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Abstract
There is a multitude of country studies between 2000-2018 that focus upon
the relationship between corporate governance and profitability, with mixed
results because studies have generally focused upon historic book value ratio
measures of profitability such as Return on Assets (ROA) and Return on Equity (ROE), rather than based on market values. Thus, the purpose of this
paper is to examine the effect of macro governance environments upon aggregate dividend yield and earnings per share for developed and emerging
stock markets as measures of profitability and to provide a useful methodology for correctly incorporating risk measures in a more controlled manner
than many current papers undertake. Using an augmented version of the
dividend growth model and allowing for the control of risk factors, we find
that macro governance environments have a significant influence upon dividend yield and earnings per share. The results have policy implications for
government policy setters as improvements to governance environments may
induce portfolio equity inflow, which is increasingly seen as a driving force
for economic growth. Future research papers should use our methodology to
better model firm profitability and corporate governance within a market
value context and recognise the limitations of ROE and ROA as they rely
upon less relevant book market values. Further, studies need to better capture
interaction effects between macro (country-specific) and micro (firm-specific)
governance.
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1. Introduction
The profitability of companies is often measured by accounting-based perforDOI: 10.4236/ojbm.2019.73104 Jul. 29, 2019

1504

Open Journal of Business and Management

V. Hooper et al.

mance measures such as the dividend yield and earnings-price ratio. This profitability corresponds with the return shareholders require to invest in the company. Dividend yields are a measure of the profits paid out to investors as a
proportion of the share price. They are an assessment of the ability of firms to
distribute returns to shareholders. Dividend yields are a function of both the
overall profitability of firms and their own internal payout ratio policies. Bekaert
and Harvey [1] and Errunza and Miller [2] rely on the dividend yield as a measure of the return on equity. Under the outcome agency model of dividend payments by La Porta, Lopez-de-Silanes, Shleifer and Vishny [3], henceforth LLSV,
countries with better investor protections should have higher dividend yields. If
the quality of governance reflects the degree of investor protection, then it would
be expected that countries that rate highly on governance would have better
dividend payments made to shareholders. However, recent studies on the micro
relationship of corporate governance and profitability have been mixed in terms
of the significance and direction [4]. In this paper we take a macro approach to
governance as encouraged by Kumar and Zattoni [5].
The earnings-price ratio is also a fundamental performance valuation ratio
that indicates the amount of return; a shareholder would expect to receive for
each dollar of investment. This measure is independent of firm-specific payout
ratios and captures the total return to shareholders from both dividend payments and capital gains on their equity holdings. Earnings can be affected by the
quality of governance in the same way as the return on equity in the preceding
analysis. The earnings of a firm will increase when the quality of governance reduces both transaction costs and agency costs. This two-fold effect would increase the profitability of firms.
Patel, Balic & Bwakira [6] reveal that there is an equity premium on firms
with lower levels of information asymmetry. Klapper and Love [7] find a high
degree of correlation between firm-level corporate governance and countries
with good effective legal systems. The implication from these studies is that although earnings could be higher in better governance environments, the price of
equity could also trade at a premium because of the stronger investor protections offered. The earnings-price ratio could therefore be positively or negatively
impacted by governance according to whether earnings or price of equity is
more affected.

