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ABSTRACT

Regulation and Firm Value:
Curious Case of Transparency and Disclosure Laws in Russia’

We provide novel evidence on the effectiveness of mandated changes in Russian
transparency and disclosure (henceforth T&D) rules in boosting shareholder welfare. We
focus on the staggered implementation of these T&D reforms initiated in 2002 and
implemented during 2003-07. Using difference in difference method, we find that the reforms
improved earnings quality, which on average reduced the operating performance (i.e.,
EBIT/Assets) of treated domestically-listed (relative to our control group of cross-listed)
Russian firms, but had no significant impact on their market valuation. We argue that low tax
alignment, where financial statements are not used for tax purposes, made it possible for
managers of domestically-listed firms to inflate pre-reforms earnings, which became difficult
post-reforms, leading to a drop in operating earnings. Yet, firm values, on average, remained
unchanged because the drop in earnings was roughly offset by a decrease in the required
market return due to more reliable accounting information post reform. Also, T&D reforms
had negligible effects on cross-listed firms that act as our control group. Further, for
domestically listed firms without a domestic controlling shareholder, post-reform reported
earnings did not drop, while firm value increased significantly. For the domestically listed
firms with a controlling shareholder, just the opposite occurred. Thus, a key finding of our
study is that a strong governance structure is a prerequisite for significant gains in
shareholder wealth following improved reliability of firm accounting information.
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1. Introduction

The trust an organization builds with its stakeholders is critical for its health and wealth. Yet,
trust in business is in dramatic decline all over the world, perhaps a result of companies' failure
to deliver on transparency. Transparency is a key driver of corporate trust/reputation,
nonetheless it is also an area in which companies commonly underperform. Thus, there is
increasing external and internal pressure on organizations to become more transparent, not only
from customers and employees, but also from other stakeholders such as investors and
regulators. However, many researchers believe that increased transparency will not deliver
greater understanding to stakeholders but will instead create a potentially significant
governance burden and could result in divulgence of commercially sensitive information.

In this paper we utilize a natural experiment — exogenous changes in the transparency
and disclosure (henceforth, T&D) law in Russia around the year 2002/2003 -- to study the
impact of exogenously mandated changes in corporate governance standard on Russian firm
performance.! We looked at two well-established measures of firm performance: total earnings
before interest and taxes divided by total assets (EBIT/Asset), and total market value of the
firm plus the book value of debt divided by total book value of assets (Tobin's Q). Our empirical
findings are striking, and at least to us, quite surprising: although we find a significant drop in
operating performance of only domestically listed (relative to cross-listed) Russian firms after
they start disclosing higher quality accounting information to the market, such high quality
disclosures does not significantly boost their firm value or Tobin's Q, on average.

This evidence suggests that before the enactment of this new T&D law, measures of
operating performance, which can be influenced by managerial discretion, are to a large extent
“manufactured numbers” for domestically-listed firms. Given a very inefficient Russian tax
enforcement mechanism during the 1998-2002 period, managers did not have to disclose
pertinent information about new deals signed and/or the sources of the additional revenues
and/or the sources of the new cost-cutting, and thus, these managers were able to inflate

reported earnings quite easily.> Given that most cross-listed Russian firms during this period

' We assume, in line with the existing literature, that the level of corporate transparency and disclosure directly affects the
outside investors' perception about governance standard of the firm. See, for example, papers by Becht et al (2003), La Porta
et al (1997), Fields et al (2001), Ali et al (2007) and Bae et al (2008).

2 Russian Tax Code is adopted and implemented in multiple stages: The first stage, enacted on July 31, 1998, defines and
regulates relationships among various agents involved in the tax system. The second stage, enacted on August 5, 2000, defines
specific taxes, rates, payment schedules, and detailed procedures for tax calculations. It is amended in 2001-2003 with
additions like the new corporate profits tax section and the new simplified tax system for small business. Around
the same time, Russia has modified its tax accounting from being “high alignment” to “low alignment”, which
means that financial accounting is no longer used to calculate taxable income, and it signals a fundamental shift
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were listed in London, Frankfurt and New York, it is expected that these firms were subject to
much more stringent disclosure rules and thus, had to provide high quality accounting
information prior to the Russian T&D reforms and as a result their performance remained
unchanged after the reforms. Once more stringent disclosure laws came into force, managers
of domestically-listed firms, found it increasingly difficult to inflate earnings and as a result,
their reported earnings dropped significantly in the post T&D reform era. But we do not find
any perceptible effect on Tobin’s Q in the full sample. The obvious question is how market
valuation may remain unchanged even when EBIT fell, at least for a large subsample of firms.

Suppose we view firm value as a multiple, m of total earnings (EBIT), where m is the
valuation multiplier defined by the ratio of price per share to earnings per share. The overall
effect of T&D on firm valuation would depend on how T&D affected both the valuation
multiple and reported earnings. An increase in T&D means that investors give greater credence
to reported performance numbers, which in turn lowers their required discount rate. Also, better
corporate governance practices in the post T&D years are expected to lead to more efficient
utilization of resources, which may in turn also lower the cost of capital and improve project
quality. Consequently, we expect that the valuation multiples of domestic firms should rise
after the TD reforms. However, the effect of increased T&D on reported earnings would depend
on reported earnings before the reform.

If prior to the required corporate T&D reforms, management was underreporting
corporate earnings, (while reaping excessive private benefits), then afterwards reported
earnings should rise. If, on the other hand, prior to mandated corporate T&D reforms,
management was over-reporting earnings (compensation & lacks tax enforcement), then
earnings should drop. However, if prior to mandated corporate T&D reforms, management was
neither over-reporting, nor under-reporting, corporate earnings, then earnings should remain
unchanged. Thus, we argue that rational investors recognized this inflation and accordingly
discounted these firms’ stated earnings to reflect the expected inflation to earnings. Therefore,
the simultaneous effects of these reform on valuation multiples and reported earnings of
domestic-listed firms offset each other, giving rise to an insignificant effect of the reform on
the market values of this sample firms.

Further we examine if the T&D reform necessarily resolves all the governance

problems. In particular, we consider the possibility if the presence of controlling owners may

in reporting incentives. See, for example, Schneider and Enste (2002) have argued that the size of Russia’s shadow economy
is about 44% of its GDP in 1998-99, which primarily includes legal activities like tax evasion.
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give rise to serious governance problems (Morck et al. 2005). One could identify at least three
possible mechanisms in this respect: (i) controlling owners may have much more control than
cash flow rights (they typically have little real capital invested in the firm), which creates
agency and entrenchment problem simultaneously. (ii) Controlling shareholders can divert
corporate resources for private benefits using transactions within the pyramidal group. The
result is a poor utilization of resources. (iii) Political influence, e.g., ‘President’s allies’
(endemic in today’s Russia) is plausibly related to what one controls, rather than what one
owns.

Accordingly, we next distinguish between firms with/without controlling owners.
While state is the controlling owner in all state firms, some of the private firms too had
controlling owners with links to President Putin. In the subsample of Russian domestic firms
without controlling owners we find no such decrease in reported earnings, but a significant
increase in valuation. After the implementation of T&D laws, reported earnings fell in the
subsample of Russian domestic firms with controlling owners and no change in valuation was
observed. We believe this earning drop roughly offsets the increased valuation multiple for
these owner-controlled firms, resulting in no valuation change on average. These results
suggest that T&D reform does not affect the decision making in state firms or in closely held
private domestic firms.

T&D should increase investors’ willingness to invest in projects that have relatively
longer duration and projects that are relatively riskier.> Typically, these types of investments
help firms to secure long-term steady growth in cash flow. Also, high quality disclosure has a
self-disciplining effect on managers — they become extra vigilant and in this process lower the
likelihood of an inadvertent waste of resources. Disclosure also enables analysts to assess the
firm value more accurately reflected by its stock prices and facilitates directors to make more
informed decisions for maximizing shareholders’ wealth and firm value. The bonding
hypothesis (Siegel, 2005) suggests that managers will adhere to stricter regulatory regimes
when their firm is cross-listed, because they will face the regulation and corporate governance
codes of their home country as well as the foreign market.

Nevertheless, high quality T&D has its dark sides too. For example, too much disclosure
of pertinent information to the outside investors can help rivals to respond more effectively to
the firm’s actions (Hermalin & Weisbach, 2011). This can then result in a loss of market share,

reduced economic profit and consequently, a decline in firm value. As a result firms may adopt

3 See, for example Johnson et al (2000) for a discussion on Asian Financial Crisis and the role of information.
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lower than optimal T&D to prohibit too much disclosure. There are other possible frictions as
well. First, firms may adopt lower-than-optimal T&D because they are concerned that if they
disclose too much information relative to their rivals then a lower firm value can result, which
is an example of a variant on the prisoners' dilemma problem. Here, an exogenously mandated
T&D law can improve welfare by making all firms disclose similar levels of information and
thereby removing the “perceived disadvantage” associated with unilateral adoption of a high
T&D strategy. A lack of transparency can sometimes arise due to agency conflicts. In such
cases, exogenously imposed regulatory changes requiring greater T&D may prompt adverse
reactions from these agents-in-control, which could lead to a fall in firm value. The danger of
increasing public information can arise if agents are likely to overreact, especially if these
agents have their own private information. In such cases, the effect of noise can be magnified
(Morris & Shin, 2002). Too much disclosure may likewise affect managerial incentives
concerning project selection and risk taking (Goldstein & Sapra, 2013). Thus the benefits of
such regulations may be outweighed by the costs generated by such adverse reactions.*

Taken together, the net effect of disclosure on firm performance remains ambiguous.
This motivates our investigation of whether exogenously mandated improvement in T&D
would necessarily enhance firm performance. The Russian T&D law change in 2002 represents
an informative quasi-natural experiment that we exploit to identify the causal effects of more
transparency and disclosure. The companies studied here are included by Standard and Poor's
T&D data for the period 2003-2007. The sample companies listed as of 2003 account for more
than 80% of the cumulative market capitalization of the Russian stock market as of 2007 and
are all subject to the newly introduced T&D law.

Our identification strategy exploits the staggered adoption of T&D rules between 2003
and 2007, using the survey of seventy top listed Russian firms (see section 2 for further details)
by Standard and Poor (S&P afterwards). We hand-collect this disclosure information from the
S&P’s annual yearbooks. Given that the timing of a firm’s adoption of T&D rules over the
2003-07 event window can be non-random, we employ an instrumental variable (IV) that
predicts a company’s adoption of the disclosure rules. In this respect, we exploit the variation

in the adoption of the T&D rules among firms with varying growth opportunities, liability ratios

4 Usually outside investors who supply funds to a firm have very little say in day-to-day decision-making /
investment activities of the firm. When these decisions are taken by hired agents, they potentially may have quite
different objective functions than the financiers. See, for example, Hermalin and Weisbach (2012) and Banerjee and
Masulis (2014) for detailed discussion.



and a local law and order index to develop a predictive model of rule adoption based on Berglof
and Pajuste (2005).

Finally, we identify the effect of (T&D) adoption scores (using the instrument generated
at the first stage) by firms on their operating performance and stock valuation performance
measures, after controlling for firm and sector characteristics, which can also influence firm
performance. In this respect, we consider the domestic-listed Russian firms as the treatment
group, while cross-listed Russian firms are the control group.’ The underlying assumption is
that cross-listed Russian firms are subject to more stringent international regulations (Siegel,
2005) compared to their purely domestic counterparts and thus, cross-listed firms will be
relatively unaffected by the introduction of T&D rules in 2003. Using firm-level panel data for
the period 2000-07,% we then use difference-in-difference (henceforth, DID) models to compare
the selected performance measures of treatment and control firms before and after this reform.
7

One possible concern with the choice of these treatment/control groups is that the
decision to list on a domestic/foreign exchange is generally not a random decision. In fact, it
can depend on the expected costs and benefits of joining a tightly regulated foreign stock
exchange (e.g., Karolyi (2006). To allay concerns about this potential endogeneity bias, we
only consider those Russian firms, which were already listed on any domestic and/or
international stock exchange before 2003, i.e., a year before the effects of corporate governance
reforms are reflected on firm balance sheets. Thus, the timing of being listed precedes the
timing of the introduction of the reforms in our analysis, which arguably would help us to
minimize any potential bias in our estimates.

