The impact of corporate governance
press news on stock market returns

A. Carrettd V. Farind*), F. Fiordelisi® , D., Martell?, P. Schwizét

a. University of Rome Tor Vergata, Italy
b. University of Rome lll, Italy
c. Essex Finance Centre, University of Essex, UK
d. University of Parma

Abstract

Mass media has a significant impact on financiatkeiz since news can contribute to
the formation of investor expectations Our papelysed the relationship between the
ways of communication of governance news and thesiiors behaviour by analysing a
large sample of corporate governance news publiftrethe period 2003-2007. Our

findings show that stock returns are influenced dgynantic content of corporate
governance news, company performance and healthbgrttie interaction of these

variables.
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1. Introduction

Mass media has a significant impact on financiatkets since news can contribute to
the formation of the expectations of investors andre generally, to the improvement
of market information efficiency. Previous studiesmbine the value, positive or
negative, of news relating firms to volume of tregliand to performance and price
volatility of their shares (Tetlcok, Saar-Tsechansklackassy, 2008; Tetlock, 2007;
Antweiler, Frank, 2004; Coval, Shumway, 2001).

In recent years, several factors have contributedaise the debate on corporate
governance, to which mass media has given incrgasiportance. It is a widespread

belief that good governance contributes to increhgereliability, transparency and

integrity of corporate events resulting in a moaluable company, in a lower cost of
capital and a higher competitiveness (CarrettajnkarSchwizer, 2007). It is also

possible to assume that the news on corporate igawvee provided by mass media (the
so-called “communicated governance”) could playok iin the investment selection

process, affecting the sentiment of investorshioty, governance news contribute to
minimizing the costs of monitoring the work of mgeaent by shareholders and / or
the legitimacy of firms as a result of the compti@awith commonly accepted standards
for good governance (Fiordelisi and Molyneux, 2009)

When speaking of governance news it is necessagistinguish between “which”
information they provide and “how” they are comnuated. The relationship between
governance and mass media has so far been trealtednarginally in literature and
always in relation to the content of informationgcls as ignoring the role of channels
and modes of communication (Dyck, Volchkova, Ziegal2006; Ellstrand, Dalton and
Dalton, 2005). This work will permit an evolutior this field of study, allowing an
enrichment both in their content and in the ins&nts used, through the objective to
verify the impact of the content and the ways ahoaunication of governance news on
the performance of listed firms.

Our paper aims to analyse the relationship betwhenways of communication of
governance news and the investors behaviour bysingla large sample of corporate
governance news published in the period 2003-206Wnw'll Sole 24 Ore” (which the
most renowned Italian economic newspaper with aketashare of 59%in terms of
sold copies among Italian economic newspapersidsat 2003 and 2007.

The contribution of our paper is manifold: firsyraanalysis account for the possibility
(hitherto neglected by other studies) that the stmes behaviour is influenced both by
the value of the news (i.e positive vs. negative) the exposition tone (i.e. dramatized
vs. soft). Second, we consider both the semanhteot of corporate governance news,
the corporate economic and financial situations #iar jointly influence: investors
behaviour is certainly influenced by the companyfgrenance and its soundness (e.g.
company stock return is likely to be influencedaihot income, operating efficiency,
etc), the semantic contents of the news (e.g. cagpnmdock return is likely to be
influenced if a CEO member resigns) and by theraattton of both factors (e.g.
investors react to the CEO member leave differeiftlihe company is healthy or
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unsound). Third, our analysis of corporate govecteanews is based on a “naive”

classification of corporate governance news (iesvsirelated to changes in the board of
directors, to the board of directors functioningcbmpany ownership and other news).
In order to use measures not affected by “subjiegtiand hence obtain accurate

estimates of a very large number of news, we gipbyahe text analysis techniques to

measure both the value (i.e. the semantic newsingdaend the expositive tone (i.e. the

strength exhibition of language in the news).

This paper is structured as follows: we review riflated literature (section 2), outline
the methodology (section 3), describe our sampaeti@ 4) and present the results
(section 5).

