In Level
2, firms must grant additional shareholder’s rigktech as voting rights to all
shareholders in important matters, bid rule aftehange of control, arbitration to
solve corporate disputes, nomination of at lea%b 20 independent board members,
etc. In NM strictu sensu (Level 3), the company &sue only voting shares and
must adopt all Level 1 and 2 practices.

We collect and calculate the following variable§&1Ggovernance index), BANK
(dummy indicating if the firm is a bank), NM (Newadvket), NM23 (NM’s Levels 2

and 3), VOT (percentage of voting concentratio®QE (state-owned enterprise),
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FOR (foreign company), P/B (price-to-book as a &abn proxy), LEV (leverage),
ROE (return on equity as a performance proxy), S(#ien size), and FIX (fixed
assets). The financial and accounting data areingutain Bloomberg database.
Appendix 4.1 shows the definition of each variable.

Table 4.1 shows the summary statistics. The avetagjeis 5.42 (out of 10) and
shows that the governance quality is still pooBnazil (La Porta et al., 1998). The
four CGI sub-indexes also have low average scaleslosure (6.6), board of
directors (6.1), shareholder rights (5.2), and awaimip structure (3.3). Another
evidence of poor governance is the small percenthg@mpanies that list on NM
(38%) or NM23 (28%).

Table 4.1 - Summary Statistics

Variable Average Median Minimum Maximum S.td.
Deviation
CGlI 5.42 5.25 1.00 9.50 1.89
DISCL 6.57 7.50 0.00 10.00 2.60
BOARD 6.09 6.00 0.00 10.00 2.71
OWN 3.27 3.33 0.00 8.75 2.33
RIGHT 5.19 5.00 0.00 10.00 2.62
BANK 0.03 0.00 0.00 1.00 0.16
VOT 56.20 54.00 0.10 100.00 27.11
SOE 0.07 0.00 0.00 1.00 0.25
FOR 0.09 0.00 0.00 1.00 0.29
NM 0.38 0.00 0.00 1.00 0.49
NM23 0.28 0.00 0.00 1.00 0.45
P/B 1.56 1.16 0.00 7.20 1.29
FIX 38.93 40.87 0.00 99.87 25.92
LEV 58.43 59.73 0.01 99.63 21.49
ROE 11.17 10.86 -65.90 85.10 18.87
SIZE 7.70 7.68 1.27 14.18 1.87

Notes: descriptive statistics for our sample of &&zilian companies from 2000 to
2015. The definition of each variable is describedppendix 4.1.
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The ownership is very concentrated in Brazil arel ¢bntrolling shareholder has
on average 56% of the voting capital. As for thargholder origin, most Brazilian
companies are owned by families or individuals.y(%o of the firms are controlled
by foreign investors and 7% belong to the state.

Table 4.2 shows the average and median (in paseghetatistics of banks and
non-financial institutions. The average (median)l @55.54 (5.50) for banks and
5.38 (5.25) for non-financial institutions, and tiéferences are not significant at
5%. This finding reveals that the overall goverraar similar for banks and non-
financial institutions.

The conclusions for CGI also hold for disclosurel ahareholder rights sub-
indices. The average (median) score in disclosu@48 (7.50) for banks and 6.53
(7.50) for non-financial institutions, and the diftnces are not significant. The
average (median) score in shareholder rights 8 &20) for banks and 5.17 (5.00)
for non-financial firms, and the differences ard significant. These findings show
that the disclosure practices and shareholder sright significantly the same for
banks and non-financial institutions.

Regarding board of directors, the average (medieoje is 6.62 (6.00) for banks
and 6.00 (6.00) for non-financial institutions, ath@ differences are significant at
1%. This result seems to indicate that banks h&emger board of directors than
non-financial enterprises.

The ownership dimension shows that non-financrahgi have scores (average of
3.28 and median of 3.75) higher than those of bémksrage of 2.90 and median of
2.50), and the differences are statistically sigaiit at 1%. The variable VOT
indicates that the voting capital is more concdatran banks (average 71% and

median 83%) than in non-financial institutions (58%d 53%, respectively).
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Table 4.2 - Characteristics of Banks and Non-Finanal Firms