Later we test the robustness of our estimates in a number of ways; specifically by (i)
dropping the firms that cross-listed in the post-2003 years; (ii) dropping larger firms; (iii)
accounting for the presence of controlling foreign owners in domestically listed Russian firms.
In order to limit any biases arising from unobserved industry-level factors, we not only employ
industry fixed effects, but also industry*year fixed effects to control for unobserved industry-

level time trends. Note that the error terms are likely to be correlated at the firm level, since

5 Since 1996 a growing number of Russian firms got listed in various international stock exchanges -- particularly
in the NYSE and the London Stock Exchange (LSE) in a bid to seek credibility and deeper liquidity, which Moscow
exchanges could not provide. These firms are partly regulated by the US Rule 144A and rules governing GDR,
which are more stringent than the Russian CG laws.

¢ We exclude the year 2008-09 as the Russian economy was hard-hit by the 2008 financial crisis -- an exogenous
shock that could have contaminated our effort to capture the impacts T&D reform on Russian firm performance.
7 We also tested for the parallel trends between the domestic and cross-listed firms ensuring that these two groups
of firms only differed in the treatment.



firms that abide by the CG law in period 1, are also likely to do so in period 2 and so on.
Therefore, clustered standard errors at the firm level (e.g., Bertrand et al., 2004) are used to
reduce any estimation bias arising from this serial correlation.

Our analysis contributes to a sizable and growing literature on corporate governance.
Schleifer & Vishny (1997) highlight the beneficial influence of strong corporate governance
laws on firm performance and value.® While the earlier literature tends to focus on the
separation of ownership and board composition in line with an agency theory perspective (e.g.,
Jensen & Meckling (1976), the focus in the 1990s shifted to the effects of differences in the
legal rules that define creditor and shareholder rights (e.g., La Porta et al. (1998) and others).
More recently, attention has turned to assessing the importance of various government
regulations including T&D laws. Patel et al (2002) is one of the first US studies to show that
firms with good T&D have a lower equity cost of capital. Gompers et al (2003) included T&D
as one component of their corporate governance indices and reported that stronger shareholder
rights in the U.S. led to better firm performance.

Turning to the limited work on Russian corporate governance, there are three recent
studies, namely, Black et al (2001), Black et al (2006) and Goetzmann et al (2003). While
Black et al (2001) use a single cross-section of 21 Russian firms in 1999, Black et al (2006)
use pooled OLS with fixed and random effects estimates for sample firms over 1999-2004 to
estimate a macro effect of their corporate governance index on firm value, which however,
suffers from an endogeneity bias. While the beneficial effects of CG reforms appear
pronounced using OLS estimates, the estimated effects are greatly reduced in the fixed effects
estimates Black et al (2006) use. However, their study tends to highlight the beneficial effect
of the reforms on firm values and does not address any concern arising from the endogeneity
of corporate governance index.

We extend the existing literature in a number of ways. Most importantly, we argue that
there can be circularity between implementation of the CG reforms and firm performance.
Hence, we use a quasi-natural experiment to break this circularity to establish the causal effect
of the reforms on selected firm performance measures. In this respect, we exploit the variation

in the performance measures between domestically listed treated firms and cross-listed control

8 There is evidence from around the world that firms with better corporate governance practices enjoy lower cost
of capital La Porta et al (2000); Ashbaugh et al (2006); Errunza et al (2001); lower credit rate spreads (Yu, 2005) and
Brown (2006).



firms to identify the differential effects of the reforms on both types of firms, using a difference-
in-difference approach.

We find that the reforms were successful in improving accounting accuracy, but were not
fully successful in strengthening governance for these sample firms. Since the domestic
Russian firms inflated earnings in the pre-reform years, 2002 adoption of the T&D rules
resulted in a significant drop in reported earnings by domestically listed firms, especially
among state-controlled firms. In contrast, the reforms boosted earnings quality. These results

highlight the limits of these reforms.

2. Data

Our main information sources are the Bureau Van Dijk’s OSIRIS database with firm-level data
on Russian energy and non-energy companies and for company transparency and disclosure
information, the S&P annual yearbooks of Russian companies, which are widely used data
resources for academic research on Russian firms.® We use the S&P’s T&D data available for
the period 2003-07. T&D data covers various indices on ownership structure, shareholder
rights, financial and operating performance, and board and management structure and
processes. We merge the T&D data compiled by S&P with firm-level accounting data extracted
from the OSIRIS database available from Bureau van Dijk. Then we construct a composite
T&D scores -- obtained by using factor analysis of these available indices, which allows us to
test our central hypothesis that better T&D improves a firm's performance in Russia. We
provide a detailed description of the construction of our two transparency and disclosure
measures, specifically a T&D score and a T&D reform indicator in Appendix 1.

To obtain information on the dates that Russian firms initially listed internationally, we
rely on the Initial Public Offering (IPO) data from Price Waterhouse Coopers (2008). Our
analysis of the T&D reform data covers the period 2003-2007, while our binary corporate
governance reform indicator covers selected Russian firms between 2000 and 2007, which is a
period of rapid economic recovery (preceding the financial crisis of 2008) under President

Vladimir Putin.

% See, e.g., Black (2001); Klapper and Love (2002); Goetzmann, Spiegel and Ukhov (2004); Black, et al (2006);
and Black, Love and Rachinsky (2006).



2.1. Transparency Indices
Our primary data source for the characteristics of Russian companies is the S&P’s annual T&D
indices, consistently constructed for the 80 largest Russian companies with the most liquid
stocks over the period 2003-2007 (It represents 80% of cumulative market capitalization of
Russian stock market in 2007). These indices pertain to the adoption, rather than the
introduction of the reform. Using (2003-2007) S&P annual reports, we analyze the following
T&D indices:

e T&D financial and operational information

e T&D ownership structure and shareholders rights

e T&D board and management structure
We then used the principal component analysis to generate a composite T&D score. The
Russian firms adopted these reforms over the 2003-07 period. By 2007, our entire sample of
firms adopted the reforms, although the extent of adoption varied somewhat across the firms.

S&P applies two criteria in selecting companies for inclusion in its database: size and
liquidity. As a rule, the stock’s liquidity is a positive function of company size, except in cases
of minor free-float, i.e., when only a small fraction of a firm’s shares are publicly traded. Each
T&D index is based on about 30 survey questions for each of its components: T&D financial
and operational information, T&D ownership structure and shareholders rights, T&D board
and management structure. These questionnaires (see Appendix 1) are circulated to the top
Russian firms in various industries like telecommunications, energy, manufacturing, and
advertising. The S&P database is based on information taken from three major public
information sources: annual reports, web-based company disclosures, and public regulatory
reports. S&P views corporate transparency as an important factor affecting a firm’s
attractiveness to investors and an important element of corporate governance. The study
includes approximately 70 of the largest listed companies with the most liquid assets.
Companies included in the survey account for about 80% of the cumulative capitalization of
the Russian stock market and these companies represent a major portion of the Russian
economy in terms of assets and operations.

Figure 1 shows the trends in the T&D indices over the sample period. Clearly, the energy
sector's average composite T&D index rose from 40% in the first two years after the
introduction of the CG reform to around 55% in 2007. Although non-energy companies have
a higher average T&D level than energy companies in 2003, by 2007 energy companies are

very similar to non-energy companies, highlighting that the composite index of transparency



rose faster in the energy sector over this 4-year period. Although Russia adopted a “comply or
explain” (COE) approach, it appears that the law’s adoption is incentive compatible, as an ever
increasing proportion of these sample firms adopted T&D rules to facilitate their external
capital raising. By 2007 all of the sample firms had adopted these rules, so concerns about
implementation of this law should be quite limited.'®

We use the composite disclosure index to create an indicator variable TD-Dummy to
show a firm’s the adoption/implementation of the reforms.!! The indicator takes a value 1 if
the composite T&D score was positive during 2003-07 and 0 otherwise. We also construct an
indicator variable to capture the law’s introduction (rather than the adoption of the reforms)
which we title Reforms 2003. It takes a value 1 for the 2003-07 period and 0 otherwise. An
alternative reform variable that we use in robustness is called Reforms 2004. It takes a value 1
for 2004-07 and O otherwise. This indicator assumes that the effect of the reforms is first

realized in a firm’s 2004 financial statement.

2.2 Firm Performance Measures
We use two alternative indices of firm performance - one market based and one accounting-
based. Tobin's Q is a widely used market-based measure of firm performance. For detailed
explanation for its use, see Mueller and Reardon (1993), Denis and McConnell (2003) and La
Porta et al. (2002). Tobin's Q is defined as a firm’s equity capitalization plus book value of
debt divided by book value of total assets. We also use earnings before interest and taxes
(EBIT) divided by book value of total assets, which we label ROA, as a measure of firm’s
operating performance. The underlying idea is that EBIT is amenable to earnings manipulation,
while the numerator of the Tobin's Q measure is market determined. As such a comparison of
the estimates of Tobin's Q and ROA before/after the reform can help detect accounting
manipulation.

Figure 2 shows the trends in annual average ROA and Tobin's Q for our full sample.

Note that we have multiplied the EBIT to total assets ratio by 10 to make these figures

19 For the period as a whole, the average values of T&D indices as well as performance measures tend to be higher
among the non-energy sector firms. However, we need to bear in mind that the observed T&D scores are not
random as the Russian firms have some discretion in their adoption of the T&D rules, especially given the soft-
law approach to implementation of Russian CG codes within 2003-07; however, all sample firms adopted the
reform by 2007; we accordingly adopt our methodology to reflect this staggered implementation of the reform
(see further discussion in the methodology section). This is further discussed in section below.

'Note that there is a high degree of correlation among different components of the T&D reform: firms who have
high scores in T&D in financial and operational procedures, also score highly in T&D ownership and T&D Board
Management. As such we are unable to include these three scores simultaneously in our analysis.
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comparable with the Tobin's Q figures. Clearly there is a dip in ROA around 2002-2003 as the
T&D reform legislation is enacted, then ROA improves marginally during 2004-2006, but
drops thereafter. In contrast, Tobin's Q steadily improves from 2002 onwards. Over the full
sample period, Tobin's Q increases from an average of 0.79 in 2000 to an average of 2.21 in
2007. The question is whether these patterns remain, after we control for all the other factors
that could also affect firm performance. In order to address this question, we move to a
multivariate regression analysis described in sections 3 and 4.
Insert Table 1

Table 1 summarizes the descriptive statistics for the two firm performance measures and
the other control variables in our sample. Note that the average value of Tobin's Q is generally
greater than one for our sample, suggesting that the market value of a company is generally
greater than the book value of its recorded assets. The average values of various T&D indices
are approximately 50% for all industries taken together; the latter suggests that even when a
firm adopts the rules, they only adopt approximately half of the T&D provisions covered in the
questionnaire (see the Appendix). In comparison, the average T&D scores are slightly higher
for the non-energy sector firms relative to energy firms.

Turning to other firm characteristics, we see that the average total liabilities to total assets
ratio is about 0.45. We measure market concentration using a Herfindahl index of publicly
listed firms.'?> Table 2 shows that the average Herfindahl-index is high for all the industry
sectors considered in our analysis, implying a weak competitive market environment in Russia
for most industrial sectors. We also control for how long a firm is publicly listed. Table 2 shows
that the average age of the sample firms in our study is 19 years. Examining company age by
sectors, we see that firms in the oil-and-gas production sector have an average age of 6 years,

while companies in the utilities sector are much older with an average age of 30 years.