2. Theory and hypothesis

Corporate governance is a matter of great impoetaince the interest of academics,
operators and mass media has gradually increasgdime. Recently, empirical studies
have been conducted in order to verify whether ggmeernance practices can help to
improve financial performance and market valueirmng (EI Mir, Seboui, 2008; Lehn,
Patra, Zhao, 2007; Tam, Tan, 2007; Blace, Jang,, K@®6; Cremers, Nair, 2005;
Durnev, Kim, 2005; Bebchuk, Cohen, Ferrell, 2004u8r, Gunster, Otten, 2004,
Drobetz, Shillhofer, Zimmermann, 2003, Gompersiji,|sfetrick, 2003) or to reduce
the cost of capital (Klock, Mansi, Maxwell, 2005;).

Several factors (such as corporate scandals, tegul@forms, etc.) have contributed in
recent years to turn and raise the debate on aggovernance, to which mass media
has given increasing importance. In this regarse@ms reasonable to assume that news
on corporate governance provided by mass media gthealled “communicated
governance”) could play a role in the selectioncpes of investment, affecting the
sentiment of investors.

According to Deephouse (2000), mass media playsfinotions in financial markets:
i) “information broker” by simply spreading informan “passively”; ii) “active
participant”, whose comments allow players opegatmmarkets to better assess their
investment choices (Hayward, Rindova, Pollock, 20Bdllock, Rindova, 2003). In
general, dissemination of news by mass media casebr as a mechanism aimed to
improve market informative efficiency. More specd#ily, Rindova, Pollock and
Hayward (2006) show that mass media, with posiéme negative comments, has a
primary role for the construction of corporate rigpion.

Bagnoli, Beneish and Watts (1999) argue that tlediptive ability of whisper forecasts
is greater than analysts forecasts. That predictbédity has been subsequently
disproved by investigations of Tumarkin and Whitelé2001). Wysocki (1998) has
verified the existence of a link between the changehe number of posts appeared in
internet regarding some firms and subsequent clsainggelds and volumes of trading
of shares. The relationship between quantity of n@md volume of trading was
confirmed by Coval and Shumway (2001) and Antwedled Frank (2004), who have



also demonstrated the existence of a statisticsigyificant relationship between
abundance of information and price volatility.

Regarding the influence that the press can havéherchoices of investors, Tetlok,
Saar-Tsechansky and Mackassy (2008) and TetlocR7§2Bave examined the link
between corporate news appeared in the Wall Steeghal and firms’ market value. In
detail, these studies have identified the existenfea statistically significant
relationship between the value (positive or ne@gatiof news about firms and the
volume of trading, the yield and price volatility/their shares.

For corporate governance news, the same consiiesatiade for the broader category
of corporate news are true. Furthermore, the immdcgovernance news can be
explained at the light of the agency theory (Jendéeckling, 1976; Fama, Jensen,
1983) and of the theory of social constructivisrahfdson, Ellstrand, Dalton, Dalton,
2005; Pollock, Rindova, 2003; Deephouse, 2000).

Agency theory on the conflict of interest betweam@pal and agent, attributes to
governance bodies the responsibility for monitotimg actions of management in order
to prevent opportunistic behaviours that could dgenastakeholders’ interests.
Monitoring, however, is conditioned by the presemafe information asymmetry
between ownership and management (Holmstrom 199%dam, Gupta, 1994;
Milgrom, Roberts, 1992). Governance news would gaie the effect of information
asymmetry, helping to inform investors on the bémavof managers and to disclose
problems within control mechanisms, with positifeets on control costs. Moreover,
according to the theory of social constructivismassy media can contribute to the
legitimacy of firms’ governance following commerttased on the comparison with
standards commonly considered “good governance”.

Ultimately, the widespread of governance news doutes, according to agency theory,
to minimize the agency costs and, in light of theory of social constructivism, to the
legitimacy of firms as a result of compliance widtbmmonly accepted standards for
good governance.