Variable Banks Non-Financial P-value of the

Firms difference
o 554 5.38 0.17
(5.50) (5.25) (0.10)*
6.78 6.53 0.13
DISCL 750 (7.50) (0.25)
6.62 6.00 0.00%+
BOARD  5.00) (6.00) (0.00)**
2.90 3.28 0,01
OWN (2.50) (3.75) (.00
5.20 5.17 0.81
RIGHT 5 00) (5.00) (0.38)
71.08 54.98 0.00%+
Vot (83.30) (53.10) (0.00)**
0.28 0.05 0.00%++
SOE (0.00) (0.00) (0.00)**
0.03 0.10 0.00%++
FOR (0.00) (0.00) (0.05)**
M 0.38 0.37 0.76
(0.00) (0.00) (0.80)
0.13 0.29 0.00%+
NM23 (0.00) (0.00) (0.00)**
o/ 1.43 1.56 0.08*
(1.04) (1.19) (0.39)
Cx 2.21 43.75 0.00%+
(1.44) (45.41) (0.00)*+
eV 84.63 55.94 0.00%++
(89.03) (57.65) (0.00)*+
15.47 10.67 0.00%++
ROE (14.70) (10.20) (0.00)+**
9.50 7.52 0.00%++
SIZE (9.29) (7.50) (0.00)**

Notes: descriptive statistics for banks and noasitial enterprises. The definition of
each variable is described in Appendix 4.1. Thdetalbcuments the coefficients
(average and median in parentheses), p-valuedhighlights the significance levels
of the differences between both groups (*** for ®for 5% and * for 10%).

The percentage of banks and non-financial instihgilisted on NM are similar
(38% and 37%, respectively). However, non-finanfirats list more on NM’s levels

2 and 3. The percentage of non-financial firms &2 (29%) is higher than that of

banks (13%), and the difference between them isifgignt at 1%. Regarding the
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control variables, banks are larger, more proféablave higher leverage and fewer

fixed assets, and all the differences are sigmifiea 1%.

Figure 4.1 shows the average CGI of banks and mamdial institutions from

2000 to 2015. The average CGI of banks was hidhar hon-financial firms from

2000 to 2007, and then the CGI of non-financiainérhas achieved the highest

scores since 2008. In 2000, the average CGI ofd&hk2) was significantly greater

than that of non-financial firms (4.25). In 2016gtaverage CGI of non-financial

firms (6.27) was slightly higher than that of barig22). There is an overall trend of

governance improvement in recent years. Howevergtvernance quality of banks

underperformed that of non-financial firms afte080

Figure 4.1 — Corporate Governance Index of Banks ahNon-Financial Firms

2000 2001 2002 2003

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

= = Banks === Non-Financial Firms

Notes: average corporate governance index of banksnon-financial enterprises

from 2000 to 2015.
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Figure 4.2 — Percentage of Banks and Non-Financi&irms on New Market
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= = Banks === Non-Financial Firms

Notes: percentage of banks and non-financial ensepon New Market's Levels 2
and 3 from 2000 to 2015.

Figure 4.2 shows the percentage of banks and mamdial institutions listed on
NM23 from 2000 to 2015. We note that non-finanaiatitutions list more on NM23
when compared to banks. Since the creation of N percentage of non-financial
firms on NM23 has always been higher than thatasfkis. In the beginning of the
crisis in 2008, only 13% of banks listed on NM28mpared to 40% of non-financial
institutions. In 2015, the percentage of banksnigsion NM23 increased to 26%,
which was significantly lower than the 51% of namahcial firms.

Table 4.3 presents the correlations analysis. Theelation of BANK with CGI
(0.02) is not significant, suggesting that banks rdm have better governance
practices than non-financial firms. The correlasicsf BANK with the four CGI
dimensions present mixed results. The correlatadBANK with disclosure (0.03)

and shareholder rights (0.00) are not statisticalpnificant. The correlations of
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BANK with board of directors and ownership struetare significant at 1% (0.06
and -0.05, respectively). Further, the correlatiohBANK with NM and NM23 are
0.00 and -0.11, respectively, but only the latsesignificant at 1%.

The correlation analysis shows that the overallegoance quality is significantly
the same for banks and non-financial enterpriseadtition, the percentage of both
groups of enterprises on NM is almost the same,nbuatfinancial institutions are
more likely to list on NM23.

The correlations of BANK are significantly positivath LEV, SIZE, VOT, and
ROE, and significantly negative with FIX, which shohat banks are bigger, more
leveraged, have larger profitability, higher owingps and fewer fixed assets
compared to non-financial firms.