2. Literature Review
The early literature on governance focused on firm-level agency costs arising
from the ownership and control delineation structure of firms. The seminal
work of Jensen and Meckling [8] provided the conceptual framework for such
studies to develop. As the research progressed in this field, it was discovered that
the corporate governance mechanisms themselves were subject to varying interpretations and weak levels of enforceability, and that the level of investor protection for which such mechanisms were designed to promote could deteriorate in
DOI: 10.4236/ojbm.2019.73104
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the face of structurally flawless governance provisions. Indeed, the strength of
such mechanisms rested solely on their ability to be adhered to by the firm.
Thus, the enforceability of contractual provisions became the first extension in
the greater understanding of the agency conflict between managers and shareholders.
The more recent literature (see e.g. [3] [9] [10] [11] [12] [13]) shifted the focus from firm-specific corporate governance to country-level governance environments. It was conjectured that ultimately the only way to enforce contracts
between managers and shareholders was through legal action of some kind. The
enforceability of contractual mechanisms underlying corporate governance was
shown to be determined by the strength and efficiency of a country’s judiciary.
The focus of this literature review will be on this latest area of study which deals
with the ability of institutions to impact on the profitability of firms.
Johnson [14] argues that there is no way to adequately protect investors except through strong domestic laws and an effective legal system. In a series of articles dealing with the legal foundations of countries, LLSV [3] [11] [12] originated the idea of the enforceability as well as the provision of corporate governance mechanisms in enhancing investor protection. Using a sample of 49
countries, LLSV [12] found that countries whose legal rules originate in the
Common law tradition tend to protect investors considerably better than do the
countries whose laws originate in the Civil law tradition.
Ball, Kothari & Robin [9] examine the effect of legal factors on the properties
of accounting earnings. They show that Common law accounting income exhibits significantly greater timeliness than Civil law accounting income. Accounting timeliness results in faster monitoring actions by security analysts, makes leverage and dividend restrictions binding more quickly, and affects the bonuses
paid out to employees and managers. They argue that early incorporation of
economic losses, as distinct from gradual incorporation over time, increases
managers’ incentives to attend to the sources of losses more quickly. Accounting
systems which allow economic losses to be reflected in accounting income gradually over time also make manager statements less credible due to over-optimism.
Conservative Common law accounting thus facilitates monitoring of managers
and is an important firm-level corporate governance. That study [9] concludes
that Common law disclosure standards reduce the agency costs of monitoring
managers.
Bushman, Piotroski & Smith [15] show that governance and financial transparency are related to judicial and political regimes. Governance transparency
which is defined as the availability of information to those outside publicly
traded firms, is highest in Common law countries. Financial transparency which
captures the intensity and timeliness of financial disclosures and their interpretation and dissemination by analysts and the media, is higher in countries with
low state ownership of enterprises, low state ownership of banks, and low risk of
state expropriation of firms’ wealth.
Dividend payout policy can be reflective of the ability of minority shareholdDOI: 10.4236/ojbm.2019.73104
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ers to utilize their legal rights. LLSV [3] use a sample of firms from 33 countries
around the world to examine dividend policies of large corporations. They take
advantage of different legal protection of minority shareholders across different
regimes to compare dividend policies of companies whose minority shareholders
face different risks of expropriation of their wealth by corporate insiders. LLSV
[3] distinguish between two alternative models of dividend payments. In the first
model, dividends are an outcome of effective legal protection of shareholders,
which enables minority shareholders to extract dividend payments from corporate insiders. In the second, dividends are a substitute for effective legal protection, which enables firms in unprotective legal environments to establish reputations for treatment of investors through higher dividend payout policies. Their
results suggest that the agency approach is highly relevant to an understanding
of corporate dividend policies around the world as they find consistent support
for the outcome agency model of dividends. Firms operating in countries with
better protection of minority shareholders pay higher dividends.
Dittmar, Mahrt-Smith & Servaes [16] report that firms in countries with
strong legal protection are less likely to maintain excess cash balances. The
amount of free-cash flow is a known source of agency costs and should be limited to prevent managerial expropriation. They reject the possibility that their
results are driven by the difficulty of raising needed external capital for firms in
countries where investor protection is weak. Thus, the agency costs associated
with free cash flow appear to be lower in countries with stronger investor protections.
Firms in strong investor protections should be valued higher due to better
enforced shareholder rights. LLSV [17] examine the consequences of corporate
ownership for firm valuation in different legal regimes. Their results suggest that
poor shareholder protection is penalized with lower valuations and that higher
cash-flow ownership by the controlling shareholder improves valuation, especially in countries with poor investor protection. Their empirical evidence supports the importance of the law in limiting expropriation of minority shareholders by controlling shareholders.
The results obtained by LLSV [17] have been criticised on similar grounds as
their previous work since they do not factor into their estimations the interaction of risk variables. If, for example, countries with better protection of shareholder rights are also safer investment havens for an international asset manager, then companies in those countries would fetch higher valuations irrespective
of agency problems.
Klapper and Love [7] show that good governance is highly correlated with
better operating performance and market valuation. Better firm-level corporate
governance is associated with higher operating performance and higher Tobin’s-Q (market-value/book-value). Consistent with LLSV [17], Klapper and
Love [7] find that firms rate higher on corporate governance in countries with
good overall legal systems. Their results of governance indicate that the judicial
DOI: 10.4236/ojbm.2019.73104