Various empirical studies have been undertaken nigestigate this issue. Dyck,
Volchkova and Zingales (2006) show that news algowernance abuses increase the
pressure from investors and supervisory authorified decrease the likelihood of
further violations. Johnson, Ellstrand, Dalton dvalton (2005), however, through the
technique of event study, analyzed the impact afsnpublication in the magazine
Business Week rating on the boards of several copan returns of their shares. In
an observation period ranging from 6 days prio® ays following, the publication of
a favorable rating has positive impact (but sigaifit only within 2 days after) on the
performance of the shares. The same authors atsaa a mildly positive impact of
unfavourable rating on returns before and after étient, considering this an issue
worthy of further investigations. Literature progglimportant evidences that news can
influence the behaviour of investors, then refldata the price of the shares as well as
volumes of trading. However no evidences exist twow’ content and ways of
communication of corporate news influence invedtehaviour. In the context of
cognitive studies (Baumeister, Bratslavsky, FinkemaVohs, 2001; Rozin, Royzman
2001; Fisk, Taylor, 1991; Brief, Motowidlo, 1986) is proved that positive and



negative news have a different impact on peoplegption since negative news could
have a different and more significant impact onivitials than positive ones. As
evidence of this, Tetlcok, Saar-Tsechansky and is&k (2008) found that variations
in the indicators of profitability and efficiencyf market operations are function of the
percentage of negative words in the news. Moresware news could have effects in a
relatively short period and other news could haffeces in the medium and long term
(such as news regarding core aspects of firm managg.

Regarding the ways of communication, the emotiooused by news is likely to
influence individuals’ behaviour (Reeve, 1992). &tmaker and Reese (1996) argue that
newspapers generally tend to put emphasis in tiaes me order to make them more
“engaging” to the public. As a consequence, joustgimay tend to “dramatize” news
to make their articles most interesting so thay itten maximize their impact by making
the individuals more attached to their writing sety{Damton, 1975). This news’
dramatization increases the individuals’ involvemand provides more credit to the
content of items (Gibson, Zillmann, 1994).

3. Methodology

This section describes the research methods ugbe ipaper. First, we outline the text
analysis methodology used to analyse the informatantents of corporate governance
news (sections 3.1), we describe our event studyam@d to assess the new impact on
stock market returns and, finally, we present aanemetric model to investigate the
link between corporate news and stock market return

3.1. Text analysis

Text analysis methodology (Stone, Dunphy, Smithij\vig 1966), engaged through the
use of the software Wordsmith 4 (Scott, 1999) ofatk University, is instrumental in

achieving the objective of this work. This techreqgs justified by the need to provide
measures not affected by subjectivity of opiniord dmence by the possibility of
obtaining more accurate classifications on a vargd number of news.

We apply text analysis techniques to assess theev@lositive/negative) and the
expositive tone (high/low) of corporate governammws by using the vocabulary
Harvard IV Psycho - Social (Kelly, Stone, 1975) niNdy, these two items are estimated
as follows (Osgood, Suci, Tannenbaum, 1957): 1)evéd defined as the degree with
which news have a positive or negative meaning. Vidiee of 1 means that corporate
governance news have the highest positive valuettendalue -1 refers to the higher
negative value; 2) expositive tone is defined as dbgree with which news express
their meaning in a strong or weak manner. The vafidc means that corporate
governance news have the strongest expositive tehdg the value -1 refers to the
lowest expositive tone. Scales are a way to detl thie content of some news on the
basis of the terms contained in it: value allowsauexpress the degree with which news
are positive or negative; power, instead, referthéostrength of the expositive tone of



news. The representation of the importance of ta¢es within the news is based on a
formula like this: (X - Y) / (X + Y) where X and #re the number of terms contained in
the dichotomous scale. The way to determine theevaf news is this: (P - N) / (P + N)
where N and P are respectively the number of pesiind negative words in news,
according to the classification given by the vodabuHarvard IV Psycho - Social. The
value is obtained is comprised between -1 (comigleteegative news) and 1
(completely positive news). Similarly, the way t@tekmine the strength of the
expositive tone of news is this: (S - W) / (S + Where S and W are respectively the
number of words contained in the news that expmgesgth or weakness, according to
the classification given by the vocabulary HarvévdPsycho - Social. The value is
obtained in this way is comprised between -1 (Ildvergyth) and 1 (high strength
exhibition).