2.3 Identification and the Quasi-Natural Experimental Set-up

In this section, we explain how we can exploit the exogenous shock associated with the
introduction/adoption of the 2003 Russian T&D rules as a quasi-natural experiment with a view
to identifying the causal impact of the reform on selected indices of firm performance. To this
end, we use the binary variable TD-Dummy to account for the adoption of the reforms by

sample firms during this five year period.

12 As a rule of thumb, a Herfindahl index below 0.10 signals low market concentration, while a Herfindahl index
above 0.18 signals high concentration. An index value falling between 0.10 and 0.18 indicates that the industry
is moderately concentrated.
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Our analysis begins just after Vladimir Putin came to power in 2000 and led Russia
through a period of rapid economic recovery following the 1998 Rubble crisis. During this
period a growing number of large Russian firms cross-listed on foreign stock exchanges.
Internationally most cross-listed Russian firms chose to list on either the London Stock
Exchange (LSE) or one of the major US stock exchanges. Firms from emerging markets such
as Russia that traded on the LSE used of Global Depository Receipts (GDRs) introduced in
2001. In addition, foreign firms listing in the US must have followed Rule 144A.'3 Further,
Sarbanes-Oxley Act or SOX was enacted in the US in 2002, which required new or enhanced
standards for all U.S. public company boards, management and public accounting firms. As a
result of SOX, the CEO and CFO are required to personally certify the accuracy of the firm’s
financial reports. Penalties for fraudulent financial activity are also substantially toughened. In
addition, SOX increased the independence of outside auditors who review the accuracy of
corporate financial statements, and increased the oversight role of boards of directors. In
comparison, the listing requirements in domestic Russian exchanges were lax.

In analyzing the impact of the T&D reforms for Russian firms, we view the purely
domestically listed Russian firms as the treatment group, and the cross-listed Russian firms as
the control group, as they are unlikely to be affected by the 2003 T&D rules. Subsequently a
comparison of selected firm performance measures for treatment and control groups
before/after the introduction of the reforms, enables us to identify the causal (differential) effect
of the reforms among the treated domestically listed Russian firms in our sample.

We use the Initial Public Offering (IPO) data available from the Price Waterhouse
Coopers (2008) to identify the first year of listing on an international stock exchange. As
indicated above, focusing on sample of firms covered by S&P over 2003-07 means that all the
firms in our sample must be listed by 2003, before the impacts of the T&D reforms are realized.
It is also noteworthy that only about 19% of the 80 Russian firms in our sample are
internationally listed by 2003.

An important identification assumption for the successful implementation of the
difference-in-difference method necessitates that the treatment and control groups of firms
differ only due to the treatment (which is the introduction/adoption of the reforms in our case).
In other words, the following conditions must hold: (i) impact of time is constant across

treatment and control groups (domestic/ foreign) and (ii) impact of group is constant across

13 Rule 144A permitted firms to raise capital from “qualified institutional buyers" (QIBs) without requiring
registration of the securities and elaborate compliance with U.S. GAAP. This rule was implemented in 1990.

12



time. This is often termed the parallel (or common) trend condition, which we test later in our

analysis (see Table 5 and further discussion in section 4).

2.4 Descriptive statistics

Table 2 compares the means for selected characteristics of foreign and domestic listed firms in
our sample. In general, domestic-listed Russian firms tend to be older and slightly larger and
also have a slightly higher debt to assets ratio; also note that these mean differences are
statistically significant in our sample. The same cannot be said for all the outcome variables in
our sample. While the mean values of the Tobin's Q and the ROA ratios in the pre-2003 period
are somewhat different for domestic versus cross-listed Russian firms, the difference is never
statistically significant for any of these indices in the pre-reform years. When we compare the
means of these two performance measures among domestic and cross-listed firms in the post-
reform years 2003-07, we obtain quite different outcomes. While the average performance goes
up for the domestically listed Russian firms in the post-reform years using either performance
measure, the difference is only statistically significant for Tobin's Q ratios in our sample.

Insert Table 2

There is one possible concern with these findings, which is linked to the fact that both

2

performance measures involve “assets,” which are subject to manipulation. So before we
proceed with our analysis, it is important to evaluate whether a firm’s total assets remain
relatively unchanged following the reforms (i.e. no adjustment in the typical firm’s disclosure
of total assets). A simple mean comparisons using a conventional t-test shows that the average
total assets or growth in total assets (defined as annual rate of change of total assets) does not
change significantly after the introduction of the T&D reforms (see table A4) regardless of the
reforms measure used. We next regress the TD-indicator as well as Reforms on the log of total
assets, after controlling for firm, year or alternatively “firm times year” fixed effects. It follows
from Appendix Table A5 that both measures for T&D reforms remain insignificant (although
the estimated coefficient is positive) in each case. So there is no evidence to suggest that the
typical firm’s total assets changed significantly in the post reforms period for our sample.

Accordingly, we proceed to compare changes in EBIT and market capital among domestic and

cross-listed firms before/after the reforms.

13



3 Methodology

Our primary objective is to identify the causal effect of the introduction of T&D rules on firm
performance in Russia by exploiting the inter-firm variation in the adoption of T&D rules in
our sample. In this respect, we utilize the natural experiment framework (see discussion in
section 2) and estimated a difference-in-difference model of performance, exploiting the
variation in firm performance between domestic (treatment group) and cross-listed (control

group) Russian companies before and after introduction of the T&D rules (see section 3.1).

3.1 Difference-in-difference estimates of firm performance
Given that a growing number of Russian firms, especially the larger ones, started gaining
international listing status beginning in 2000 and they are differentially affected by domestic
and international corporate governance codes, we treat the internationally listed Russian firms
as our control group. Use of S&P's sample ensures that all sample firms are listed on some
Russian stock exchange by 2003. We then code any of these sample firms as internationally
listed only if they are listed on a major foreign stock exchange by 2003 (before the introduction
of the reform). This is because the likelihood of being listed internationally is unlikely to be
random; it is a matter of choice made by these firms (which increases its value). As such, we
ensure that the timing of listing (domestic/foreign) precedes 2003, the year when the CG
reforms went into effect, which is disclosed in firm annual financial reports. We argue that this
restriction helps us to allay concerns about the potential simultaneity bias, if any, arising from
simultaneity between the likelihood of being listed and the effect of the reform. '*Accordingly,
we create a binary variable ‘Domestic’ that takes a value 1 if by 2003 a sample firm is only
listed domestically on a Russian stock exchange and O if listed internationally. This allows us
to exploit the variation in the adoption of CG codes (captured by TD-Dummy) between
domestic and cross-listed (captured by Domestic) Russian firms to identify the differential (and
causal) effect of the CG reform on firm performance. To avoid endogeneity concerns about the
timing of a company’s adoption of the T&D reforms, our analysis focuses on a comparison of
years 2003 and 2007, when the full sample of domestic firms had adopted the T&D reforms.
We exclude firms that list internationally between 2003 and 2007.

We begin our analysis using the two-period firm-level data to compare two widely accepted

firm performance measures, Tobin’s Q and EBIT /Assets (at the mean level) in the pre and

14 Later on we also test the robustness of our estimates by dropping the Russian firms which became internationally
listed in the post-2003 period.
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post-reforms period across domestic and internationally listed Russian firms. Our objective is

estimate the differential effect of CG reforms on treated domestic firms.

Tobin’s Q Pre Post Difference
Domestic (treatment) 0.73 1.70 -0.97
Foreign (control) 0.93 2.87 -1.94
Difference -0.20 -1.17 0.97

First, considering Tobin’s Q, we observe the following: (i) Counterfactual 1: Pre-intervention
difference between treatment and control is -0.20. (ii) Counterfactual 2: control group time
difference is -1.94, which estimates the difference for the treatment group in the absence of the

intervention. (iii) The estimated intervention effect is 0.97 for the treatment group.

EBIT/Assets Pre Post Difference
Domestic (Treatment) 0.13 0.135 0.005
Foreign (Control) 0.07 0.127 -0.057
Difference 0.06 0.008 -0.052

Next we turn to the earnings based performance measure and find that the impact of the reform
is quite different for earnings; (i) pre-intervention difference between treatment and control
firms is 0.06; (ii) the change in operating performance for the control firms after the reforms is
-0.057, which estimates the performance of the treatment firms without the intervention. (iii)
Thus, the estimated intervention effect for the treatment group is -0.052.

Since these are bivariate mean comparisons, we need to reassess these finding in a
regression framework to better identify the differential impact of the reform on operating
performance and Tobin’s Q of domestic listed firms relative to foreign listed Russian firms,
after we control for all other factors that can influence these firm performance measures. To
this end, we use a difference in difference (DID) model using firm-level panel data for 2000-
07 period. The DID method we use is in its simplest form, largely a two-period panel data
model with fixed effect. It assumes the treatment status (relative to control group) before and
after the introduction of the reform. Since we have yearly data for 2000-2007, we consider a
variant of the DID model using annual panel data for the full sample. Accordingly, we specify
a DID model for the selected indicators of firm performance, Tobin’s Q or EBIT/Assets of the

i-th firm in year t as follows:
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Qit = Pro X TD-Dummy; + Bp x Domesticit + Brop X (TD-Dummy;xDomestici) + Bx Xic1 +

Sector; + T + (DisTy) + Uit ......... Eq. (2), t = 2000......20007.

The variable of interest is the estimated coefficient of the interaction term Prpp, which
determines the differential effect of the implementation of the T&D reforms on the
performance measures of domestic-listed firms in our sample, controlling for all other factors.

Consistent estimate of Prpp from equation (2) necessitates that our central arguments,
namely TD-Dummy and Domestic dummy are not correlated with the error term. An essential
precondition for ensuring this is that the parallel trends in outcome variables are the same for
treatment and control groups and also that there are no spillover effects (only the treatment
group received the treatment and control group does not). Using repeated firm-level
observations over time, we estimate a separate regression to test the parallel trend assumption
using annual data in our sample. Since our sample firms adopted the T&D reforms in the 2003-
2007 period, we include all the time interactions from 2001 to 2007. The results summarized
in Table 5 suggest that the interaction terms (Domestic* Year) are never statistically significant.
Thus, we conclude that the control and treatment groups meet the parallel trends assumption.

In order to identify the causal effect of the intervention in a natural experiment framework,
we need to control for a wide range of observable and unobservable factors so as to ensure that
the treatment and control groups are identical in all other ways (except by the intervention).
The set of variables X includes firm size (measured by log of total assets), firm age (measured
in years), and intangibility ratio (intangible fixed assets to total fixed assets). Choice of these
variables has been guided by the literature, e.g., Franks and Mayer (2002), Rajan and Zingales
(1995), and Booth, et al. (2001), de Haas and Peters (2004), Cole (2008) and Driffield and Pal
(2010).

Since our methodology focuses on comparing between domestic and cross-listed Russian
firms, we employ group (defined by whether a firm is domestic or cross-listed) fixed effects
(rather than firm fixed effects which instead focus on the within firm variation of performance
over 2000-07) estimates. We also control for the industry/sector and year fixed effects to
control for time invariant sector/year specific unobservable variables that could be significant
in explaining firm performance. In particular, sector controls capture the effects of unobserved
sector wide factors including taxes, and/or any other exogenous shocks that may affect
performance. Further, we include (Industry * Year) fixed effects to control for industry-specific

unobservable time trends (e.g., any shock introduced by changes in oil price) that may also
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play an important role in explaining firm performance measures during this critical phase of
economic development in Russia.

One possible problem with DID model using panel data is that it ignores the autocorrelation
in the errors of the within firm-year cells. We use cluster bootstrap (which maintains the
autocorrelation structure by keeping all the observations for a given firm together) to redress
this estimation bias (e.g., see Bertrand et al. 2004). This is an improvement over the standard
procedure of cluster-robust standard errors which may not work well when number of clusters

is small; thus the cluster bootstrap procedures provide an asymptotic refinement.