1507

Open Journal of Business and Management

V. Hooper et al.

environment is a significant factor in affecting firm-level corporate governance.
An interesting result of their study is that firm-level corporate governance matters more towards firm valuation in counties with weak legal systems than those
with well-developed legal institutions. This finding has strong policy implications and suggests that recommending to firms to adopt good governance practices is even more important in countries with poor judicial environments.
These results can be compared to the theoretical findings of Shleifer and Wolfenson [13] who argue that firms are unable to completely replicate a good legal
environment on their own, but must depend on a supporting efficient judicial
system. Firms can independently improve their investor protection and minority
shareholder rights, to a certain degree, but that this adjustment mechanism is a
second-best solution and does not fully substitute for the absence of a good legal
infrastructure.
Patel, Balic & Bwakira [6] analyse transparency and disclosure scores in 19
emerging markets for 354 firms. They find that firms with higher transparency
and disclosure are valued higher than comparable firms with lower transparency
and disclosure, consistent with the notion that the market places a premium on
companies with lower asymmetric information problems. Higher transparency
and better disclosure reduce the information asymmetry between a firm’s management and financial stakeholders, mitigating the agency problem in corporate
governance. The authors further find that the Asian emerging markets and
South Africa have significantly higher levels of transparency and disclosure
compared to the Latin American, Eastern European and Middle Eastern emerging markets. The results show that the Asian emerging markets exhibit greater
transparency and disclosure following the recent currency, banking and equity
market crisis. They suggest that market opening is positively correlated with
transparency and disclosure. However, the results obtained under that study are
to be treated cautiously since the authors use bi-variate correlations with no use
of control variables.
Rjan and Zingales [18] argue that firms and industries that are more dependent on external finance tend to grow faster in countries where financial markets
are better developed, and test this prediction on a large panel of industry-level
cross-country data. Carlin and Mayer [19] build on the Patel, Balic & Bwakira
[6] approach to probe further into the relationships between industrial activity,
financial systems and legal arrangements, and conclude that the legal protection
of investors is correlated with the growth of equity-financed industries. Better
legal environments reduce the cost of external financing which fosters firm
growth.
Demirguc-Kunt and Maksimovic [20] investigated whether differences in financial systems and legal institutions constrain firms to grow at rates no greater
than those they could attain by relying on their internal resources of short-term
borrowing. They estimate the maximum growth rate that each firm of their
sample could attain without access to long-term financing, and compare these
DOI: 10.4236/ojbm.2019.73104
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potential growth rates to those attained by firms in countries with different legal
and financial systems. They show that in countries with better legal systems,
more active stock markets and larger banking sectors, a greater fraction of firms
fund growth by external long-term finance. Thus, active stock markets and
well-developed legal systems are important factors in facilitating firm growth.
The evidence indicates that firms in countries that have active stock markets and
high ratings for compliance with legal norms can obtain external funds and grow
faster.
Most studies reflect on the constructive outcomes of institutional development on economic stability. Improving the level of investor protection and reducing the degree of aggregate agency costs through the process of institutional
change has become a major concern. However, the way this institutional evolution will occur across international markets is a disputed topic throughout the
literature.
Lombardo and Pagano [21] [22] argue that the profitability on projects is increasing in the efficiency of legal institutions. A reduction in the resources
needed to enforce breached contracts expands the production opportunity set of
companies and thereby their profitability. These arguments are supported by the
findings of Bhattacharya and Daouk [23] and Hail and Leuz [24] that legal institutions can lower the cost of capital to firms.
Demirguc-Kunt and Maksimovic [20] report that the return on assets of the
firms in their sample is negatively correlated with the same rule-of-law indicator
used by Lombardo and Pagano [22], after controlling for various country-specific
macroeconomic variables such as inflation, deposit bank assets and stock market
capitalization divided by GDP. These studies suggest that the supply side of equity finance is more affected by legal development. The contradiction between
the two studies, apart from the different measures of profitability and data used,
may be due to the fact Demirguc-Kunt and Maksimovic [20] fail to control for
global risk factors in their regressions.
At the centre of traditional skepticism about government regulation is the
Coase [25] theorem. The theorem states that when transaction costs are zero,
market participants will organize their transactions in ways that achieve the
most efficient outcomes. When they can do so, it is not necessary for the government to engage in corrective actions through taxes, regulations, or even legal
rules. Under the Coase theorem the quality of institutions would be an irrelevant
factor on the profitability of the firm, as their involvement in the market is
deemed unnecessary.
The theoretical literature on market failures, externalities and information
asymmetry has demonstrated that institutions have an important role within the
market (see for e.g. [25] [26]). Coase [27] contends that without considering
transaction costs it is impossible to understand properly the working of the economic system and have a sound basis for establishing economic policy. In order
to carry out any market transaction it is necessary to discover the parties of
trade, to conduct negotiations leading up to a bargain, to draw up the contract,
DOI: 10.4236/ojbm.2019.73104
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and to undertake the inspection needed to make sure that the terms of the contract are being observed.
Transaction costs are associated to searching for market participants, bargaining, decision making, creation and enforcing of contracts. They are the costs
that arise when individuals exchange ownership rights to economic assets and
enforce their exclusive rights. Wallis and North [28] demonstrated in an empirical study that 45% of the United States gross national product is devoted to the
transaction sector in 1970. Transactions are not governed by the price system
and therefore institutional organizations are required to oversee their proper
functioning. The quality of governance is a proxy for the ability of regulators to
effectively monitor transaction costs.
The well-documented agency costs between the firm’s managers and shareholders reduce the overall return on equity. The quality of the legal environment
or more generally, the efficiency of regulatory institutions will impact on the
occurrence of managerial expropriation which will increase the returns to
shareholders. This is the line of thought in the early studies dealing with law and
finance [11]. An extension of this is to consider that the profitability of a firm is
a function of the sum of the profitability of each N individual investment
projects available to it. The traditional investment decision rule is to invest into
those projects which have positive net present values (NPV). This profitability is
a function of the transaction costs that arise between the firm and parties it must
contract and deal with. These include employees and other corporate entities.
The operational functioning of business activities requires the use of sophisticated transactions among economic agents. Employees need to be paid through
developed banking networks, contractual arrangements need to be enforced between parties, and a medium of exchange needs to be in place1. These transaction costs are influenced by quality of the institutions that are empowered to regulate them. The profitability of each project is therefore a function of the quality of governance. Where the quality of institutions reduces the costs associated
to transacting, the profitable project opportunity set available to firms will expand.
Each project also has a set of externalities or side effect costs that spill over
onto those not involved in the business enterprise. In a state of zero transaction
costs, the firm and the participants who are affected by the activities of each
project will contract between themselves to achieve the most efficient allocation
of resources. In this laissez faire economy the profitability of each project is
maximized. However, the negotiations between the firms and those involved in
the operations of each project are costly in the presence of transaction costs. The
creation of contracts and the process of dispute resolution are costs which reduce the overall profitability or NPV of each project available to the firm. When
the set of positive NPV projects available to firms expands, the demand for eqTaxes are also a known source of interaction between firms and government institutions, and may
even be construed as transaction costs themselves; however this avenue of research is not examined
in this paper.
1
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uity finance should increase, resulting in increased returns to current shareholders (according to the theoretical model discussed earlier).
The model proposed by Lombardo and Pagano [22] related only legal factors
in reducing both the agency cost of firms and the profitability of the project set
available for investment. The quality of the legal environment is a sub-set of the
governance system. The effectiveness of the regulatory and political institutions
that govern a country invariably influence the protections afforded to investors
and the costs associated to transacting in the market. Lower levels of corruption
and higher degrees of transparency and accountability influence the returns on
all project investments in an economy through lower costs of transacting.