3.2. Event study

We use arevent methodology to analyse if the stock returns of canigs interested by
corporate governance news display abnormal reanmsnd the news datt.(Using the
Capital Asset Pricing Model framework, we estimatbé expected return gR of
companyj at timet as:

R/'; =a; +/37].RMf +gil‘ 1)

where R=Log[(P+Dy)/P.1], Pr and Q) are the market price and the daily flow dividend,
respectively; RMis the rate of return of the domestic market fattsector in which
pertains to the target bank/bidder on day t, iM=Fog[(l/l.1)], I is the value of the
market index at timé andgj is the error term. The time span considered imesing
the market parametess andp; are based on one year and the expected rateuof fist
estimated as:

Rjt:aj+ﬁjRMt (2)
We define the event windows (i.e. a time periodtoflays before andt#days after the
news announcement date) of different sizes: fronddys (-20, +20) to zero (i.e. a
calculation carried out for a single publishing day

Following the standard procedure (e.g. FiordeR§IQ9, Ismail and Davidson 2065)

we calculate the AR on stoglon dayt, the average CAR and its variance for the event
period [1,t] as follows:

AR..=R..-R.. = R. _&._IéjRMt (€))

2 This procedure was originally developed by Sch(€§7), Dodd and Warner (1983) and Brown and Wa{t@80 and 1985).



m(rl,rz):%zn:CAR(rl,rz) 4)

=1

- 1 n A
Var[CAR (7,,7,)] :FZGJ-Z(TPTZ) )
=1
Where:
G8(n,) = (v, =7, +) GF (6)

Under the null hypothesis of no market impact, ve® draw inferences oCAR,
utilizing the following standard Z-score statistic:

ARl o ™)
Val{m(rl,rz)} 2

Z=

Following Cummins and Weiss (2004), we appliedghemcedure of Standardized Cross
Sectional to reflect the independence among therriies and to adjust for the
estimation of the variance. This procedure asstinas the security of no single
company in the sample dominates the results ofatteysis and helps improve the
power of the test statistics. The SCAR, the ave&0QAR, the adjusted variance and the
new Z test statistic are estimated as:

CAR.
SCAR, (1,1,) = =5 —— 9)
G (ty,1,)
SCAR(q,rZ):1ZSCAR(11,TZ) (10)
n g
- - o 2
Var[SCAR(q,rz)]:7Z{SCARJ(TPTZ)—SCAR(‘Cl,‘cz) (11)
7= SCAR(r,,1,) (12)
VAR[SCAR(tl,IZ)}%

3.3. Econometric model

We specify linear models to investigate the retesiigps between stock returns and variable
related to corporate governance news, followingblished literature (Agrawal and
Knoeber 1996, Baliga, Moyer and Rao 1996, Corethdolsen and Larcker 1999,
Fiordelisi 2007).



CAR,, =a, +a,VAL,, +a,ET,, +a,NCB,, +a,NCF, +a,NO,, +a,TAX , + (13)
+a,EXT; +8,0PR,, +a,0PC +a,LEV, +a,R, +a,0LD;,
+ alS In(TAI,t) + al4(R12 * VAL i,t) + a15(R12 * ETi,t) + alG(RlZ * NCBi,t) +

+a;; (R, * NCF ) +a, (R, * NO; ) +a,,D, +a,D, +a,D; +a,D, +¢;,

wherei subscript denotes the cross-section dimendialgnotes the time dimension,
CAR is the abnormal cumulative return, VAL is thegdee with which news have a
positive or negative meaning, ET is the degree witith news express their meaning
in a strong or weak manner, NCB is a dummy varidiée 1 if the news is related to
changes in board of directors, 0 otherwise), NB& dammy variable (i.e. 1 if the news
is related to the board of directors functionir@ gtherwise), NO is a dummy variable
(i.,e. 1 if the news is related to the company owhgr, O otherwise), TAX is the
between company net profit and pre-tax profits, BXi§ the ratio between company
pre-tax profits and operating profits, OPR is tlaior between company operating
revenues and total assets, OPC is the ratio beta@®pany operating costs and total
assets, LEV is the ratio between total assets atad ¢quity, Romont IS the company
stock return over the 12 months before the newd) @Lthe number of past corporate
governance news published over the last 12 mobth$:1,2,3,4) are dummy variables
for the yeat, and g is the random error term.