3.2. Addressing endogeneity

We estimate firm performance as a function of T&D adoption. Given the staggered
introduction of T&D reforms over 2003-07, the timing of reform adoption before 2007 is a
matter of firm choice and as such it is unlikely to be random. There are several possible avenues
for endogeneity to arise here: (i) timing of the adoption could be simultaneous with firm
performance: just as adoption affects performance, performance can also affect adoption. (ii)
there can be some firm-level omitted variables, either observable or unobservable, e.g.,
ownership structure indicating voting and cash flow rights of controlling owners. If this is
correlated with reform adoption, the OLS efficiency condition that cov(x, u) = 0 is violated in
the firm performance equation. In order to address these endogeneity concerns, we use an
instrumental variable approach with 2SLS estimation, which is common in the literature.

We argue that the costs and benefits of disclosing more information are heterogeneous
across firms. Thus, in addition to various controls for firm characteristics like firm size, age,
R&D share (labelled as intangibility) and the industry’s Herfindahl index level, we use the
following identifying variables to determine firm’s adoption of T&D rules following Berglof
and Pajuste (2005): a firm’s liability ratio, growth of sales and the law and order index for
Russia over 2003-07. Clearly the law and order index of the country over 2000-07 is crucial
since we expect greater reform implementation as overall law and order conditions improve.

Second, we expect firms with greater leverage to be less inclined to adopt the
transparency and disclosure rules because it could reveal a firm’s more serious financial
difficulties to the market. A fast growing firm with greater growth of sales may be reluctant to
disclose financial information, since the firm may reveal valuable information competitors

about its product market performance. Without an external financing need, there is no obvious
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benefit from this disclosure, while there can be substantial costs of revealing information to
competitors.'>

Nevertheless, while recognizing the prior incentives, a firm’s disclosure calculation is
likely to change as most firms in the country adopt these rules. Accordingly, we first determine
the TD-Dummy variable, i.e., the adoption of T&D rules by a firm, even if partially, for a panel
regression with either firm, year and also firm*year fixed effects. These fixed effects control
for omitted firm, year and also firm-level time varying unobserved factors, thus helping us to
minimize any omitted variable bias in our estimates. We use the first-stage estimates of the
TD-Dummy to generate its predicted value. These predicted values are then used as an
instrumental variable (TD-Dummy-IV) for determining a firm’s performance measures in the
second stage equation. The underlying logic behind this approach is that after controlling for
all the relevant observable and unobservable factors influencing TD-Dummy, the errors in the
predicted T&D scores can be considered random in determining firm performance in the
second stage. We perform several tests (including those for instrument validity, instrument

relevance and over-identification) to assess the validity of our IVs in section 4.

4. Results and discussion
This section presents and analyses the estimates of Eq. (1) for our sample. We present our main

results and also various robustness tests.

4.1. Determinants of T&D adoption
Table 3 summarizes the estimates of TD-dummy which is an indicator of the staggered

adoption of the T&D reforms by our sample firms over the 2003-07 period.
Insert Table 3
After controlling for various firm-level characteristics, we focus on the estimates of the

identifying variables. First, a higher value of the law and order index is associated with a greater

likelihood of adoption, while a higher value of a firm’s total liabilities is associated with a

ISWe test that the first stage identifying variables are relevant for the firm’s adoption of the reforms (first stage)
and are also uncorrelated with the estimated residuals of the firm performance measures (second stage). See further
discussion in section 4.
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lower likelihood of adoption. The signs of these estimates are consistent with our expectations.
The coefficient estimate of sales growth is negative, although statistically insignificant. As
such, there is no evidence that sales growth has a significant impact on the likelihood of T&D
adoption among our sample firms.'® We use these estimates to predict the value of the TD-
Dummy labelled as TD-Dummy-IV, which we used to estimate firm performance in the second

stage.

Insert Table Al

First, we need to show that firm performance does not depend on these identifying
variables (the second stage dependent variables) — tests for the validity of this condition are
shown in Appendix Table A1l for both EBIT share and Tobin’s Q. Note that none of the
instruments are individually significant in determining a firm’s performance in our sample
period.

Second, we test the relevance condition of the instruments, which is essential for the
efficiency of the performance estimates in the second stage. A test of instrument relevance
relies on the joint test of significance of the three identifying variables in this case, i.e.,

(1) laworder =0
(2) totalliab_totalassets = 0

(3) growthsales =0

The resultant F-statistic is F(3, 41) = 7.48, which allows us to reject the null hypothesis at
the 1% level of significance. Although the growth of sales variable is insignificant individually,

jointly all three instruments are statistically significant.

Insert Table A2
Third we test for instrument validity. It is not possible to directly test the assumption
that cov(z, u) = 0 because the error term is unobservable. We can use a naive regression to
show that the instrument TD-Dummy IV is orthogonal to the estimated residuals of two firm
performance regressions. For this purpose, we regress TD-Dummy IV on the estimated
residuals obtained from the two firm performance regressions (see Appendix Table Al). The

t-statistic associated with TD-Dummy IV is low and statistically insignificant in Table Al.

16 Note however that all the instruments including growth of sales are jointly significant in determining adoption
of the reform (see the instrument relevance test in Section 4).
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Further, the estimated F-statistics for TD-Dummy IV=0 are 0.05 and 1.151 respectively for the
EBIT share and Tobin’s Q regressions, thus, supporting orthogonality, and failing to reject the
exclusion restriction. While it is not possible to prove that the instrument meets the exclusion
requirement, we do find weak support for the instrument meeting the exclusion restriction in
these two firm performance regressions.

Given that we use three instruments to determine one potentially endogenous variable,
the adoption of T&D reforms, we also need to conduct an over-identification test. Intuitively,
the test of the over-identifying restrictions evaluates whether all possible subsets of the
instruments that facilitate identification yield very similar estimates. In the population, these
different subsets should produce identical estimates if the instruments are all truly exogenous.

The relevant Hansen J statistics for EBIT share and Tobin’s are shown below

Ebit_ta: Hansen J statistic (overidentification test of all instruments): 0.365
Chi-sq(1) P-val = 0.54563
Tobin’s Q: Hansen J statistic (overidentification test of all instruments): 0.965

Chi-sq(1) P-val = 0.32602

The null hypothesis for each performance variable is that J =0, that is, the over-identification
restrictions are valid. Since the p-values of the EBIT share and Tobins’s Q are respectively
0.55 and 0.32 in our sample, we accept the null hypothesis.

While some researchers have reservations about the usefulness of these tests, all the
above evidence taken together fails to reject the exogeneity of the instruments used here and
also clearly supports the IVs relevance and validity, implying that these IVs do not directly

impact the selected indices of performance.

4.2. Pre-reform comparisons of domestic and cross-listed firms

Table 4 compares the performance estimates of domestic firms (as captured by the dummy
Domestic) in the pre-reform years 2000-02 relative to those for the cross-listed firms (our
control group), after controlling for firm size, age, intangibility ratio and industry sector.

Columns (3)-(4) show the estimates for pre-adoption years, which vary over our sample firms.

Insert Table 4
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Ceteris paribus, the estimated coefficient of Domestic is negative and significant in the Tobin’s
Q regression in column (1), but positive and significant in determining EBIT/Assets in column
2. There is thus evidence that domestic-listed Russian firms (relative to the cross-listed ones)
had a significantly lower market valuation, but a higher EBIT/Assets ratio in the pre-reform
years, holding other factors constant. We obtain similar results when we consider pre-adoption
years for our sample firms (see column 4 estimates). In other words, these results highlight the
evidence of earnings inflation among domestic-listed Russian firms in the pre-reform years,
which was feasible given that firm financial statements were not used for tax purposes
(Goncharov and Zimmerman, 2005). The latter was facilitated by change from a ‘high’
alignment to a low tax alignment regime as of 2001. This allowed senior executives to
aggressively inflate firm earnings/profitability for various reasons (e.g., see Healy and Wahlen,

1999), which was highlighted in the U.S. by the Enron, WorldCom, McAfee etc. scandals.

4.3. Difference-in-difference estimates of firm performance
The main question that we examine here is whether the adoption of the 2003 T&D reforms
(which is first noted in 2004 firms’ balance sheet data) has a significant impact on our measures
of performance for our sample firms. Theoretically, we argue that the sign of the overall effect
can be ambiguous since the beneficial effects of the CG reforms can be more than offset by the
negative effects of T&D reforms. In this section, we use our data to explore if the effects of the
reforms on firm performance are beneficial or not.

Before proceeding to discuss the DID firm performance estimates, we do a simple test

of the parallel trends assumption in our sample.

Insert Table 5

Table 5 summarizes these estimates where we regress performance measures on domestic and
year dummies and also the interactions of the domestic dummy with each of the year dummies.
The table shows that the interaction terms (Domestic*Year), t =2001...., 2007 are statistically
insignificant, suggesting that the average performance of the treated domestic firms is not
significantly different from that of the control firms in years prior to the adoption of the
reforms. We take this as confirmation of the parallel trends assumption for the outcome
variables (Tobin’s Q and EBIT/Assets) among the treatment and the control groups in our

sample.
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Insert Table 6

We start with the analysis of the effects of the T&D reforms on selected measures of
earnings management. Table 6 summarizes the difference-in-difference estimates of earnings
management. We consider four possible and conventional measures of earnings management:
EQ1 is the ratio of EBIT to cash flow, while EQ?2 is the ratio of sd of EBIT to sd of cash flow.
Finally EQ3 is the ratio of sd of EBIT to mean cash flow and EQ4 is the ratio of operating
accruals to total assets. Note that the interaction term Domestic*TD-dummy IV is positive and
statistically significant for EQ1, EQ2 and EQ4, and is only insignificant for EQ3. Thus, the
evidence from Table 6 is that the EQ1, EQ2 and EQ4 are all significantly higher among
domestic firms after the reforms.

Second, we focus on the difference-in-difference estimates of firm performance as
summarized in Table 7. Columns (1)-(2) show that group fixed effects non-IV estimates of
performance, while columns (3)-(4) report corresponding IV estimates (using TD_Dummy-

IV), after controlling for all the other factors.

Insert Table 7

Given the potential endogeneity of firm adoption dates of T&D reforms, we focus our attention
on columns (3) and (4) using the TD-Dummy-IV variable that is generated using the Table 3
estimates. We also test that these regressions satisfy the instrument validity test, i.e., the
instrument TD-Dummy_IV is orthogonal to the estimated residuals of two firm performance
regressions. We find that the estimated F-statistics are 0.05 and 1.151 respectively for EBIT
share and Tobin’s Q regressions, thus supporting the validity of the instrument for the firm
performance regressions.

These IV estimates highlight the differential effects of the reforms on Tobin’s Q and
EBIT/Assets using the 2000-07 panel data. The estimated coefficient of the interaction term
Domestic x TD-Dummy-IV, suggests a significant negative effect of the T&D reforms on
EBIT/Assets among domestic-listed firms (relative to cross-listed firms). However, the
differential effect, although positive, remains insignificant for Tobin’s Q. In other words, the
reforms result in lower EBIT/Assets, a performance measure that appears to be inflated in the
pre-reform years (as shown in Table 4). In contrast, the effect of the reforms on market
valuation remains insignificant (although positive) among the Domestic firms.

Interpreting these results rests on whether firm total assets substantially change in the

post reform years. In order to test this proposition, we first use a simple t-test to compare mean
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values of total assets, growth of total assets and log (total assets) before and after the reforms
for our sample firms.
Insert Table 7a

The results, which are summarized in Table 7a, highlight the invariance of total assets
before/after the reforms. In particular we find the mean values of total assets, growth of total
assets and log (total assets) are not significantly different after the reforms are introduced. [year
to year?]