3. Data Sources
3.1. Stock Market Returns and Accounting Ratios Data
This study incorporates a total sample of 50 developed and emerging stock markets, sourced from the Morgan Stanley Capital International (MSCI) stock market index database. The MSCI index series is value weighted and corrected for
dividend payments and capitalization changes. Each index covers approximately
85% of the free float-adjusted market capitalization in the country or region the
index represents. The MSCI indices are used widely in practice and theory as
they are broadly representative of each country’s market composition to investors. The monthly equity returns, are selected from January 1995 to December
2002. In 2002, The Sarbanes-Oxley Act (SOX) has been signed into law in the
United States of America. This act has been introduced largely due to the corporate scandals in early 2000s. SOX-type regulations were subsequently enacted in
other countries, such as Canada, India, Japan and many European countries. We
argue that the corporate governance measurements have been significantly
changed after 2002. Therefore, our sample only focused on the pre-SOX period
and leaving the transition period after 2002 for future study. In addition, this
study uses the MSCI World Index which is US dollar value weighted and regarded to be one of the best proxies for the world market portfolio.
Data on valuation ratios such as price-earnings ratios and the dividend yield
on the index are available for the same countries on MSCI indices through DataStream. These are obtained for each stock index on an annual basis. The
price-earnings series is defined as the “weighted average price/earnings ratio
based on 12-month forward earnings”. The dividend yield is defined as “weighted
dividend yield based on the indicated annual dividend”. The yield on domestic
10-year government bonds is obtained from DataStream for a sample of 22 developed countries as the local 10-year DataStream benchmark bonds.

3.2. Governance Data
Governance data is sourced from Kaufmann, Kraay & Mastruzzi [29] who compiled governance indicators using principal component analysis based on several
hundred individual variables measuring perceptions of governance, drawn from
DOI: 10.4236/ojbm.2019.73104
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25 separate data sources constructed by 18 different organizations. The data is
available for 200 countries. The principal component analysis resulted in the establishment of 6 dimensions. These six dimensions of governance cover the
years 1996, 1998, 2000 and 2002 and represent “Voice and Accountability” (VA),
“Political Stability and Absence of Violence” (PS), “Government effectiveness”
(GE), “Regulatory Quality” (RQ), “Rule of Law” (RL) and “Control of Corruption” (CC). Thus, Kaufmann et al capture the quality of a country’s institutional
environment2. Their study is the most comprehensive study ever undertaken and
represents a landmark breakthrough in international governance research.

4. Methodology
The model used to test the impact of the quality of governance on accounting-based measures of performance is adapted from Lombardo and Pagano [22].
An augmented Gordon model [30] of security valuation was used to model
cross-country dispersion of the return on equity to international differences in
legal environments. This study replaces the legal variables used in their study
with governance indicators. A brief summary of their model is presented here
with the relevant modifications.
The Gordon model [30] determines the intrinsic value of a stock or index
based on a future series of dividends that grow at a constant rate. It assumes a
dividend per share is payable in one year and its annual value grows in perpetuity at a constant rate. The model calculates the security’s current value as the
present value of the infinite series of future dividends. Under general assumptions, the stock market index in country i at time t, is the expected value of discounted dividends in perpetuity from the component stocks:

∞
Di ,t + j 
 , t 1,=
=
Pi ,t Et  ∑
=
 , T ; i 1, , N
j
 j =1 1 + k

i ,t + j ) 
 (

(1)

where Et is the expectation conditional on information known at time t, Di ,t + j
is the dividend paid out by the companies listed in country i at time t + j, and
ki ,t + j is the per-period risk-adjusted discount factor between time t and t + j relevant for the stream of dividends from country i. A simple version of the Gor-

(

)

don model assumes ki to be constant and Et Di=
Di ,t (1 + giD ) , where
,t + j
Di ,t is the current dividend and giD is a constant dividend growth rate specific
j

to country i. Under these assumptions, the expected dividend yield becomes:
Di ,t
Pi ,t

1, , T ; i =
1, , N
=
DYi ,t =
ki − giD , t =

(2)

To calculate the risk-adjusted required rate of return ki , a model of the equilibrium determination of the rates of return on stocks with different risk characteristics is required. In an international CAPM framework, the systematic risk of
These variables are clustered in Table 1 to represent 3 major subdivisions of macro-governance environments.
2
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stock market index i, is only due to its covariance with the world market [31].
When the required rate of return on equities also depends on the governance variables, ki may be written as:
1, , N
ki =
f i ( β i ) + γρi ( Gi ) , i =

(3)

where βi is the country’s vector of betas with the relevant risk factors (Figure
1 outlines what these risk factors are and sources) and Gi are the governance

βi ) α IRi + λβiw where
indicators. When the international CAPM holds, fi (=

λ is the market price for risk attached to the world beta βiw , IRi is the yield
on a long-term risk-freedomestic security in country i, γ = 0 and the required
rate of return ki in a market is equivalent to fi ( βi ) . Lombardo and Pagano
[22] suggest the use of nominal domestic interest rates, since different dividend
yields across countries must be allowed to reflect different expected inflation
rates. Assuming that the coefficients on the market risk and the governance indicator are constant, the required return on equity in a cross-sectional analysis
can be written as:
ki = α IRi + λβ iw + γ Gi , i = 1, , N

(4)

Imposing this linear specification for the risk premium component of the return on equity in Equation (3), the following result is obtained:
DYi = α IRi + λβ iw + γ Gi + δ giD + ε i , i = 1, , N