Table 4.4 shows the proportion of companies thatwan “yes” to each CGI
question in 2015. Overall banks score the highe&fliout of 20 questions, mainly in
disclosure (5 out of 6) and shareholder rights 8a¥ 5). Banks score higher than
non-financial institutions in items such as pokcien related party transactions,
executive compensation, annual report and its gaee section, unqualified
auditor opinion, different CEO and Chairman, boewthmittees, prohibition of loans
to controlling shareholders, mandatory bid rights fminority shareholders, no

indirect control structure, and no shareholder exguent that constrains voting rights.
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Table 4.3 - Correlations among Variables

Variable BANK CaGl DISCL BOARD OWN RIGHT NM23 NM VOT SOE FOR P/B FIX LEV ROE SIZE
BANK 1.00

CaGl 0.02 1.00

DISCL 0.03 0.78%* 1.00

BOARD 0.06*** 0.76** 0.47%* 1.00

OWN -0.05%+* 0.54** 0.28** 0.14%* 1.00

RIGHT 0.00 0.77** 0.39%** 0.45%* 0.36*** 1.00

NM23 -0.11%** 0.72%** 0.47%* 0.49%** 0.43*** 0.67* ** 1.00

NM 0.00 0.71%* 0.58*** 0.55%+* 0.23*** 0.60*** 0.8 0*** 1.00

VOT 0.17*** -0.38*** -0.21*** -0.20%** -0.31%** -0. 410 -0.40%* -0.34%* 1.00

SOE 0.27%* 0.12%* 0.07** 0.11%* 0.04** 0.10%* -0.08*+* 0.02 0.17%* 1.00

FOR -0.07*+* -0.05%+* 0.00 -0.02 -0.06*** -0.08**  -0.07** -0.12%+* 0.24%* 0.00 1.00

P/B -0.03 0.27** 0.21%+* 0.23%* 0.12%* 0.20%* 0.20%+* 0.17%* -0.12%+* -0.07*+* 0.08** 1.00

FIX -0.50%+* 0.00 0.06*** 0.03 0.02 -0.12%+* -0.04* -0.05%+* 0.00 -0.04* 0.16 0.01 1.00

LEV 0.38*** 0.00 0.01 0.06*** -0.02 -0.04** -0.08** -0.01 0.08*** 0.08*** -0.08*** 0.03 -0.22%* 1.00

ROE 0.07%* 0.06*** 0.11%* 0.07%+* -0.02 -0.02 -001 0.02 0.03 0.02 0.09%** 0.33***  -0.14** -0.10%* 1.00

SIZE 0.30*** 0.41%* 0.50*** 0.42*** 0.00 0.14** 0.16*** 0.36*** -0.03 0.26*** 0.04* 0.12%** 0.00 0.36*** 0.15%* 1.00

Notes: the table documents the correlations ankliptys the significance levels (*** for 1%, ** fo5% and * for 10%). The definition of each variaide
described in Appendix 4.1
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Table 4.4 — Proportion of Companies Answering“Yesto Governance Questions

Non-
Question Bankg Financial
Firms

Disclosure
1. Are there policies for related party operations? 83% 68%
2. Is the detailed executive compensation disclpsdadicly? | 100%  92%
3. Is there only unqualified unqualified auditorim@pn in the 88% 83%
last 5 years?
4. Is the annual report disclosed publicly? 46% 39%
5. Are the investor presentations disclosed puficl 63% 65%
6. Is there a governance section in the annualt2po 75% 71%
Board of Directors
7. Is there no CEO duality (different Chairman &0)? 83% 81%
8. Are there board committees? 67% 41%
9. Are there only external directors (except CEO)? 25% 40%
10. Is the board size between 5 and 11? 15% 77%
11. Is the board tenor between 1 and 2 years? 71%81%
Ownership Structure
12. Is there a maximum limit (i.e.20%) for non-vafishares? 13% 60%
13. Is the largest shareholder’s control equaigmtvnership? 25% 55%
14. Is there no loan to controlling shareholders? 8%8 2%
15. Is shareholder participation facilitated in tl@nual 29% 33%
meetings?
Shareholder’s Rights
16. Are there voting rights to all shareholders nrajor| 38% 60%
subjects?
17. Is there bid rule to minority investors in aahtransfer? 71% 61%
18. Is there no indirect structure? 92% 66%
19. Is there no shareholder agreement that constvaies? 75% 69%
20. Is the share liquidity higher than 25% of taapital? 38% 66%

On the other hand, non-financial institutions sdugher in 9 out of 20 questions,

mainly in board of directors (3 out of 5) and owsteps structure (3 out of 4). Non-

financial institutions perform better in discloswfecorporate presentations, presence

of external directors, adequate board size and temare presence of voting shares,

less separation between ownership and control, lithdmn of shareholder

participation in meetings, additional voting righte minority shareholders, and

higher free-float in the secondary market.
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4 4. Multivariate results

We estimate the model below to evaluate the eftécbank on governance

quality:

CGlit = fot P1BANK i + foXit + 4y

where CGl; is the governance index of enterpris& year end, BANK;; indicates
financial institutions, X represents enterprise’s characteristics, /andccounts for
the residual term. We select the firm charactesstbased on the governance
literature such as size, ownership, profitabillgyerage, and valuation (see Adams
and Mehran, 2003, 2012; Shleifer and Vishny, 1997).