Insert Table 7b
Further, in Table 7b, we regress the log of total assets on different indices of the reform’s
implementation (TD-Dummy IV) and introduction (Reform 2003 and Reform 2004),!7 after
controlling for industry and year fixed effects. Again these regressions suggest that the
coefficient estimates of the various reform indices (pertaining to introduction and adoption)
insignificantly affect the log of total assets. The prior finding suggests that total assets in the
post reforms period are relatively stable. This is important to test since both Tobin’s Q and
EBIT/Assets use total assets as denominators and this invariance helps us to interpret our
results accurately. As such, a fall in the EBIT share ratio can be interpreted as a fall in the EBIT
share and a rise in Tobin’s Q can be interpreted as an increase in firm valuation.

Given that total assets remained stable, we find that domestically listed Russian firms
were inflating earnings in the pre-reform period. However in the post-reform environment of
higher transparency, "inflating earning" becomes difficult and hence earnings drop. However,
firm valuation remains unchanged in the post-reform years, which is only possible if the decline
in reported earnings was roughly offset by a rise in the market’s valuation multiplier m for
domestic-listed firms.

Insert Table 7¢

Finally, Table 7c shows the performance estimates of cross-listed Russian firms, which
confirms our expectation that the reforms did not significantly affect their earnings or market
valuation, as indicated by an insignificant coefficient estimate for TD-Dummy-IV, after

controlling for all the other factors

17We try two possible cut-off point 2003 and 2004 for the introduction of the reform respectively with a view to
see if they yield different results.
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4.4. Alternative reform variables

So, far we have used the TD-dummy (or TD-Dummy-IV) as the proxy for the adoption of the
reforms by our sample firms. These measures take the value 1 when the overall T&D score is
positive for a firm and O otherwise. With this indicator, we are considering the actual
implementation of the T&D reform, rather than the mere passage of the T&D law. To test
whether our central results hold when we replace this adoption indicator variable by the post-
reforms indicator variable, Reform 2003, which takes the value of 1 if and only if the
observation belongs to the reform period 2003-07, and is O otherwise.

Insert Table 8

The results are summarized in Table 8. They support our central thesis — treated
domestic-listed firms experience a significant drop in EBIT share (column 1) in the post-
reforms period, although there was no significant increase in valuation (column 2). Columns
(3)-(4) show the corresponding estimates for the sample firms without post-2003 foreign IPO,
which support our central finding that the interaction terms Domestic*Reform 2003 is negative
and significant only for the operating performance measure EBIT share.

Finally, we consider the extended sample period 2000-14 to see if the completion of
the reforms in 2007 had a significant effect on EBIT and Tobin’s Q. Given that the T&D scores
are available between 2003 and 2007 only, we assume that the 2007 value of T&D scores
(when all firms adopted the reform) persist for the remainder of our sample period, or at least
does not reverse itself, which in turn allows us to specify the TD-dummy measure out to 2014.
As before, we determine the TD-dummy using a similar specification to that shown in Table
3, which yields the TD-dummy IV for 2000-14.

Insert Table 9
To obtain the clean effect of the reforms over our extended sample period of 2000-14, we drop
observations in 2004-05, when the reforms are gradually being implemented and also in 2008-
09, when the last global financial crisis occurred. These results, as summarized in Table 9, still
confirm our central findings that treated domestic firms experienced a drop in EBIT share, but

no significant rise in firm valuation after the adoption of the reforms.

4.5. Differential effects of T&D
T&D reforms on their own may not necessarily resolve all the governance problems. In
particular, the presence of controlling owners can often give rise to serious governance

problems (Morck et al. 2005). First, controlling owners generally have more control rights than
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cash flow rights, which creates both agency and entrenchment problems. Second, controlling
shareholders can divert corporate resources for private benefits using transactions within the
pyramidal business group. The result is a poor utilization of resources. Third, political
influence, e.g., being ‘friends of powerful politicians’ (endemic in Russia) is can have a great
bearing on both what one controls and what one owns. Thus, in order to identify the differential
effect of the reforms, we next distinguish between firms with/without controlling owners.
While the government is the controlling owner in all state firms in our sample, some private
firms have controlling owners with close links to Vladimir Putin.

Federal and regional governments controlled about 40% of the stock market
capitalization in Russia as of 2007, compared to only 24% in 2004.'8 The latter can be attributed
to a number of factors: (i) Increases in minority stakes up to a controlling level (e.g. Gazprom);
(i1) Acquisitions of formerly private companies (e.g. Yukos, Sibneft, VSMPO-Avisma), and
(iii) Large IPOs (Rosneft, VTB). Thus, state control in various industry sectors in Russia as of
2007 measured in market capitalization are as follows: Banking: 64%, Oil and gas: 47%,
utilities: 37%. State control is typically rationalized along the lines of equity and public goods
provision and also as infrastructure investments. Government intervention, however, may
generate various agency issues and this can be attributed to the appointment of government
representatives in the state owned corporations, transparency issues, and weak external
governance mechanisms including a negligible threat of bankruptcy or a hostile takeover or of
serious product market competition.

There are 11 large state firms in our sample including Gazprom, Gazpromneft,
Mossenergo, Roseneft, Aeroflot, Sberbank, VIMPEL communications, VTB bank, VSMPO-
Avisma (where state continues to hold 51% control even after privatization). Thus, it is fair to
assume that the government acts as the controlling owner in these firms. Further, private firms
can have controlling owners, which are often politically linked to Vladimir Putin
(http://www .bloomberg.com/news/articles/2015-05-11/putin-s-34-billion-siberian-hoard-
hunted-by-cash-starved-allies) and such controlling owners can create similar governance
problems as with state controlled firms. In fact, of the 59 private firms in our sample, 6 have

controlling owners.

Insert Table 10

18 These figures are based on estimates by Troika Dialog, Russia’s oldest investment bank.
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Columns (1) and (2) show the performance estimates for firms without domestic controlling
owners, while those in columns (3) and (4) show the corresponding estimates for firms with
domestic controlling owners.!” It is noteworthy that in the subsample of Russian domestic firms
without controlling owners, we find no decline in reported earnings, but a significant increase
in stock valuation. After the implementation of the TD laws, reported earnings falls in the
subsample of domestic firms with controlling owners, while no simultaneous change in
valuation is observed. We believe that this drop in earnings roughly offsets the increased
valuation multiplier for these owner-controlled firms, resulting in no valuation change on
average. Thus, we infer that T&D reforms do not affect the decision making in state firms or

in closely held domestic firms.

4.6. Robustness tests
Finally, we perform a number of tests to assess the robustness of the results in Table7. These
results are summarized in the Appendix Tables Al and A2.

Dropping the very large firms: To assess whether the results we obtain are attributed to

the presence of the very large firms in our sample, we examine if our baseline results in Table
7 hold for the following subsamples: 1) we exclude the top 10% of the firms in terms of market
capitalization (size) from our sample, ii) we exclude the top 25% of the firms in terms of size
from our sample, and iii) we exclude the top 50% of the firms in terms of size from our sample.
These results as summarized in Appendix Table A3 support our central finding.

Insert Appendix Table A3

Dropping post-2003 foreign PO firms: We create a sample that only includes firms

that are cross-listed internationally by 2003. There are few firms in our sample that cross-listed
post-2003. When we re-estimate the model excluding the post-2003 new cross-listed firms,
we find that our results remain unchanged as summarized in columns 1 and 2 of Appendix

Table A4.

Insert Appendix Table A4

19 Note that some of the controlling owners are foreign in our sample. We re-estimate the baseline difference-in-
difference model by dropping the domestic controlling owners who are more (relative to foreign controlling
owners) likely to be responsible for creating private benefit of control. (see further discussion in section 4.6)
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Controlling for specific foreign exchanges: We observe the main foreign exchanges
where Russian firms cross-list internationally to investigate whether our results are influenced
by the foreign stock exchange choice. Accordingly, we control London Stock Exchange (LSE),
Frankfurt Stock Exchange (Frankfurt) and New York Stock Exchange (NYSE), which are three
most popular stock exchanges for cross-listed Russian firms. Our findings summarized in
columns (3) and (4) of Appendix Table A4 corroborate our main findings shown in Table 6.

Dropping firms with foreign controlling owner: Earle (1998) suggests that despite the

predominance of employee ownership resulting from privatization policy design, there was
significant heterogeneity in Russian ownership structure in 1994. Further Estrin and Wright
(1999) argued that ownership structure rapidly evolved in Russia and some other former Soviet
republics in favor of outsider ownership, primarily induced by need for external finance and
rapid growth of capital markets in the region (see Table 3 in Sprenger 2002). Using Orbis data,
we identify the controlling owner, domestic or foreign. Table 10 shows the performance
estimates with/without domestic controlling owners. We focus on the performance estimates
of Russian firms without foreign controlling owner. These results, which are summarized in
columns 5 and 6 of Table A4, confirm the robustness of the Table 7 estimates; namely that
earnings of domestic-listed Russian firms dropped significantly, while there was no change in

firm valuation in the post reform period.

5. Concluding comments

While the introduction of transparency and disclosure rules could lower a firm’s cost of capital
and may also help discipline managers, there can also be costs of disclosing too much
proprietary information such as its effect on competitive advantage, managerial over-reaction,
project selection and risk-taking. So the net effect of these rules ambiguous, which is one
important justification for our study.

Theoretically, mandatory (as opposed to voluntary) disclosure can improve the welfare
of all firms, although it may not necessarily solve the underlying manager-shareholder agency
problems. The magnitude of these agency costs may determine how firm valuation changes
after the implementation of the T&D reforms.

Using a recent firm-level panel data from Russia, this study investigates whether the
2002 introduction of transparency and disclosure (T&D) reforms and their staggered adoption
by our sample firms over the 2003-07 period would necessarily raise conventional measures

operating and stock performance. We exploit this natural experiment to identify a causal effect
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of the T&D introduction and adoption on selected measures of firm performance among treated
domestic listed firms (relative to the control group of cross-listed firms). In this respect, our
analysis is facilitated by the availability of S&P data on T&D adoption scores for the top 80
listed firms in Russia for the 2003-2007period. Given the potential non-randomness of a firm’s
adoption of T&D rules, we instrument it using a two-stage method while also trying to
minimize any bias arising from potential simultaneity as well as unobserved time trends.
Using difference-in-difference estimates, we provide new insights as to whether: (i)
The reform was successful in reducing earnings management: earnings quality improved and
earnings dropped among domestic Russian firms. (ii) On average, firm value remained
unchanged after the reform. (iii) We identify differential effects of the reforms on domestic
firms with/without controlling owners, suggesting that T&D reforms do not affect the decision
making in state owned firms or in closely held domestic firms. Earnings drop only among
domestic firms with controlling owners, while firm value increases only for domestic firms
without controlling owners. While this is a case study of Russian firms, the results from this
study have wider implications beyond this one country, especially for firm in other post-
communist economies, where government control of private businesses often remains a fixture

of economy, even in the face of radical privatization programs.
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Table 1: Descriptive statistics 2000-07

We consider two measures of firm performance, namely, Tobin's Q ratio defined as (market capital plus book value of debt) as a share of total assets and earnings before
interest and taxes (EBIT) as a share of total assets. The four T&D indices refer to financial, ownership, board and management and a composite index obtained by using factor
analysis. All firms are domestically listed while only a subset of these listed firms is also listed internationally. We construct Herfindahl index as a measure of firm
concentration (competition); a value of the index above 180 indicates high concentration. We also show descriptive statistics for some of the additional explanatory variables
including age of the firm and also firm size (measured by log of total assets and also by the top three quartile values). T&D scores are available only for 2003-2007. T&D
dummy is the binary variable that takes a value 1 when T&D scores > 0 and 0 otherwise for 2000-07.