(5)

where the restriction δ = −1 should hold if this simple version of Gordon’s
model were correct. Unfortunately, data on the expected growth in dividends on
country stock indices are difficult to obtain. Bekaert and Harvey [1] argue that
dividend yields can be considered stationary random variables. This motivates
the use of a measure of expected dividend growth based on the percentage increase in the dividends3 over the preceding twelve months. This is estimated as:

Figure 1. Description of global risk factors.
Dividends paid out on each country index at time t are determined by multiplying the dividend
yield data by the price index for each country. This can be written as D = DY × PI where PI is the
price of the index at time t.
3
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 Di ,t 
giD ln=
=

 , i 1, , N
 Di ,t −1 

(6)

where Di represents the dividend payment on the country index for country i.
Estimates for βiw are obtained by a first-stage regression of the market i
excess return on the MSCI World excess return as follows:

(

)

 r1,t − rt f = α1 + β1w rt w − rt f + ε1,t 



 , t = 1, , T



f
w
w
f
 r50,t − rt = α 50 + β50 rt − rt + ε 50,t 

(

)

(7)

The βiw estimates are obtained using 24 months of MSCI stock index returns
data for each of the periods 1995-96, 1997-98, 1999-2000 and 2001-2002. This
produces four sets of world beta estimates for each ith country. The possibility of
cross-market correlation for the errors, ε i ,t is allowed and the estimates obtained through seemingly unrelated regression (SUR) method.
Since differences in tax treatment of dividends across countries may affect
payout ratios, a measure of the relative stance of the tax system towards different
uses of earnings is used as a separate regressor in the model. The variable “Dividend Tax Preference” (DTP) is drawn from [3]. This variable is defined as the
ratio of the net-of-taxes value to outside shareholders of one dollar in earnings
distributed out as dividends to the net-of-taxes value of one dollar of earnings
retained in the firm. It is intended to capture the extent of tax disadvantage
borne by dividends relative to capital gains.
Equation (5) can also be used to derive a specification involving the earnings-price ratio. If it is assumed that dividends are a common fraction of earnings in all countries, =
D b (1 − t ) E and the payout ratio b, and taxes t, are assumed to be constant for each country. It follows that D ∝ E and that the same
risk factors can be used in an estimation where earnings-price ratio is treated as
the dependent variable. Another testable specification involving the earnings-price ratios (EP) is described as:
EPi = α ′IRi + λ ′β iw + γ ′Gi + δ ′ giE + ε i′, i = 1, , N

(8)

where the superscript primes indicate that the coefficients in Equation (8) may
differ from the analogous coefficients in Equation (5). The expected growth in
earnings is measured by the growth in earnings4 ( giE ) over the preceding 12
months:
 Ei ,t 
=
giE ln=

 , i 1, , N
 Ei ,t −1 

(9)

The implicit assumption again is that the actual growth in the preceding 12
months is an appropriate measure of expected growth in earnings for the following 12 months Since the estimated world beta variable has measurement errors, instrumental variables are used to avoid inconsistent regression estimates
To obtain the earnings for time t, the earning-price ratio for country i is multiplied by the price index at t. This can be written as E = EP × PI where PI is the price of the index.
4
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of the model parameters5. All the variables in the regression estimates where governance appears as a regressor are weighted by the standard errors of the governance point estimates6 to obtain the following equations:

(

DYi σ G ,i =
ψ + γ ( Gi σ G ,i ) + α ( IRi σ G ,i ) + λ βˆiw σ G ,i

(

)

)

1, , N
+ δ giD σ G ,i + χ ( DTPi σ G ,i ) + ε i , i =

(

EPi σ G ,i =
ψ ′ + γ ′ ( Gi σ G ,i ) + α ′ ( IRi σ G ,i ) + λ ′ βˆiw σ G ,i

)

+ δ ′ ( gi σ G ,i ) + ε i′, i =
1, , N

(10)

(11)

The previous sample of 50 countries is reduced to 22 primarily developed
countries in this analysis due to data restrictions7. Using CIA World Factbook
[32] the sample of countries can further be divided into those of Common law
origins and those of Civil law descent. The sample of 22 countries contains 14
markets which are considered to have Civil law legal systems and 8 countries
classified with Common law legal systems. Balanced panel regressions are used
to combine the cross-sectional regressions over the years 1996, 1998, 2000 and
2002, which again allows for complete use of all governance information.

5. Results on Dividend Yields
LLSV [3] find that effective legal systems are correlated with higher dividend
payments. The legal system is a sub-set of the governance environment, and so it
is expected that countries that rate highly on governance are positively associated with larger dividend yields payments. It is also expected the IR and DTP
variables to yield positive coefficients. Higher nominal interest rates and tax regimes supportive of higher dividend payouts should be positively associated with
larger dividend yields. According to the Gordon model, the expected growth in
dividends should have a coefficient of −1, however since all variables are divided
by the standard errors of the governance observation, only a negative sign on the
coefficient should be found.
The empirical results for dividend yields are reported in Table 1. Panel A
presents the regression results for the theoretical specification of the dividend
yield model (Equation (10)). Column 1 reports the results obtained from the
baseline regression of the model (B1). Consistent with expectations, positive and
significant coefficients are found on the domestic government bond yield (IR)
and the DTP variables. The coefficient of the expected growth in dividends variable is however not negative, as theory would suggest, but marginally positive
although it is insignificant in all specifications except where RL is introduced as
a regressor. The signs of the coefficients are comparable across all regressions
although DTP becomes statistically insignificant with the introduction of the
The one-month lag world beta estimate

5

(β

w
t −1

σ G ) is used as the instrument.