We consider three groups of variables as covari@sde 1). The first relates to
variables dealing with corporate governance: filgge consider dummy variables
capturing the “type” of news (namely, news relatecdchanges in board of directors,
news related to board of directors functioning; seelated to company ownership and
other governance nefjs We also consider two variables estimated ushey text
analysing referring to the value and the expostibores of the news.

<INSERT TABLE 1 >

The second group of covariates refers to compapgiformance. Namely, CARs are
likely to be influenced by company’s performancether than using a single
performance indicator (e.g. the Return on Equityg include various variables to
account for possible managerial factors influencimgrformance obtained by the
following the Dupont's five-part ROE decomposition

3 We consider four dummy variable for a 5 year gi(ice. 2002 is not included) to avoid multicollariéy problems.

4 This latter dummy variable is not included to avwiulticollinearity problems.

® Since our sample comprises both financial andfiramcial companies, the ROE decomposition usatightly different from the
original one in order to keep consistency in thalysis among different companies.



NPit PTPIt ORit OCit Ait
ROE,, = — X =X = - = X — (14)
- PTR, OFR, | |

where NP is net profit, PTP is pre-tax profits, @Foperating profits, OR is the total
operating revenues, OC is the total operating ¢dsis total assets and E is the total
equity capital. As a consequence, the first ratidhe right side ratio (NP/PTP)

The third group of covariates are cross-variabletioed by multiplying corporate
gorvernance variables and performance variablegsdlvariable recognise that the
impact of corporate governance news on stock retisrmot simply due to their type or
semantic meaning, but also consider the “econositciation of the company and the
interaction among these variables. Namely, compstogk return is likely to be
influenced by corporate performance and healthy (@ofits, operating efficiency, etc),
by the semantic news contents (e.g. company stiakiris likely to be influenced if a
CEO member resigns) and also by the interactidootf factors (e.g. investors react to
the CEO member leave differently if the companigeaalthy or unsound).

4 Data description

Our sample includes corporate governance newssa@picisted companies in the Italian
Stock Exchange market and published within “ll S24eOre” between 2003 and 2007.
All news of “Il Sole 24 Ore” were extracted frometldatabase Factiva, which provides
access to more than 10,000 sources from newspapaggzines, news agencies and
information sites. In order to reduce the margihsubjectivity in choosing the news,
and then make replicable results, our classificatibnews replicates the Factiva one.
For the purpose this paper, governance news argidayad all those falling in sub-
categories “Changes in Management” and “Corporatee@ance / Investor Relations”
within the broader category “Corporate and Indastdews” of Factiva.

Regarding the event study analysis, for each newsalculate the daily return series of
the company involved: stock market information weratained from Datastream
database. In order to calculate the company expeetarn, we used the following nine
industry-benchmark indices: DJTM ltaly, DJTM Italyatomobiles, DJTM Italy Banks,
DJTM ltaly Electricity, DJTM ltaly Insurance, DJTNaly Industrials, DJTM lItaly
Media, DJTM Italy Technology, DJTM ltaly TelecomJDM Italy Utilities.

Regarding the company financial ratios, data haeenbobtained by Aida and
Bankscope databases. Since values come from diffefata sources, we take into
consideration differences due to different accawnprinciples (namely, from GAAP to
IFRS) during the period analysed.