We run the regressions using ordinary least squares), fixed-effects (FE), and
Heckman (1979) models. In the FE approach, we danctude firm-effects and add
only industry and year dummies (not reported). doheregression we use clustered
robust standard errors (Petersen, 2009; Thompd$d,)2To take into account and
mitigate potential endogeneity and self-selectiaasb we estimate two-stage
regressions where the first stage refers to thbipneodel with bank characteristics
and the second stage estimates the relation betgme&nnance quality and banks.

Finding instruments for the first-stage is not easgause many variables that are
characteristics of banks may also influence govereapractices. Our probit
regressions include FIX as instrument since thgilbdity of assets is negatively
associated with the banking business and is usuahgiated to governance practices
(Adams and Mehran, 2003, 2012; De Haan and Vla@li62John et al., 2016). In
fact, the correlation between FIX and BANK is -0(S@nificant at 1%), whereas the

correlation between FIX and CGl is 0.00 (not staiadly significant).
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We add the inverse mills in the governance equatisimg Heckman (1979)
model. We include the mills as an additional regpestogether with firm size,
profitability, leverage, voting concentration, gmice-to-book.

Table 4.5 shows our governance regressions, whiehestimated using three
methods: OLS, FE, and self-selection. All coefiitgeof BANK are not significant
at 5%, which indicate that the governance qualitybanks and non-financial

institutions is significantly the same.

Table 4.5 - Governance of Banks and Non-Financialifis

) Fixed- Self-

Variable OLS Effects  Selection

Constant 3.72%%*  3.94%** 4.06***
(0.00) (0.00) (0.00)

BANK -0.01 -0.11 -0.22
(0.95)  (0.32) (0.21)

VOT -0.02%+%  -0.02%%*  -0,01***
(0.00)  (0.00) (0.00)

SOE 0.60%**  (.68%* 1 40%
(0.00)  (0.00) (0.00)

FOR -0.01 -0.05 0.18
(0.97)  (0.61) (0.52)

LEV -0.01%*  -0.01%*  -0.03%*
(0.00)  (0.00) (0.00)

SIZE 0.41%%  0.34%x%  (.40%*
(0.00)  (0.00) (0.00)

ROE -0.01**  -0.01* -0.01*
(0.00)  (0.09) (0.10)

P/B 0.32%%  (0.30%*  (.55%*
(0.00)  (0.00) (0.00)

Mills -0.06**
(0.05)
Obs 2,751 2,751 2,751
Adj R? 0.36 0.44 0.50

Notes: regression models for corporate governa@@d)(as dependent variable. The
table documents the coefficients (p-values) andllgbts the significance levels
(*** for 1%, ** for 5% and * for 10%). The p-valuesre calculated based on
clustered standard errors. The definition of eaatiable is described in Appendix
4.1.
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The inverse mills ratio is significantly negativieS#. Our evidence confirms the
presence of self-selection bias and suggest themg be unobservable firm
characteristics that are more likely present inksaand at the same time are
associated with poor governance quality.

Regarding control variables, governance qualitynégatively associated with
ownership, leverage, and profitability, and posgly connected with size and
valuation. These results are in line with Adams amehran (2003, 2012), and
Shleifer and Vishny (1997).

Table 4.6 shows the probit models with the deteami®m and characteristics of
Brazilian banks. The model classifies 97% of theadarrectly. The coefficients of
VOT, LEV, and SIZE are positive and significantldb, whereas the coefficients of
SOE and P/B are also positive but have lower sizdlissignificance (10%). We also
note that FIX is significantly negative at 1%. Tj@bit model indicates that banks
are large and highly leveraged companies with roorgrol concentration and fewer

fixed assets when compared to non-financial firms.