Variable All industries
Firms Mean Std. Dev.

Performance/Firm value proxies
Tobin's Q 64 1.60 1.29
EBIT/Assets 70 0.13 0.10
Reform dummy
TD-dummy 70 0.36 0.48
TD- scores 2003-07[1]
TD-overall 70 0.52 0.16
TD financial & operational 70 0.54 0.18
TD ownership 70 0.52 0.18
TD board & shareholders 70 0.48 0.16
Stock market listing
Only domestic listing 70 0.81 0.39
Foreign listing 70 0.19 0.39
Firm concentration
Herfindahl index 70 94 27.06
Other characteristics
Ln of total assets 70 14.45 1.72
Size-Q4 70 0.47 0.49
Size-Q3 70 0.17 0.38
Size-Q2 70 0.18 0.375
Firm age 58 19.57 26.6
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Table 2: Mean comparisons of selected characteristics of foreign and domestic listed firms

Columns 1-3 of this table compare the means of selected characteristics of foreign and domestic listed firms in our sample. We test the null
hypothesis that means of the selected variables are the same for domestic and listed firms in our sample. * p<0.10; ** p<0.05; *** p<0.01.
Column (4) shows the Pearson’s chi-square test for equality of medians by domestic/cross-listed firms.

Variables Cross-listed Domestic-listed Equality of Mean Equality of median by
(Control group) (Treatment group) by domestic/foreign domestic/foreign
Mean (median) Mean (Median) T-statistic Chi-square (p-value)
Size (log of total assets) 2000-07 13.85 (13.2394) 14.49 (14.15) -3.194 %% 7.0957 (0.008)***
Age (years) 2000-07 7.3 (4) 20.21 (10) -5.516%** 13.7901 (0.000)***
Intangibility 2000-07 10.38 (0.4197) 3.14 (1.008) 4.1418%** 7.0957 (0.008)***
Tobin's Q 2000-07 2.63 (1.7495) 1.17 (1.3855) 3.745%%* 3.7290 (0.053)**
EBIT to total assets 2000-07 0.1 (0.1048) 0.12 (0.1189) -1.437 0.1645 (0.685)
Tobin's Q — pre 2003 0.93 0.73 0.963 0.1094 (0.74)
EBIT to total assets — pre 2003 0.07 0.11 -1.124 1.2920 (0.256)
Tobin's Q — post 2003 2.87 1.69 4. 372%%* 7.9184 (0.005)***
EBIT to total assets — post 2003 0.12 0.14 -0.664 0.1078 (0.745)
Tobin's Q — pre 2004 1.41 1.15 0.7257 0.2549 (0.614)
EBIT to total assets — pre 2004 0.08 0.12 -1.5943 0.2272 (0.664)
Tobin's Q — post 2004 3.03 1.77 4.2033%** 2.9954 (0.088)
EBIT to total assets — post 2004 0.13 0.14 -0.6246 0.1078 (0.743)
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Table 3: First stage estimates of adoption of transparency and disclosure
This table shows the estimates of T&D scores (2003-07) and the associated binary variable TD-dummy
(2000-07). In addition to various firm characteristics like firm size, age, R&D share and Herfindahl index,
the identifying variables are liability ratio, growth of sales and law and order (e.g., Berglof and Pajuste,
2005). The TD-dummy (or TD-dummy-IV) takes the value 1 if the firm has positive T&D score
(characteristic adjusted positive T&D score) and takes the value 0 otherwise. It is thus an index of
adoption of the T&D reform. TD_all_gtmed is a second binary variable that takes a value 1 if the
firm’s T&D score is greater than the median value of the sample distribution and is zero otherwise.
Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1.

(1) (2)
VARIABLES TD-Dummy  TD_all_gtmed
Law & order 0.966*** 0.440**
(0.203) (0.210)
Total liability to total assets -0.863%* -0.535
(0.348) (0.369)
Growth of sales -0.00437 0.00146
(0.00804) (0.00698)
Firm age 0.286%** 0.441***
(0.129) (0.135)
Ln(Total assets) -0.0322 0.0635
(0.164) (0.131)
Intangibility -0.0233 0.0550%**
(0.0156) (0.0220)
Herfindahl 0.332% 0.477**
(0.175) (0.220)
Constant 747 .3%* 1,067***
(289.6) (319.8)
Firm and Year FE Yes Yes
No of firms 58 58
R-squared 0.644 0.369
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Table 4: Performance estimates in the pre-reform period

This table shows the performance of only domestic listed Russian firms prior to the
implementation of Russian corporate governance reform (CG Reform) in 2002/2003. The
variable “Domestic” is a dummy variable — takes the value 1 if the firm is listed only in
Russian exchanges and it takes O if the firm is listed in both Russian exchange and one/many
foreign exchanges (cross-listed). Robust standard errors in parentheses *** p<0.01, **
p<0.05, * p<0.1

Pre-introduction Pre-adoption
VARIABLES ()EBIT share  (2)Tobin’s Q (3)EBIT share (4)Tobin’s Q
Domestic 0.0462% -2.310 0.0530%* -1.018
(0.0273) (2.443) (0.0261) (1.428)
Firm age -0.000149 -0.00100 0.00598 -0.418%*%*
(0.000248) (0.00521) (0.00747) (0.136)
Ln(Total Assets) -0.000373 -0.644% -0.000145 -0.00375
(0.00727) (0.326) (0.000262) (0.00279)
Intangibility -0.000458 0.132% 0.000165 0.0626
(0.00233) (0.0706) (0.00318) (0.0415)
Constant 0.0446 17.07%** 0.00157 8.673#**
(0.0978) (7.524) (0.0990) (2.012)
Industry and Year dummies Yes Yes Yes Yes
Industry*Year dummies Yes Yes Yes Yes
No of firms 56 51 56 51
R-squared 0.137 0.283 0.050 0.090
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Table 5: Test of parallel trend in treatment and control groups
Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1 The table shows that
the parallel trends in the outcome variables (Tobin’s Q and EBIT/Assets) were the same for
both the treatment and the control groups in our sample as highlighted in the statistical
insignificance of the interaction terms between domestic and year dummies.

VARIABLES (I)Tobin’s Q (1)EBIT/Assets
Domestic 0.0684 0.105**
(0.129) (0.0442)
Year_2001 -1.062 0.0241
(0.660) (0.0486)
Year_2002 -1.360** 0.0442
(0.675) (0.0477)
Year_2003 -0.311 0.0694
(0.946) (0.0552)
Year_2004 0.855 0.0614
(1.151) (0.0676)
Year_2005 1.547 0.101*
(1.135) (0.0528)
Year_2006 0.412 0.0897*
(0.922) (0.0491)
Year_2007 -1.460%* 0.0857*
(0.669) (0.0470)
Domestic*Y2001 Dropped -0.0347
(0.0577)
Domestic*Y2002 -0.186 -0.0818
(0.222) (0.0542)
Domestic*Y2003 -0.764 -0.115
(0.713) (0.0655)
Domestic*Y2004 -1.072 -0.0789
(0.686) (0.0727)
Domestic*Y2005 -1.426 -0.110
(0.978) (0.0597)
Domestic*Y2006 -0.924 -0.0810
(0.943) (0.0552)
Domestic*Y2007 -0.739 -0.107
(0.687) (0.532)
Constant 2.2]13%%* 0.0443
(0.660) (0.0386)
No of firms 53 58
R-squared 0.256 0.044

Robust standard errors in parentheses
*#** p<0.01, ** p<0.05, * p<0.1
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Table 6. Effect of the reform on earnings quality (EQ)

This table shows the Group-FE DID estimates of earnings quality of Russian domestic listed
firm performance vis-a-vis Russian cross-listed firms. We use three measures of earnings
quality: EQ1 is the ratio of EBIT to cash flow while EQ2 is the ratio of sd of EBIT to sd of
cash flow. EQ3 is the ratio of sd of EBIT to mean cash flow while EQ4 is the ratio of operating
accrual to total assets. There is evidence that the EQ1 and EQ2 was significantly higher among
domestic firms after the reform. Robust standard errors in parentheses; *** p<0.01, ** p<0.05,
* p<0.1

(D 2) 3) “4)
VARIABLES EQ1 EQ2 EQ3 EQ4
TD-Dummy-IV -2.129%* -0.678%* -0.242 -25.59%*
(1.055) (0.354) 0.177) (12.54)
Domestic -2.939 1.406 -4.201%%* -7.512
(3.804) (2.738) (1.291) (6.553)
Domestic*TD-Dummy-1V 2.098%** 0.684* 0.243 18.05%*
(1.061) (0.349) (0.174) (10.45)
Firm age 0.157** 0.0551 0.0770%** 0.0101
(0.0724) (0.0427) (0.0240) (0.0163)
Ln(Total Assets) 4.073* 3.958* 2.000%* 3.104%%*
(2.252) (2.223) (0.998) (1.113)
Intangibility 1.876 0.829 -0.273 -0.354%*
(1.145) (0.867) (0.472) (0.148)
Constant -63.63** -59.07** -21.77* -43.34%*
(28.96) (29.36) (13.16) (17.00)
Industry dummy Yes Yes Yes Yes
Year dummy Yes Yes Yes Yes
Industry*Year Yes Yes Yes Yes
Firms 56 56 58 46
R-squared 0.191 0.177 0.077 0.237
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Table 7: Group FE DID estimates of firm performance

This table includes Group fixed effect based DID estimates of Russian domestic-listed firm
performance vis-a-vis Russian cross-listed firms. Here we include the dummy for the
domestic=listed Russian firms (“Domestic”’) and also interact it with the firm-level reform
adoption variable (TD-Dummy or its instrumental version: TD-Dummy-IV). The variable
“Domestic” is a dummy variable — takes the value 1 if the firm is listed only in Russian
exchanges and it takes O if the firm is listed in both Russian exchange and one/many foreign
exchanges (cross-listed). The TD-Dummy (or TD-Dummy IV) takes the value 1 if the firm
has positive T&D score (characteristic adjusted positive T&D score) and takes the value O
otherwise. Tobin’s Q and EBIT/Assets are the dependent variables as proxies for operating
performance and firm valuation. Robust standard errors in parentheses; *** p<0.01, ** p<0.05,

* p<0.1.