Table 2 reports some descriptive statistics forakde considered in the analysis. ROE
displays a negative mean value during that perindlyaed ranging from 23.8%
(Mediaset in 2007) and -179.5% (Alitalia in 200&jgh standard deviations levels of



tax and extraordinary items influence on perforneaficAX and EXT, respectively) are
consistent with substantial accounting actions exulaordinary operations made by
Italian companies to smooth overtime profits arabés. Revenues ability and operating
efficiency denote the ability of firms to generatdue from their operating activities: in
particular both ratios show similar values in tesfrmean (0.343 the former and 0.328
the latter) and standard deviations (38.5% and%0.3inally data regarding the
financial leverage confirm one of the main chanasties of Italian company: firms’
undercapitalization. Its mean is extremely highefothan 8.6), which means that on
average total assets are more than eight timearttent of the equity. The highest
level belongs to Generali, that in 2007 had a foeneverage equal to 20,26; on the
other side, again in 2007, Fmr-Art'e shows the Istdevel among all companies during
that period. Corporate governance news have usaghgsitive value and written with
strong expositive tones (i.e. the mean ET valwegisal to 0.82).

< INSERT TABLE 2 >

Table 3 summarises corporate governance news acgota the “type” of news by
distinguishing news related to changes in the boarirectors (NCB), news related to
the board of director functioning (NBF), news retatto ownership (NO) and other
corporate governance news (OCG). The number of melated corporate governance
has shown a strong upward trend during last fivergiethe proportional increase is
more than 400%, with a total number of news in 20@&e to 90. During the same
period, changes in board news have representeahdiretopic, with more than half of
news talking about that. Starting from 2006, cogp®governance matters have become
critical subjects also in Italians mass media;actfnot only news related to changes in
board have been published but also ownership amaddbfunctioning subjects have
taken space in newspapers.

< INSERT TABLE 3 >

5. Results

Table 4 displays the event study results obtaimedyaing 213 corporate governance
news for Italian listed companies published betw2@d3 and 2007. The percentage of
positive CARs ranges between 40% and 60% showibgtantial differences about
stock return reactions to the news. The resultgerbgéneity is consistent with the
heterogeneity of corporate news included in thepantocussing on symmetric event
windows, mean CARs vary from 0.5% [in the eventdeaw (-3,3)] and 1.5% [in the
event window (-20,20)] and all results are statédty significant with the 10%
confidence level or less. The percentage of p&siBARs increases as the even
windows length increase ranging from 52.1% [in é&vent window (-3,3)] and 57.1%
[in the event window (-20,20)]. In order to asséssvestors are able to anticipate
news, we also select two set of event windows, greeeding and the other following
the news publishing date [respectively, (-20,-110(-1), (-5,-1), (-3,-1) and (0,20),
(0,10), (0,5), (0,3), (0,1)]. On average, we firmspive CARs both before and after the
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news publishing date and results obtained aresstatily significant at the 10%
confidence level or less. The percentage of CARsediately after the news publishing
date is lower than 50%, while this percentage mses above 50% after 10 days from
the news publication. Despite all mean CARs estsare positive (for all event
windows analysed), we cannot conclude that corpaggavernance news have a positive
impact on companies stock returns. There is a aobat heterogeneity of CAR
estimates (e.g. in some event windows, the numbeositive and negative CARS is
exactly equal) so that it is not possible to talations conclusions about the impact of
corporate governance news.

< INSERT TABLE 4 >

In order to assess the stock market reaction duthdosemantic contents of news,

corporate performance and their interactions, t&lleports results for our econometric

model (1). First, we observe that the Ramsey Resétshows that, in most cases, it is
possible to reject the null hypothesis (at the 1€8afidence level or less) that our

models have no omitted variables: although unphegsthese results are largely

expected since our aims is to asses the link betweeporate governance news and
stock returns rather than to use an efficient faséng methods. As a consequence, it is
not surprising that the explanatory power of modalgyes between 10.4% and 32.2%.
In addition, the White’s test and the Breusch-P&gaok-Weisberg test results display

that there are heteroskedasticity problems in fevdets: as a consequence, reported
standard errors and hypothesis tests are basechde Vériance estimator to account for

these problems.