4.5. Extensions and robustness checks

We estimate our models for different time periodsng various governance
measures. First, we split our sample in two sepagal-periods to check whether the
results differ before and after the global crisis 2008. We also estimate the
governance regressions using CGI sub-indexes, NM, MM23 as dependent
variables to check whether the results are robursdifferent types of governance
practices. Finally, we analyse the relation betwgemernance, profitability, and

valuation for banks and non-financial firms.
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Table 4.6 - Probit Model with Bank Characteristics

Variable BANK
Constant -4.,21***
(0.00)
VOT 0.02***
(0.00)
SOE 0.61*
(0.06)
FOR -0.17
(0.81)
LEV 0.04***
(0.00)
SIZE 0.15***
(0.01)
ROE 0.00
(0.97)
P/B 0.22*
(0.07)
FIX -0.30***
(0.00)
Obs 1,926
McFadden R 0.81
% Correct 96.63

Notes: probit model for being a bank (BANK) as dsgent variable. The table
documents the coefficients (p-values) and highfighe significance levels (*** for
1%, ** for 5% and * for 10%). The p-values are cdéted based on clustered
standard errors. The definition of each variablégscribed in Appendix 4.1.

Table 4.7 reports the self-selection models bedoik after 2008. The first column
shows the results for the entire period (2000-20W)ereas the second and third
columns present the results for 2000-2008 and 200%, respectively. The self-
selection estimations show that the coefficient8ANK are not significant in both

sub-periods. This finding reveals that the goveceaguality of banks and non-

financial institutions does not change significarmiiéfore and after the 2008 crisis.
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Table 4.7 — Governance of Banks Before and After P8

Variable All Sample 2000-2008 2009-2015
Constant 4.06*** 3.5 % 6.26%**
(0.00) (0.00) (0.00)
BANK -0.22 -0.37 -0.05
(0.21) (0.11) (0.92)
VOT -0.01*** -0.01*** -0.02***
(0.00) (0.00) (0.00)
SOE 1.40%** 1.36%** 1.89%**
(0.00) (0.00) (0.00)
FOR 0.18 -0.01 1.28**
(0.52) (0.97) (0.02)
LEV -0.03*** -0.03*** -0.03***
(0.00) (0.00) (0.00)
SIZE 0.40%** 0.45%** 0.15
(0.00) (0.00) (0.15)
ROE -0.01* -0.01* 0.00
(0.10) (0.08) (0.92)
P/B 0.55%** 0.48*** 0.98***
(0.00) (0.00) (0.00)
Mills -0.06** -0.04 -0.18**
(0.05) (0.24) (0.03)
Obs 2,751 1,547 1,204
Adj R? 0.50 0.50 0.49

Notes: self-selection models for corporate govereafCGl) as dependent variable
before and after the 2008 crisis. The table docusnire coefficients (p-values) and
highlights the significance levels (*** for 1%, *for 5% and * for 10%). The p-
values are calculated based on clustered standawds.eThe definition of each
variable is described in Appendix 4.1.

We also check additional models using differentegonance measures. First, we
estimate the econometric models for each CGI sdbxinseparately to evaluate
whether the results are robust for different gosaoe dimensions. We also estimate
probit models using New Market listings (NM and NBJ2s dependent variables.

Table 4.8 reports the self-selection regressiomgguSGl and its four sub-indexes
as dependent variables. The coefficient of BANK@ statistically significant for
CGlI and disclosure but is positively associatedhwibard of directors (significant at

1%), and negatively related to ownership structur@ shareholder rights (significant

at 1% and 5%, respectively).
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Table 4.8 — Governance Dimensions of Banks and Ndtinancial Firms

Variable CGl DISC BOARD OWN RIGHT
Constant 4.06%*  321%% D oQrkk 4 7Gx 6.11%**
(0.00) (0.00) (0.00) (0.00) (0.00)
BANK -0.22 0.02 0.76%%* .1 33%* -0.56**
(0.21) (0.94) (0.01) (0.00) (0.03)
VOT -0.01%%*  -0,01** -0.01 -0.02%** -0.03***
(0.00) (0.00) (0.18) (0.00) (0.00)
SOE 1.40%** 0.15 0.98%** 2 gpr** 1.91%*+
(0.00) (0.58) (0.00) (0.00) (0.00)
FOR 0.18 -0.12 0.67 -0.39 0.53
(0.52) (0.76) (0.19) (0.37) (0.17)
LEV -0.03**  0.04%* 002  -0,03** -0.02%+*
(0.00) (0.00) (0.00) (0.00) (0.00)
SIZE 0.40%%*  Q.70%*  0.46%*  0.16** 0.20%**
(0.00) (0.00) (0.00) (0.00) (0.00)
ROE -0.01* 0.00 -0.01* -0.02%+* 0.00
(0.10) (0.91) (0.08) (0.00) (0.89)
P/B 0.55%*  0.61**  (0.56%*  (.67** 0.36%**
(0.00) (0.00) (0.00) (0.00) (0.00)
Mills -0.06** -0.07 0.05 -0.15%+* -0.10**
(0.05) (0.14) (0.32) (0.00) (0.03)
Obs 2,751 2,751 2,751 2,751 2,751
Adj R? 0.50 0.49 0.41 0.40 0.43