)] 2) 3) 4
VARIABLES Tobin’s Q EBIT share Tobin’s Q EBIT share
TD-Dummy -1.862 0.0239
(1.752) (0.0347)
Domestic -2.179 0.0477%* -0.573 0.00504
(1.956) (0.0264) (0.381) (0.0193)
Domestic x TD-Dummy 2.011 -0.0435
(2.010) (0.0335)
TD-Dummy-IV -0.0842 0.00662#**
(0.180) (0.00185)
Domestic x TD-Dummy-IV 0.293 -0.00698***
(0.273) (0.00182)
Firm age -0.000650 1.49e-05 -0.00240 -1.28e-05
(0.00232) (0.000188) (0.00246) (0.000206)
Ln(Total Assets) -0.502%#%%* 0.00827%* -0.4471%%* 0.00813
(0.142) (0.00493) (0.119) (0.00523)
Intangibility 0.0540%%*%* -0.000680 0.00914 -0.000911
(0.0204) (0.00109) (0.0269) (0.00116)
Constant 15.06%** -0.0745 16.27%%%* -0.0308
(5.768) (0.0694) (5.433) (0.0749)
Industry dummy Yes Yes Yes Yes
Year dummy Yes Yes Yes Yes
Industry*Year dummy Yes Yes Yes Yes
No of firms 51 56 51 56
R-squared 0.267 0.126 0.340 0.150
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Table 7a: Comparisons of total assets before and after the reform

Equality of Median
Pre-reform Post-reform Equality of Means Chi-square (p value)
Variables (2000-02) (2003-07) Before/after 2003-07
Mean Mean T-statistic
Total Assets 6714608 8143398 -0.5724 0.009 (0.924)
Ln[Total Assets] 14.26 14.33 -0.3374 0.009 (0.924)
Growth in Total Assets
0.35 0.64 -0.8524 2.3381 (01.26)
Variables (2000-03) (2004-07) T-statistic Before/after 2004-07
Total Assets 6261209 8626565 -1.0797 0.3699 (0.543)
Ln[Total Assets] 14.17 14.39 1.2117 0.3699 (0.543)
Growth in Total Assets 0.79 0.53 0.7845 12.6175 (0.000)

Table 7b: Invariance of log of total assets after the reform

(1) (2) (3)
VARIABLES Ln(total Ln(total Ln(total
assets) assets) assets)
TD-Dummy IV 0.0218
(0.0221)
Reform 2003 -0.298
(0.375)
Reform 2004 -0.321
(0.364)
Constant 14.23%%* 13.90%** 13.90%**
(0.615) (0.307) (0.307)
Industry dummy Yes Yes Yes
Year dummy Yes Yes Yes
No of firms 56 70 70
R-squared 0.169 0.114 0.114

Robust standard errors in parentheses
**% p<0.01, ** p<0.05, * p<0.1
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Table 7c. Performance estimates for cross-listed firms

(D 2)
VARIABLES Tobin’s Q ebit_ta
TD-Dummy IV -2.737 0.0549
(4.691) (0.0392)
Firm age -1.531%%* 0.0555%**
(0.526) (0.0209)
Ln(Total Assets) 0.0144 -0.00231
(0.0859) (0.00204)
Intangibility 0.575 -0.0191
(0.549) (0.0124)
Constant 24 15%*%* -0.624**
(6.232) (0.267)
Industry dummy Yes Yes
Year dummy Yes Yes
Industry*Year Yes Yes
dummy
No of firms 6 8
R-squared 0.116 0.214

Robust standard errors in parentheses
*#% p<0.01, ** p<0.05, * p<0.1
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Table 8: Group FE estimates using alternative reform introduction dummy
This table includes Group-FE DID estimates of Russian domestic listed firm performance
vis-a-vis Russian cross-listed firms with broad based reform dummy. Our “treatment group”
consists of firms that are listed only in Russian domestic stock exchange. Our “control group’
consists of firms that are cross-listed: listed in at least one Russian domestic stock exchange
and at least one foreign stock exchange. Here we include the dummy for the domestic listed
Russian firms (“Domestic”) and also interact it with the reform dummy (Reform 2003). The
variable “Domestic” is a dummy variable — takes the value 1 if the firm is listed only in
Russian exchanges and it takes O if the firm is listed in both Russian exchange and one/many
foreign exchanges (cross-listed). The Reform 2003 takes the value 1 if the year is >= 2003 and
takes the value 0 otherwise. Tobin’s Q denotes and EBIT/Assets are the dependent variables as
proxies for operating performance and firm valuation. Robust standard errors in parentheses;
*#% p<0.01, ** p<0.05, * p<0.1.

B

All firms Without post-2003 foreign
IPO
(1) (2) 3) “4)
VARIABLES TQ2n ebit_ta TQ2n ebit_ta
Reform 2003 (year>=2003) -3.568 0.0361 -4.098 0.0648%*
(3.990) (0.0321) (4.054) (0.0330)
Domestic -3.458 0.0592%*%* -3.176 0.0766**
(3.724) (0.0272) (3.618) (0.0304)
Domestic*Reform 2003 3.319 -0.0414 3.603 -0.0737*
(3.688) (0.0336) (3.586) (0.0375)
Firm age -0.00183 -1.39e-05 0.00130 0.000104
(0.00169) (0.000183) (0.00217) (0.000296)
Ln(Total Assets) -0.342%%* 0.00784 -0.340%** 0.000613
(0.0891) (0.00480) (0.0984) (0.00538)
Intangibility 0.0354%*%* -0.000781 0.0331%** 0.000169
(0.0138) (0.00108) (0.0147) (0.00118)
Constant 10.45%%* -0.0455 10.58*#%* 0.0503
(3.709) (0.0672) (3.917) (0.0759)
Industry dummy Yes Yes Yes Yes
Industry*Year dummy Yes Yes Yes Yes
No of firms 51 56 43 46
R-squared 0.172 0.113 0.179 0.077
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Table 9. Performance estimates for the extended sample 2000-14

This Table shows the DID estimates of selected performance measures for an extended sample of 2000-
14 with a view to identify the effect of the completion of the reform in 2007 on performance over 2000-
14 after dropping the initial reform years 2004-05 (columns 1 and 2) and also the financial crisis year
2008 (columns 3 and 4). These estimates also drop the firms that had foreign IPO in the post-2003
years. In this case, we assume that the 2007 values of adoption of the reform persists in the post reform
years 2007-2014 which in turn allows us to obtain the TD-dummy- IV07 using the same specification
asin Table 3. Results support our earlier results that domestic firms had lower EBIT after the completion

of the reform. Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1.

Completion of reform:

before/after 2007
VARIABLES (1)Tobin’s Q  (2) EBIT
share
Domestic -1.612 0.0575%*
(2.400) (0.0249)
TD-Dummy-I1VO07 -0.662 0.0252%%*
(0.880) (0.0113)
Domestic*TD-Dummy-1V07 0.656 -0.0256%**
(0.804) (0.0113)
Firm age 0.00259 0.000106
(0.00501) (0.000319)
Ln(Total Assets) -0.458** -0.00339
(0.180) (0.00663)
Intangibility 0.0477 0.000956
(0.0358) (0.00141)
Constant 10.57#%* 0.114
(3.094) (0.0901)
Other control variables Yes Yes
Industry dummy Yes Yes
Industry*Year dummy Yes Yes
Firms 41 46
R-squared 0.149 0.116
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Table 10 - estimates for firms without/with controlling owners

This table shows the Group FE DID estimates of Russian domestic listed firm performance vis-
a-vis Russian cross-listed firms after we split all firms in private and state-controlled firms. As
in Table 6, we include the dummy for the domestic listed Russian firms (“Domestic””) and also
interact it with the firm-level reform adoption variable (TD-Dummy instrumental version). The
variable “Domestic” is a dummy variable — takes the value 1 if the firm is listed only in Russian
exchanges and it takes O if the firm is listed in both Russian exchange and one/many foreign
exchanges (cross-listed). The TD-Dummy-IV is the predicted value of TD-dummy using Table
3 column 1 estimates. All continuous right hand side variables are lagged by one year. Tobin’s Q
and EBIT/Assets are the dependent variables as proxies for operating performance and firm
valuation. Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1.

Without domestic controlling ~ With domestic controlling owners

owners
(D (2) 3) “)
VARIABLES Tobin’s Q ebit_ta Tobin’s Q ebit_ta
TD-Dummy-IV -4.159%*%* 0.0308 0.498 0.110%**
(1.148) (0.0461) (0.337) (0.0355)
Domestic -3.503*** 0.0251 1.226%** 0.0701**
(0.837) (0.0324) (0.373) (0.0314)
Domestic * TD-Dummy-1V 3.650%*** -0.0286 0.283 -0.108**
(1.167) (0.0466) (0.554) (0.0477)
Constant 7151 -0.171* 7.454% % 0.0315
(2.371) (0.0939) (0.871) (0.0936)
Other variables Yes Yes Yes Yes
Industry Yes Yes Yes Yes
Year Yes Yes Yes Yes
Industry*Year Yes Yes Yes Yes
No of firms 38 40 16 17
R-squared 0.175 0.206 0.309 0.093
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APPENDIX
Table A1l: Establishing identifying restrictions

Note that the three instruments, namely, law and order, total liability to total assets and growth
of sales are individually statistically insignificant to explain EBIT share and Tobin’sQ in our
sample. Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1

(D 2)
VARIABLES Ebit share Tobin’s Q
Law & order -0.0688 0.0205
(0.0578) (0.0197)
Total liability to total assets 0.0925 -0.0484
(0.0723) (0.0387)
Growth of sales -0.00227 -0.0375
(0.00231) (0.0236)
TD-Dummy IV 0.295%* -0.119
(0.127) (0.122)
domestic 0.0507** -0.0305
(0.0225) (0.0311)
Domestic* TD-Dummy IV -0.159* 0.0556
(0.0881) (0.0773)
Lnta 0.00465 -0.781%%*
(0.00800) (0.255)
Intangibility ratio -0.000145 -0.0622
(0.000900) (0.0702)
Constant 0.181 11.433%%%*
(0.195) (4.914)
Industry dummy Yes Yes
Industry*Year dummy Yes Yes
No of firms 56 51
R-squared 0.165 0.242

Table A2. Instrument validity test

This Table shows that the instrument is uncorrelated with the estimated residuals of the two
performance indices. Robust standard errors in parentheses; *** p<0.01, ** p<0.05, * p<0.1.

(1) ()

VARIABLES Resid(EBIT share) Resid(Tobin’s Q)
TD-Dummy_IV -0.0193 1.472

(0.0887) (1.198)
Constant -0.0249 2.160

(0.0346) (1.951)
Industry dummy Yes Yes
Year dummy Yes Yes
Observations 325 297
R-squared 0.006 0.055
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Table A3: Group FE estimates for smaller firms

In this table we obtain DID estimates of selected firm performance measures for smaller firms.
We drop top 10%, top 25% and top 50% of Russian firms — both cross-listed and only domestic
listed. Other control variables are as in Table 4. The variable “Domestic” is a dummy variable
— takes the value 1 if the firm is listed only in Russian exchanges and it takes O is the firm is
listed in both Russian exchange and one/many foreign exchanges (cross-listed). The TD-
dummy (or TD-dummy-IV) takes the value 1 if the firm has positive T&D score (characteristic
adjusted positive T&D score) and takes the value 0 otherwise. Other control variables are as in
Table 6. Tobin’s Q and EBIT/Assets are the dependent variables as proxies for operating
performance and firm valuation. Robust standard errors are in parentheses: *** p<0.01, **
p<0.05, * p<0.1.

Excluding top 50% Excluding top 25%
@) (2) 3) 4
VARIABLES Tobin’s Q EBIT share Tobin’s Q EBIT share
TD-Dummy-IV 0.108 0.00661%** 0.0357 0.006227%**
(0.171) (0.00261) (0.148) (0.00203)
Domestic -0.142 0.0243 -0.378 0.00496
(0.380) (0.0202) (0.342) (0.0216)
Domestic x TD-Dummy-1V 0.321 -0.00582%%** 0.295 -0.00640%**
(0.283) (0.00199) (0.283) (0.00198)
Firm age 0.00732 -1.73e-05 0.00122 0.000133
(0.00528) (0.000237) (0.00334) (0.000225)
Ln(Total Assets) -0.676%* 0.0640%*%* -1.078%%* 0.0402%**
(0.374) (0.0195) (0.242) (0.0142)
Intangibility -1.847* -0.195%%* 0.175 -0.0459%**
(1.039) (0.0434) (0.369) (0.0147)
Constant 23.772%*% -0.648%** 25.64%%* -0.405%*
(7.477) (0.249) (5.822) (0.170)
Industry dummy Yes Yes Yes Yes
Year dummy Yes Yes Yes Yes
Industry*Year dummy Yes Yes Yes Yes
Firms 26 32 40 48
R-squared 0.347 0.135 0.410 0.231
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Table A4: Other Robustness tests

This table includes the DID estimates of Russian domestic listed firms vis-a-vis Russian cross-listed firms after excluding post-reform cross-listed firms.
In columns (1) and (2) we drop the firms with post-2003 foreign IPO. In columns (3) and (4) we also control London Stock Exchange (LSE) and New York
Stock Exchange (NYSE) — two most popular stock exchanges for cross-listed Russian firms. In columns (5)-(6) we drop the firms with foreign controlling
owners. Tobin’s Q and EBIT/Assets are the dependent variables as proxies for operating performance and firm valuation. Robust standard errors in
parentheses; *** p<0.01, ** p<0.05, * p<0.1.