This procedure places greater weights on governance observations with greater precision in estimation.
7
The proxies for local interest rates were the Data Stream Benchmark Bonds which are only available
for 22 countries from the original sample of 50 countries.
6
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governance variables. The adjusted R-square of the first baseline model is
24.88%.
Columns 2-7 report the regression results where the governance indicators are
included as explanatory variables. After controlling for undiversifiable risk and
adjusting the accounting measures for differences in expected inflation and
growth prospects, the governance indicators play an important role in explaining the cross-sectional behaviour of dividend yields.
Under Panel A, all measures of governance are found to be significant and positively associated with dividend yields, except the RL indicator that does not
have a significant coefficient.
Table 1. Dividend yields.
This table presents the balanced panel regression results where the dependent variable is the dividend yield on an index. Panel A reports the
theoretical specification of the model and Panel B presents the model with the use of legal origins dummies. D1 has a value of 1 if a country is of
Common law origins and 0 if its origins are Civil law. D2 has a value of 1 if a country has Civil law origins and 0 if it is Common law. Column 1
presents the baseline specification and columns 2 - 7 present the results where each of the governance indicators has been introduced individually
into the first baseline model (B1). The governance indicators are further classified according to the governance cluster they are constituents of,
with three distinct clusters reported. Instrumental variables are used to control for the effects of measurement errors in the first stage estimation of
world betas using SUR. Columns 8 - 11 present the results for the adjusted specification with the Civil law (D1) and Common law (D2) dummy
variables. All regressors are divided by the standard error of the governance point estimates. P-values are reported in parentheses.
Panel A
Cluster 1

Expected
Sign

(1) B1

Gi

(+)

-

IR

(+)

0.1047

β

w

(?)

gD

(-)

DTP

(+)

D1 × G i

D2 × G i

(+)

(+)

(2)

Cluster 2

(3)

(5)

(6)

(7)

Gi = PS

Gi = GE

Gi = RQ

Gi = RL

Gi = CC

1.0385+

0.4328*

0.4250^

0.8947+

0.4047

0.3708^

(0.0061)

(0.0696)

(0.0338)

(0.0013)

(0.1435)

(0.0476)

0.1872

0.1841

0.1604

0.1998

0.1667

+

+

+

+

+

+

(8) B2

(9)

(10)

(11)

Gi = VA

Gi = RQ

Gi = CC

-

-

-

-

0.1647+

0.1046^

0.1561+

0.1822+

0.1358+

(0.0023)

(0.0000)

(0.0008)

(0.0001)

(0.0000)

(0.0038)

(0.0000)

(0.0101)

(0.0018)

(0.0001)

(0.0029)

0.0113

0.0019

0.0514

0.0347

0.1317

0.0579

−0.0305

-

-

-

-

(0.9737)

(0.9949)

(0.8676)

(0.9076)

(0.6475)

(0.8603)

(0.9202)

0.4722

0.4878

0.5512

0.6929

0.5543

0.6651*

0.5903

0.4696

0.6109

0.5818

0.7435

(0.2558)

(0.2138)

(0.1582)

(0.0642)

(0.1405)

(0.0801)

(0.1395)

(0.2790)

(0.1316)

(0.1458)

(0.0684)

1.4913^

0.7117

0.7282

0.9378

0.7221

0.8243

0.8895

1.4959+

0.6675

0.7718

0.8207

(0.0214)

(0.2665)

(0.2598)

(0.1144)

(0.2029)

(0.1944)

(0.1286)

(0.0072)

(0.2306)

(0.1471)

(0.1396)

-

-

-

-

-

-

-

-

1.2199

0.9342

+

0.4789+

(0.0016)

(0.0002)

(0.0096)

0.8797^

0.7133+

0.1754

(0.0205)

(0.0092)

(0.3556)

-

-

-

9.1249^

2.3904

Test

(0.0104)

(0.1221)

(0.0000)

0.2458

0.4585

0.3897

Adj. R

(4)

Cluster 3

Gi = VA

Hausman

2

Panel B

-

21.6882+ 17.4067+

-

-

-

-

+

4.4308

1.5272

0.0000

0.9485

4.5009

5.0939

3.8815

(0.0000)

(0.1091)

(0.4660)

(1.0000)

(0.6224)

(0.2122)

(0.1651)

(0.2746)

0.4757

0.5568

0.4265

0.3611

0.2551

0.4940

0.5687

0.4212

*, ^, +indicate significance at the 10%, 5% and 1% levels respectively.
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Under Panel B the theoretical model is modified to study the effects of legal
origins on the results. LLSV [12] have shown Common law countries have superior investor protection when compared to Civil law countries. To explore the
impact of governance in varying legal environments two dummy variables are
multiplied by the governance indicators and introduced separately into the
model. The first dummy D1 has a value of 1 if the country is a Common law
country and a value of 0 if the country is of Civil law origins. The second dummy variable D2 has a value of 1 if a country is of Civil law descent and a value of
0 if it is Common law. The original governance indicators are removed from the
analysis. The world beta variable is also removed due to its lack of statistical significance in Panel A regressions.
Models with the highest coefficient significance on the governance indicators
for each cluster from Panel A are used to test the alternate specifications under
Panel B. The models tested under Panel B are where VA, RQ and CC appear as
regressors, along with baseline specification (B2) attributed to the alternate
model.
The results under Panel B indicate that the quality of governance has a positive impact on dividend yields in both Civil law and Common law countries. The
coefficients of both the dummy-governance variables are significant at the 1%
level where RQ is introduced as the measure of governance. A similar result is
applicable where VA is introduced, however under column 11 where CC is introduced as a governance measure, the impact of governance is statistically significant in Common law countries only.