Notes: self-selection models for corporate govereglCGl and its four sub-indexes)
as dependent variable. The table documents théi@eets (p-values) and highlights
the significance levels (*** for 1%, ** for 5% and for 10%). The p-values are
calculated based on clustered standard errors. dEfieition of each variable is
described in Appendix 4.1.

These findings show that banks and non-financitrenises have similar overall
governance quality and disclosure practices, wbigbports our second hypothesis.
With regard to disclosure, our results contradiet studies of Flannery et al. (2004)
and Hopt (2013), who show that the governance mms$parency of banks are better
than those of non-financial firms due to strictegulation requirements. We argue
that our results in Brazil should be different thha international literature, because

the Brazilian regulation regarding the governance disclosure of information by

publicly-listed companies is similar for banks arah-financial enterprises.
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We provide evidence that Brazilian banks have bdibtard practices than non-
financial firms. This conclusion is in line with ofirst hypothesis and with Adams
and Mehran (2003), who report that banks have rhoeed committees and outside
directors.

We also show that banks have more concentrated relnpeand grant fewer
rights to shareholders when compared to non-firzdremterprises. These findings
support our second hypothesis and are in accordaitbenternational studies that
show that banks have more information asymmetagency problems, and risk-
taking than non-financial firms (Becht et al., 20Gtove et al., 2011; Laeven, 2013;
Levine, 2004; Morgan, 2002).

Table 4.9 shows the probit models with two NM dejset variables to analyse
whether banks are more likely to list on New Markgien compared to non-
financial institutions. The models classify 80986 of the observations correctly.
The coefficient of BANK is not significant for NMyut it is negative and significant
at 1% for NM23. This evidence shows that banksradfinancial institutions have
similar likelihood to list shares on New Marketwever banks are less likely to list
on the stricter segments NM’s Levels 2 and 3.

The probit models corroborate the results of Tabh® and suggest that the
governance practices of banks when measured by isiMd is similar to that of
non-financial institutions. When N23 is used asayaance proxy, banks have worse
governance practices than non-financial firms bseéwanks have higher ownership
concentration and grant fewer rights to minoritgr&holders.

As for the control variables, NM and NM23 have aipwee relation with firm size
and price-to-book and a negative relation withngttoncentration, state and foreign

shareholdings, leverage, and ROE. These resultestughat the companies that list
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on NM are usually large, highly valued, less legexd with low profitability and

less ownership concentration.

Table 4.9 - Probit Models for Listing on New Market

Variable NM NM23
Constant -9.44 -7.57
(0.99) (0.99)
BANK 0.00 -0.35***
(0.99) (0.01)
VOT -0.01*** -0.02***
(0.00) (0.00)
SOE -0.27** -0.08
(0.03) (0.57)
FOR -0.66*** -0.02
(0.00) (0.89)
LEV -0.01*** -0.01%**
(0.00) (0.00)
SIZE 0.35%** 0.12%**
(0.01) (0.00)
ROE -0.01* -0.01**
(0.06) (0.03)
P/B 0.13*** 0.19***
(0.00) (0.00)
Obs 2,879 2,879
McFadden R 0.38 0.37
% Correct 81.10 80.13

Notes: probit models for listing on New Market (N&hd NM23) as dependent
variable. The table documents the coefficients dlues) and highlights the
significance levels (*** for 1%, ** for 5% and * 10 10%). The p-values are
calculated based on clustered standard errors. d€fiaition of each variable is

described in Appendix 4.1.