<INSERT TABLE 5 >

Focusing on symmetric event windows, CARs displayasitive and statistically
significant (at the 10% confidence level or lesslationship with NO, OPC and
ET*R1,, while it is usually estimated a negative andigtiaglly significant link with
TAX, OPR, R>, NBC*R;,,and NO*R, These results are consistent with the view that
stock returns tend to increase around ownershigsriletite company was not profitable
over the past 12 months (i.e;oR0), otherwise the overall effect on stock retuisis
substantially negative (i.e. investors dislike ovehg related news for profitable
companies so that they tend to sell their stodRs). results also suggest that the value
and expositive tone (stand-alone) of corporate gwece news are not statistically
significant related to CARs, but the expositivegdar profitable companies (i.e1R0)

has a positive influence on CARs: this is consisteith the view that investors are
influenced by the expositive tone of news rela@gitofitable companies and tend to
buy their stocks). The negative link between CARd &IBC* Ry, display that stock
returns are negatively linked with news relateadthange in the board of directors for
profitable companies (i.e.1®>0), but not in case on non-profitable compani@serall,
these results provide evidence that corporate gawee news have a statistical
significant link with company stock returns and #mxurate assessment of these links
require accounting for the company performance smuhdness since investors seems
to react differently to the news. Overall, a nail@ssification of corporate governance
news seems to be quite effective (even if subjertand the text analysis of news
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shows the importance of their exposition tone (alth their values do not exhibit a
statistically significant link with CARS).

In order to further confirm the aforementioned iinys, we conducted a number of robustness
checks by selecting different event windows befarel after the publications news.
Focussing on the event studies before the newgatitsh date, results are strongly consistent
with the abovementioned discussion, especially shatk returns tend to increase before
the news publication if this is an ownership newd ¢he company was not profitable
over the past 12 months (i.e;oR0), otherwise the overall effect on stock retuiss
substantially negative (i.e. investors dislike “mansi’ for ownership news for profitable
companies so that they tend to sell their stodks)expected, the news exposition tone
is not statistical related to the CARs since thesies not yet published. As such, the
text analysis do not enable us to generate vasahith a statistically to CARS prior to
the news publication, while a naive and subjectiassification of news achieve this
results. This suggests that investors are influgnbg “rumors” about corporate
governance news and (before the news publicatienienply able to assess the “type”
of news (e.g. news related to ownership structuvb)le they are not able to accurately
assess the value and exposition tone. Focussintpeorevent studies after the news
publication date, results are quite consistent thiéhabove presented ones. CARs display a
positive and statistically significant (at the 1@3nfidence level or less) relationship
with OPC and ET*R,, while it is usually estimated a negative and isiaally
significant link with OPR, Rand VAL*R;,. In these models, text analysis enables us to
generate variables with a statistically to CARS,ilevha naive and subjective
classification of news do not achieve this resultss is consistent with the view that,
after the news publications, investors’ behaviauinfluenced by the value and the
exposition tone of the news, while they are notnaone influenced by the “type” of
news.

6 Conclusions

Mass media has a significant impact on financiatkeiz since news can contribute to
the formation of investor expectations Our papelyses the relationship between the
ways of communication of governance news and thesiiors behaviour by analysing a
large sample of corporate governance news publisirethe period 2003-2007 within
“Il Sole 24 Ore” between 2003 and 2007.

Our analysis accounts for the possibility thatitheestors behaviour is influenced both
by the value of the news and the exposition tor@hBsemantic content of corporate
governance news and corporate financial situati@htheir jointly influence have been

considered in the empirical analysis. Our analysisalso based on a naive and
subjective classification of corporate governaneasiand on text analysis techniques
to measure both their value and expositive tone.

Our results provide evidence that stock returnd tenincrease around ownership news

if the company was not profitable over the pasiidhths (i.e. R <0), otherwise the
overall effect on stock returns is substantiallgatese (i.e. investors dislike ownership
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related news for profitable companies so that tleeygl to sell their stocks). Our results
also suggest that the value and expositive toradshlone) of corporate governance
news are not statistically significant related t&R3, but the expositive tone for
profitable companies (i.e.1®0) has a positive influence on CARSs: this is cetesit
with the view that investors are influenced by thgositive tone of news related to
profitable companies and tend to buy their stockfe negative link between CARs
and NBC* R displays that stock returns are negatively linkath news related to
change in the board of directors for profitable pames (i.e. R >0), but not in case on
non-profitable companies.