€] 2 (€) “) ®) (©)
Without post-2003 foreign With control for Foreign Without foreign controlling
PO markets owners
VARIABLES Tobin’s Q EBIT share Tobin’s Q EBIT share Tobin’s Q EBIT share
TD-Dummy-1V -2.625 0.0709 -3.062 0.0252 -0.686 0.005427%*
(2.753) (0.0855) (2.580) (0.0788) (0.439) (0.00194)
Domestic -2.735 0.0610%* -3.884** -0.108%%*%* 0.820 -0.00470
(2.804) (0.0308) (1.943) (0.0289) (0.938) (0.0181)
Domestic x TD-Dummy-IV 4.207 -0.0721%* 3.806 -0.0622%* 0.850%* -0.00590%%*%*
(3.762) (0.0434) (3.096) (0.0351) (0.427) (0.00195)
Foreign mkt. LSE -2.465%%* -0.209%%*%*
(0.561) (0.0311)
Foreign mkt. NYSE 0.157 -0.158%%%*
(2.548) (0.0203)
Constant 12.47%* 0.0322 13.047%* 0.147%* 10.90%** 0.0719
(4.966) (0.0834) (3.828) (0.0802) (2.836) (0.0698)
Other control variables Yes Yes Yes Yes Yes Yes
Industry dummy Yes Yes Yes Yes Yes Yes
Year dummy Yes Yes Yes Yes Yes Yes
Industry*Year dummy Yes Yes Yes Yes Yes Yes
Firms 43 46 43 46 47 50

R-squared 0.228 0.069 0.265 0.146 0.527 0.139




Appendix 1: Construction of T&D indices 2003-2007 by S&P

The survey is conducted by the Standard & Poor’s (S&P in short). It uses only publicly available information, thus
emphasizing that, a company’s transparency score should not be compared with its corporate governance score
(CGS), or otherwise interpreted as a measure of governance standards. A CGS is our assessment of a company’s
corporate governance practices, which is not limited to information disclosure. In addition, these scores are assigned
on the basis of an in-depth, interactive analytical process involving both public and non-public data.

Number of companies included
The latest 2007 study covers 80 largest public Russian companies with the most liquid stock. In 2006, S&P
analyzed 70 companies. In 2005, 2004 and 2003 years the survey covered 54, 50 and 45 respectively.

Criteria to select companies

S&P used two criteria to select the companies in the study: size and liquidity. As a rule, the liquidity of
stocks positively depends on the size of the company, but there are exceptions, especially in cases of minor free-
float. There are more than 300 public companies in Russia, and this sample may not be representative of all Russian
public companies. As the larger companies tend to be more transparent than smaller ones, our sampling method is
likely to cause an upward bias in assessing transparency of the entire population of public Russian companies. On
the other hand, as the companies included in the survey account for about 80% of the cumulative capitalization of
the Russian stock market, they represent the major part of the Russian economy in terms of assets and operations.

S&P’s industries covered

S&P covers such industries as Telecommunications, metallurgy, utilities, oil-and-gas, banking, food,
consumer and retails and IT engineering. In our analysis we classify these industries between energy and non-energy
sectors and compare those with all-industries together. We apply Classification Standard (GICS) codes to classify
firms in our sample. As we focus on energy industry, GICS allowed us to identify 9 main energy subsectors within
the energy industry. We have selected utilities and oil-and-gas producers as the two largest ones consisting 64% of
overall energy sector. We provide the fill firms sample in the Appendix 2.

Components of T&D indices and scoring

S&P have introduced six components and grouped these in three T&D scores. Subject to these clarifications,
these are:

e T&D ownership structure and shareholders rights

e T&D financial and operational information

e T&D board and management structure

The first T&D consists of “ownership structure” and “shareholder rights” which represented by 17 questions
each. The next T&D is a composition of ‘financial information” and “operational information” disclosure. These are
based on 31and 16 questions respectively. The last third T&D scoring consists of “board and management
information” and “board and management remuneration”, based on 16 and 8 questions. S&P then calculated the
scores for each answer in every section and provided with the total scores for each T&D for the observed
companies. The score has a range of minimum 0% and maxim 100% for the best transparency & disclosure. S&P
does not explain the methodology behind the percentage score as it uses specially designed method. We show the
T&D scorings for each observed company in Appendix 2.

Component 1. Ownership structure

Disclosure of:

. The number and par value of issued ordinary shares.

. The number and par value of issued other types of shares disclosed.

. The number and par value of authorized but unissued shares of all types.

. The identity of the largest shareholder.

. The identity of holders of all large stakes (blocking: > 25%; controlling:> 50%).
. The identity of shareholders holding at least 25% of voting shares in total.

. The identity of shareholders holding at least 50% of voting shares in total.

. The identity of shareholders holding at least 75% of voting shares in total.

9. The number and identity of each shareholder holding more than 10%.

10. The indication that management is not aware of the existence of any stake exceeding 5% in except for those that
are reported.

11. Shareholding in the company by individual senior managers.

12. Shareholding in the company by individual directors.

13. The description of share classes.

14. A review of shareholders by type.

15. The percentage of cross-ownership.
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16. Information about listings on exchanges.
17. Information about indirect ownership (e.g., convertible instruments).

Component 2. Shareholder rights

Disclosure of:

18. Corporate governance charter or corporate governance guidelines.
19. Evidence of existence of a code of business conduct and ethics.
20. The contents of the code of business conduct and ethics.

21. Articles of association (including changes).

22. Voting rights for each voting or nonvoting share.

23. The way that shareholders nominate directors to the board.

24. The way that shareholders convene an extraordinary general meeting (EGM).
25. Procedure for initiating inquiries with the board.

26. Procedure for putting forward proposals at shareholders meetings.
27. Formalized dividend policy.

28. Announcement of recommended dividends before the record date.
29. Review of the last shareholders meeting.

30. Full general shareholder meeting (GSM) minutes.

31. Calendar of important shareholder future dates.

32. GSM materials published on the Web site.

33. Detailed press releases covering last corporate events.

34. Policy on information disclosure.

Component 3. Financial information

Disclosure of:

35. The company’s accounting policy.

36. The accounting standards it uses for its accounts.

37. Accounts according to local standards.

38. Annual financial statements according to an internationally recognized accounting standard (IFRS/U.S. GAAP).
39. Notes to annual financial statements according to IFRS/U.S. GAAP.

40. Independent auditor’s report on annual financial statements according to IFRS/U.S. GAAP.

41. Unqualified (clean) audit opinion on annual financial statements according to IFRS/U.S. GAAP.
42. Audited IFRS/U.S. GAAP financial statements published before the end of April.

43. Unaudited IFRS/U.S. GAAP financial statements published before the end of April.

44. Audited IFRS/U.S. GAAP financial statements published before annual general meeting.

45. Unaudited IFRS/U.S. GAAP financial statements published before the end of June.

46. Disclosure of related-party transactions (RPTs): sales to/purchases from payables to/receivables from related
parties.

47. Indication that RPTs are made on market or nonmarket terms.

48. Exact terms of RPTs.

49. Interim (quarterly or semi-annual) financial statements according to an internationally recognized accounting
standard (IFRS/U.S. GAAP).

50. Notes to these financial statements.

51. Whether these financial statements are audited or at least reviewed.

52. Consolidated financial statements according to the local standards.

53. Methods of asset valuation.

54. A list of affiliates in which the company holds a minority stake.

55. The ownership structure of affiliates.

56. A basic earnings forecast of any kind.

57. A detailed earnings forecast.

58. Segment analysis (results broken down by business line).

59. Revenue structure (detailed breakdown).

60. Cost structure (high degree of detail).

61. The name of the auditing firm.

62. Whether the audit firm is a top-tier auditor.

63. Auditor rotation policy.

64. How much the company pays in audit fees to the auditor.

65. Whether auditor renders non-audit services.

66. Non-audit fees paid to the auditor.
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Component 4. Operational information

Disclosure of:

67.
68.
69.
70.
71.
72.
73.
74.
75.
76.
77.
78.
79.
80.
81.
82.
83.

Details of the type of business the company is in.

Details of the products or services the company produces or provides.

Output in physical terms.

A description of functional relationships between key operating units within the group.
Industry indicators that allow comparison with peers.

Other financial indicators.

Characteristics of fixed assets employed (including licenses).

Efficiency indicators.

A discussion of corporate strategy.

Any plans for investment in the coming years.

Detailed information about investment plans in the coming year.

An output forecast of any kind.

An overview of trends in its industry; regulatory environment with regards to industry.
The market share for any or all of the company’s businesses.

Social reporting (e.g., Global Reporting Initiative).

Overview of compliance with environmental law.

Principles of corporate citizenship.

Component 5. Board and management information

Disclosure of:

84.
85.
86.
87.
88.
89.
90.
91.
92.
93.
94.
95.
96.
97.
98.
99.

The list of board members (names).

Details about the current employment and position of directors.

Other details: previous employment and positions, education, etc.
When each director joined the board.

The name of the chairman.

Details about role of the board of directors at the company.

A list of matters reserved for the board.

A list of board committees.

Names of all members of each existing committee.

The bylaws on other internal audit functions besides the audit committee.
Information about the ratio of in absentia and in person board meetings.
Attendance record for board meetings.

The list of senior managers not on the board of directors.

The backgrounds of senior managers.

The non-financial details of the CEO’s contract.

The number of shares held in other affiliated companies by managers.

100. Policy on assessment of board of directors and on training provided to them.

Component 6. Board and management remuneration

Disclosure of:

101. The decision-making process for directors’ pay.

102. The specifics of directors’ pay, including the salary levels.

103. The form of directors’ salaries, such as whether they are in cash or shares.
104. The specifics of performance-related pay for directors.

105. The decision-making process for determining managerial (not board) pay.
106. The specifics of managers’ (not board) pay, such as salary levels and bonuses.
107. The form of managers’ (not board) pay.

108. The specifics of performance-related pay for managers.
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Glossary of terms

(1
VARIABLES Variable definitions
Tobin’s Q (tq2) Market capital plus debt as a share of total assets
EBIT_TA Share of EBIT to total assets
Td_overall Composite transparency and disclosure index (continuous variable)
TD_Dummy A binary variable that takes a value 1 if the T&D score is >0 and 0 otherwise during
2003-2007
TD_Dummy-IV Predicted value of TD_Dummy using estimates shown in Table Al
Reform A binary variable that takes a value 1 for 2004-07 and O otherwise
Domestic A binary variable that takes a value 1 for Russian listed firms which are not cross-
listed in a foreign exchange market
Firm age Firm’s age in years
Log(total assets) Log of total assets
sizeq4 Size dummy based on total assets: top quartile 4
sizeq3 Size dummy based on total assets: quartile 3
sizeq2 Size dummy based on total assets: quartile 2
Tangibility Share of intangible assets to total fixed assets
Tax rate Total tax payments as a share of EBIT
Return on equity Net income as a share of book value of equity
Market to book ratio Market capital as a share of book value of equity
Insider holding 1 if the controlling shareholder is a manager of the company

Controlling owner
Statecontrol

Foreign controlling
shareholder

EQ1

EQ2

EQ3

EQ4

A dummy variable taking a value 1 if a domestic ultimate owner (state or private)
holds >=50% share of ownership and 0 otherwise
A dummy variable taking a value 1 if the domestic ultimate owner is a public
authority holding >=50% share of ownership and O otherwise
1 if the controlling shareholder of the domestic firm is foreign individual/institution
and O otherwise
Measure of earnings quality: ebit as a share of cashflow
Measure of earnings quality: sd of EBIT/sd of cashflow
Measure of earnings quality: sd of ebit/mean of ebit
Measure of earnings quality:operating accrual/total assets
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