Table 4.10 shows the self-selection models to aeahank governance, valuation,

and profitability. There is a positive effect of C@h P/B, and the result is significant

at 1%. In contrast, there is no significant impacCGI on ROE. Furthermore, the

coefficients of BANK are not significant for bothiB?and ROE, which indicate that

banks and non-financial institutions have similaluation and profitability in Brazil.
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Table 4.10 — Effect of Governance on Valuation anBrofitability of Banks

Variable P/B ROE
Constant -1.98*** -6.78
(0.00) (0.15)
BANK 0.20 2.55
(0.13) (0.25)
CaGl 0.30*** 0.71
(0.00) (0.14)
VOT 0.01** 0.01
(0.02) (0.60)
SOE -0.55%** 3.61
(0.00) (0.17)
FOR 0.57*** 10.34***
(0.00) (0.00)
LEV 0.01*** -0.13***
(0.00) (0.00)
SIZE 0.09*** 2.99***
(0.01) (0.00)
Mills 0.14*** 0.84**
(0.00) (0.03)
Obs 2,751 2,751
Adj R? 0.40 0.15

Notes: self-selection models for valuation (P/Bjl anofitability (ROE) as dependent
variables. The table documents the coefficientsvalpes) and highlights the
significance levels (*** for 1%, ** for 5% and * 10 10%). The p-values are
calculated based on clustered standard errors. d€fiaition of each variable is
described in Appendix 4.1.

4.6. Conclusion

The financial crisis of 2008 has raised severaktijoes about the effectiveness of
bank governance, which has been a topic of intanademic and policy discussions
in recent years (Adams and Mehran, 2012; Chen aing 2016; Faleye and
Krishnan, 2017; John et al., 2016; Minton et @14 Wang and Hsu, 2013).

The research on corporate governance usually exslbdnks and analyses only
nonfinancial firms. There are only a few studieattkvaluate the differences of
governance practices between financial and nonfiahfirms (Adams and Mehran,

2012; Laeven, 2013).
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We contribute to the corporate governance liteeatwy studying and comparing
the governance practices of banks and non-finanwéitutions in Brazil from 2000
to 2015. We use a firm-level governance index taasnee multiple governance
aspects.

Our findings show that banks and non-financialifngons have similar overall
governance quality. However, we document that bdnske better board practices,
more concentrated ownership, and fewer sharehofagrs when compared to non-
financial institutions. We also show that the gonarce quality is not different
before and after the 2008 crisis. Our evidenceolsust to several econometric
specifications, governance proxies, and for paaéetidogeneity.

Our research has a few limitations. First, we stodly Brazilian banks and non-
financial firms, and it would be interesting to foem this analysis in other countries.
Second, we study only firms listed on stock excleangwhich have publicly
available information. It would be useful to evakiahether the results are valid for
non-listed firms. Finally, future research couldakesate the differences in each

individual governance practice between banks amdfimancial firms.
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Appendix 4.1 — Definition of Variables

Variable Definition

CGl Leal and Carvalhal (2007)’s modified corporate goaace index at
year end

DISCL | CGI sub-index for disclosure at year end

BOARD | CGI sub-index for board of directors at year end

OWN CGl sub-index for ownership structure at yead e

RIGHT | CGI sub-index for shareholder rights at yelad
BANK | Dummy indicating if the firm is a bank

NM Dummy indicating if the firm lists on New Markat year end

NM23 Dummy indicating if the firm lists on NM’s lels 2 and 3 at year end
VOT Controlling shareholder’s voting capital at yead (in %)

SOE Dummy indicating if the firm is owned by thatstat year end

FOR Dummy indicating if the firm is owned by foraighvestors at year end
P/B Price to book equity at year end

LEV Debt to asset at year end (in %)

ROE Net income to shareholder’s equity at year(enébo)

SIZE Asset size (log) at year end

FIX Fixed to total asset at year end (in %)

Notes: description of variables. The financial awtounting data are obtained in
Bloomberg database.
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Chapter 5

Conclusion

5.1. Summary of findings

This thesis presents three essays on corporatergmee in Brazil. We analyse
the governance practices of state-owned enterpaisg@privately-owned enterprises
in chapter 2. We examine whether Brazilian compmatiat list shares abroad have
better governance than domestic peers in chapt®e3.study the differences of
governance practices between Brazilian banks andfinancial enterprises in
chapter 4.

In chapter 2 we measure multiple governance atgtuhrough a firm-level
governance index and extend the governance literaifi state-owned enterprises
(Borisova et al., 2012; Bruton et al., 2015; Floaiod Fecher, 2011; Grosman et al.,
2016; Grossi et al., 2015; Megginson and Netted120We find that the governance
of SOEs is better than that of POEs. We also peoeddence that the quality of
governance is weak for both SOEs and POEs in Brazil

In chapter 3 we examine various governance practioke cross-listed and
domestic firms (Doidge et al., 2004; Siegel, 20@B\r findings support both the
bonding and avoiding hypotheses. We document istatd on US stock exchanges
does not improve governance practices, and thagolvernance quality of cross-
listed firms traded over the counter is better tthaat of foreign companies listed on
US stock exchanges. We show that cross-listed mides traded over the counter
list on the Brazilian New Market to improve govemna practices (Carvalho and