6. Results on Earning-Price Ratio
Expectations on the sign of the coefficients on the governance indicators for the
earnings-price ratio are unclear. Although better quality governance can reduce
transaction costs and hence increase the earnings of firms, higher equity prices
resulting from superior investor protection environments could offset the effect
on the earnings-price ratio. Where there is a premium attached to equity in good
institutional environments (see [11]), the change in the earnings-price ratio
across varying governance regimes will be uncertain.
It is expected that a positive sign for the coefficient of the domestic government bond yield (IR) should occur since higher domestic interest rates should
increase the return on equity. Similar to the reasoning under the dividend yield
section, if the augmented Gordon model were to hold, a negative coefficient
should result on the expected growth in earnings variable.
Table 2 reports the regression results of Equation (11). The baseline specification is described under column 1 with columns 2 - 7 reporting the regression
results where governance is included as a regressor under the relevant clusters8.
To interpret the results, it should be noted that the dependent variable averages 19.19 in the sample,
has a standard deviation of 9.99 and a range between 9.30 and 66.70 and that all the regressors are
divided by the standard errors of the governance estimates.
8
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The domestic bond yield (IR) and the expected growth in earnings (gE) are
found to have coefficients whose signs are in line with expectations. The world
beta variable β w , does not appear significant in any of the Panel A specifications.
Under Panel A, the coefficient of the VA indicator is positive and significant
at the 5% level. All coefficients attached to governance indicators are positive,
although only the coefficient of VA is measured accurately. The adjusted
R-squares range between 54.71% and 63.96% where governance indicators have
been included and 44.02% for the control regression.
The results indicate that the quality of governance positively affects the profitability of firms, by reducing both transaction costs as defined by Coase, and
agency costs. The reduction in transaction costs increases the demand for equity
Table 2. Earnings-price ratio.
This table presents the balanced panel regression results where the dependent variable is the earnings-price ratio. Panel A reports the theoretical
specification of the model and Panel B presents the model with the use of legal origins dummies. D1 has a value of 1 if a country is of Common law
origins and 0 if its origins are Civil law. D2 has a value of 1 if a country has Civil law origins and 0 if it is Common law. Column 1 presents the
baseline specification and columns 2 - 7 present the results where each of the governance indicators has been introduced individually into the first
baseline model (B1). The governance indicators are further classified according to the governance cluster they are constituents of, with three
distinct clusters reported. Instrumental variables are used to control for the effects of measurement errors in the first stage estimation of world
betas using SUR. Columns 8 - 11 present the results for the adjusted specification with the Civil law (D1) and Common law (D2) dummies
introduced into the estimations. All regressors are divided by the standard error of the governance point estimates. P-values of the coefficients
are reported in parentheses.
Panel A
Expected
Sign

Gi

(?)

IR

(+)

βw

(?)

g

E

(-)

D1 × G i

D2 × G i

(?)

(?)

Cluster 1
(2)

(1) B1

0.0034

Panel B

Cluster 2

(3)

(4)

Cluster 3

(5)

(6)

(7)

Gi = VA

Gi = PS

Gi = GE

Gi = RQ

Gi = RL

Gi = CC

0.0165^

0.0076

0.0050

0.0053

0.0087

0.0045

(0.0753)

(0.2776)

(0.3327)

(0.4433)

(0.1617)

(0.2404)

0.0046

0.0049

0.0043

0.0041

0.0048

+

+

+

+

+

+

(8) B2

(9)

(10)

(11)

Gi = VA

Gi = RQ

Gi = CC

-

-

-

-

0.0044+

0.0034+

0.0053+

0.0051+

0.0057+

(0.0000)

(0.0000)

(0.0006)

(0.0000)

(0.0000)

(0.0001)

(0.0000)

(0.0000)

(0.0000)

(0.0000)

(0.0000)

0.0022

0.0037

0.0045

0.0064

0.0065

0.0048

0.0033

-

-

-

-

(0.6985)

(0.4632)

(0.4207)

(0.2707)

(0.2563)

(0.4041)

(0.5458)

−0.0313

−0.0341

−0.0321

−0.0347

−0.0330

−0.0347

−0.0330+ −0.0305+ −0.0327+ −0.0325+ −0.0332+

+

+

+

+

+

+

(0.0001)

(0.0001)

(0.0001)

(0.0001)

(0.0007)

(0.0001)

(0.0002)

(0.0001)

(0.0001)

(0.0000)

(0.0000)

-

-

-

-

-

-

-

-

0.0134

0.0035

0.0078

(0.1471)

(0.4918)

(0.2003)

0.0209

0.0103

0.0142^

-

-

-

-

-

-

-

-

^

*

(0.0265)

(0.0686)

(0.0296)

Hausman

0.6198

2.9680

0.2472

0.2572

2.0663

0.0193

0.1061

0.5448

0.4759

1.0822

0.7158

Test

(0.7335)

(0.2267)

(0.8837)

(0.8793)

(0.5588)

(0.8895)

(0.9483)

(0.7616)

(0.4903)

(0.7814)

(0.8695)

0.4402

0.6047

0.5609

0.6204

0.6396

0.5964

0.5471

0.4460

0.6393

0.6579

0.6353

Adj. R

2

*, ^, + indicate significance at the 10%, 5% and 1% levels respectively.
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and the overall return to shareholders. However, the effect of governance in increasing the supply of equity due to better investor protection is not as pronounced. The reduction in agency costs does not substantially compel investors
to increase the supply of funding to firms resulting in an equity premium to
firms operating in good governance countries. Thus, the results do not lend
support for the supply centered view of the theoretical model. The profitability
of firms is increasing in the quality of governance, but the impact on the supply
of equity is not as prominent.
To explore the impact of legal origins on the results, Common and Civil law
dummies D1 and D2 are again used under Panel B. The β w variable is also
removed to provide the alternative specification of the model. The results indicate that the quality of governance is a significant explanatory variable in Civil
law countries only. All the coefficients of the governance indicator multiplied by
the D1 dummy are insignificant, which implies that the quality of governance
does not have a statistically significant impact on the earnings-price ratio on a
country’s stock index when it is of Common law descent.
The results obtained under Panel B when interpreted in connection with the
findings of LLSV [12], demonstrate that the importance of governance is more
pronounced in environments with lower levels of investor protection. Governance appears to be a significant factor in explaining the cross-sectional differences in earnings-price ratio amongst Civil law countries which have lower levels of investor protection. Poor investor protection countries would have higher
levels of agency costs, and thus the quality of governance through improved regulation and the enforcement of corporate governance mechanisms should have a
positive impact on earnings.
Common law countries that have generally higher levels of investor protections and thus lower levels of agency costs are not as affected by improvements
in the quality of governance. The earnings-price ratio is not significantly impacted on by the quality of governance in Common law countries. This could be
explained by either higher equity prices in Common law countries due to premiums associated with better investor protections, or a reduced impact on
transaction costs and agency costs. Klapper and Love [7] argue that corporate
governance is even more important on firm valuation in countries with poor legal institutions. The results obtained from Panel B indicate that the quality of
governance is even more important in countries with poor investor protections
and higher levels of agency costs than countries with better protected investors.
Improving a country’s governance rating is therefore even more important for
Civil law countries that tend to have already low levels of investor protection
than for Common law countries.
The results from Panel B appear at odds with the earlier findings of the demand centered approach to the effects of governance. The earnings-price ratio of
firms is not substantially influenced by the quality of governance in Common
law countries, but is related in the case of Civil law countries. This implies that
governance has an impact on the degree of agency costs, but not on the transacDOI: 10.4236/ojbm.2019.73104
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tion costs inherent in firm operations. The demand centered approach under the
theoretical model assumes an increase in the demand for equity financing arising from an enlargement of the profitable project opportunity set due to a reduction in transaction costs. Thus, it would be expected under this approach,
that even though Common law countries have lower levels of aggregate agency
costs (due to better legal systems), the quality of governance would still be a statistically significant factor in positively affecting the earnings-price ratio,
through a reduction in transaction costs. The lack of statistical significance on
the coefficients of the governance indicators that are multiplied by the Common
law dummy (D1) can be explained by an equity premium attached to firms in
Common law countries with higher levels of investor protections. Thus, although earnings are positively influenced by the quality of governance in Common law counties, equity prices trade at a premium, reducing the overall earnings-price ratio. The two effects cancel each other to reduce the statistical significance of governance indicators on the earnings-price ratio.

7. Conclusions
This study examined the impact of governance on the dividend yield and earnings-price ratio of country stock indices. Both the dividend yield and the earnings-price ratio are found to be positively associated with quality of governance
in a country. The results for dividend yields confirm the outcome agency model
of dividend payments LLSV [3]. When the quality of governance improves the
level of investor protection, investors use their protected rights to extract dividends from firms. In the case of the earnings-price ratio, higher quality governance increases the profitability of firms by lowering transaction costs and
agency costs. Assuming these accounting-based measures are representative of
the return on equity, the results support the notion that the quality of governance is positively associated with returns to shareholders.
The significance of the quality of governance on the earnings-price ratio was
found to be more pronounced in Civil law countries than Common law countries. This implies that the importance of institutions is more pronounced in
weak investor protection environments than in countries with well-developed
legal systems.
The quality of the institutional environment positively impacts on shareholder
returns through reductions in transaction costs and agency costs. This two-fold
effect increases the profitability of firms and the demand for equity finance. The
empirical evidence suggests that institutional factors impact on the returns to
shareholders.
We stress that our findings are based on market-based measures of performance unlike previous studies 2000-2018 that find mixed results for the relationship between firm performance and corporate governance because they tend
to rely on book-based measures like ROA and ROE. This paper thus provides a
coherent methodology to researchers wanting to investigate corporate governance and performance within a market value context.
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Based on the results, the practical research significance of this article is the
finding that the use of market-based measures of performance would provide
clearer empirical results than the use of book-based measures. Both the use of
dividend yield and earnings-price ratio, which are market-based measures, yield
empirical results that clearly support the need for better governance to achieve
higher profitability. The findings also support the view that better quality of institutional governance would have more impact on profitability in environments
with weak investor protection as compared to environments with strong investor
protection.
Nevertheless, the finding of this article is limited by the confine of the data
and methodology used. Further research may like to consider a dynamic model
instead of a static model. A dynamic model would be more appropriate for the
period after the year 2002 considering that individual economies could be in
transition as new legislations to improved governance were introduced. That
may also entail some modifications to the variables used that are necessary for a
dynamic model. A more advanced econometric methodology would also be essential to estimate the dynamic model.
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