Pennacchi, 2012).
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In chapter 4 we complement the literature on bamkeghance and evaluate the
differences of governance practices between banks reonfinancial institutions
(Adams and Mehran, 2003, 2012; Chen and Lin, 26&a6Jenbrach and Stulz, 2011;
Faleye and Krishnan, 2017; John et al., 2016). \Wsuhent that banks and non-
financial institutions have similar overall govenca quality. Furthermore, banks
have better board practices, more concentrated reipe and fewer shareholders

rights compared to non-financial firms.

5.2. Implications for market practitioners and policy makers

Besides the academic contribution, this thesis’eehessays offer several
implications for market analysts and policy makei$ie use of a corporate
governance index allows us to identify in detailieth governance attribute is
different between SOEs and POEs (chapter 2), disiest and domestic firms
(chapter 3), and banks and non-financial firms ptéa4).

In chapter 2 we show that SOEs have better goveentttan POEs. However,
both groups of companies have poor governance ipeactvhen compared to
developed countries. Since our findings identifg theakest governance practices,
policy makers and regulators can design laws asrtd improve the governance of
both SOEs and POEs in Brazil. Investors and arsabat also implement investment
strategies focusing on the differences betweemgovernance of SOEs and POEs.

In chapter 3 we document that firms do not enhagmeernance quality after
cross-listing on US stock exchanges. We also shawlisting on the Brazilian New
Market can substitute cross-listing to reduce time’$ financing costs. The Brazilian
stock exchange and regulators should encourage forfist shares on New Market,

as an easier and cheaper means for improving gawveenquality compared to cross-
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listing. Furthermore, investors and analysts shoatflire stronger governance for
cross-listed companies that benefit from SEC exemgto cross-list in the US.

In chapter 4 we show that banks and non-finandradsf have similar overall
governance quality. However, when we look at irdiinal governance attributes, we
find that banks have better board practices, worseership structure, and grant
fewer shareholders rights compared to non-finarfaials. Since an effective bank
governance is important to prevent systemic cri€agprio and Levine, 2012; Grove
et al., 2011), the Brazilian regulators should iempént and enforce policies to
improve the governance practices of banks, especthadir ownership structure and
shareholder rights. The same behaviour should peoted from market analysts,

because Brazilian banks are highly profitable aey vmportant in the economy.

5.3. Limitations and suggestions for potential resech

This thesis has several limitations and points @aoious potential avenues for
future research on corporate governance. Firsistuady only Brazilian firms, and it
could be interesting to perform similar analysesiéveloped countries and in other
emerging markets.

Second, we examine only companies listed on stachanges because we need
publicly available data to estimate the econometriciels. However, we expect that
listed companies should have better disclosure governance practices when
compared to non-listed firms. Therefore, we archet the overall governance of
Brazilian companies (SOE and POEs, cross-listed dordestic, banks and non-
financial firms) may be worse than that reportedun three essays.

Third, we measure the governance quality throufimalevel governance index

(CGI) with 20 governance attributes, which can beswered objectively from
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publicly available data sources. One of the chgksnis how to measure corporate
governance considering that there are various gavee practices that complement
or substitute each other. Our CGI assumes thajuaktions have a linearly additive
and symmetric effect, such that higher values ssiggmiformly better quality
governance. We do not account for substitutive ommementary effects of
governance, and consider that the addition (remafabny governance provision
suggests an equal improvement (weakening) in gewesn quality. Future research
could explore the effect of each individual goverte practice on our results as well
as the substitution and complementary effects amgongernance mechanisms.
Moreover, existing provisions could be removed additional questions could be
added to the index to analyze the impact of broaglevernance attributes.
Furthermore, factor analysis can be a useful toaletiuce the CGI questions into
fewer numbers of factors that can explain betteegmance quality.

Fourth, although we estimate fixed-effect and seléction models to account for
endogeneity, our analysis may be biased because sbthe instruments used in the
Heckman two-stage procedure may be weakly exogetiowsuld be interesting to
test other instruments as well as additional eca@tootechniques, such as matching
analysis, in order to analyze the robustness ofresults.Finally, future research
could examine further aspects of the SEC exemptfondoreign companies to
understand the impact of regulation on the cragsii decision. Research can
evaluate whether cross-listed companies from atbentries that benefit from the
exemptions have different governance practices witenpared to domestic-listed

firms.
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