Our paper also provides findings showing that itmssare influenced by “rumors”
about corporate governance news and (before the pawlication) are simply able to
assess the “type” of news, while they are not &blaccurately assess the value and
exposition tone. After the news publication, ineest behaviour is influenced by the
value and the exposition tone of the news, whigy thre not anymore influenced by the
“type” of news.

13
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Table 1 — Description of variables used to investige the relationship between
corporate governance news and stock return reactien

Stock market variables

Variable Symbol Description
CAR over the event CAR(20;20) CAR(20;20) is the cumulative abnormal return calted between 20 days before the
window (20;20) ' publishing of the news and after 20 days
CAR over the event CAR(10;10) CAR(10;10) is the cumulative abnormal return calted between 10 days before the
window (10;10) ' publishing of the news and after 10 days
CAR over the event CAR(5:5) CAR(5;5) is the cumulative abnormal return calcedebetween 5 days before the
window (5;5) ’ publishing of the news and after 5 days
CAR over the event CAR(3:3) CAR(3;3) is the cumulative abnormal return calcedebetween 3 days before the
window (3;3) ’ publishing of the news and after 3 days
CAR over the event CAR(20;1) CAR(20;1) is the cumulative abnormal return caldebetween 20 days before the
window (20;1) ' publishing of the news and after 1 days
CAR over the event CAR(10;1) CAR(10;1) is the cumulative abnormal return caltedebetween 10 days before the
window (10;1) ' publishing of the news and after 1 days
CAR over the event CAR(5:1) CAR(5;1) is the cumulative abnormal return calcedebetween 5 days before the
window (5;1) ’ publishing of the news and after 1 days
CAR over the event CAR(3:1) CAR(3;1) is the cumulative abnormal return calcedebetween 3 days before the
window (3;1) ’ publishing of the news and after 1 days
CAR over the event CAR(0;20) CAR(0;20) is the cumulative abnormal return caltedebetween the publishing date of
window (0;20) ’ the news and 20 days later
CAR over the event CAR(0;10) CAR(0;10) is the cumulative abnormal return caltedebetween the publishing date of
window (0;10) ’ the news and 10 days later
CAR over the event CAR(O: CAR(0;5) is the cumulative abnormal return calcedgbetween the publishing date of
; . (0;5)
window (0;5) the news and 5 days later
CAR over the event . CAR(0;3) is the cumulative abnormal return calcedbbetween the publishing date of
; . CAR(0;3)
window (0;3) the news and 3 days later
CAR over the event . CAR(0;1) is the cumulative abnormal return calcedebetween the publishing date of
; . CAR(0;1)
window (0;1) the news and 1 day later
Corporate governance variables
Variable Symbol Description
VAL refers to the degree with which news have dtp@sor negative meaning. The
Value VAL value of 1 means the corporate governance newheasghest positive value and the
value -1 refers to the higher negative value;
. ET refers to the degree with which news express theaning in a strong or weak
-, Expositive
Expositive tone tone manner. The value of 1 means the corporate goveenaew has the strongest

News related to
changes in board ofNCB
directors

News related to
board of directors NBF
functioning

News related to the
company ownership

expositive tone, while the value -1 refers to thedst expositive tone.

NCB is a dummy variable, i.e. 1 if the news is tedbto changes in board of directors,
0 otherwise

NBF is a dummy variable, i.e. 1 if the news is tedato the board of directors
functioning , 0 otherwise

NO is a dummy variable, i.e. 1 if the news is radato the company ownership, 0
otherwise

Corporate performance variables

Variable Symbol

Description

Tax impact TAX

Extraordinary items EXT

Revenue efficiency OPR

Ope_ratlng oPC
efficiency

Financial leverage LEV
Past stock return Bnont
Old news OoLD

TAX is the between company net profit (NP) and aeeprofits(PTP), i.e. TAX=
NP/PTP. This ratio provides information abouttdreinfluence on corporate profits
EXTR is the ratio between company pre-tax proft$®) and operating profits (OP),
i.e EXT=PTP/OP. This ratio provides information abthe extraordinary items
influence on corporate profits

OPR is the ratio between company operating revef@@$ and total assets (A), i.e.
OPR=OR/A. This ratio provides information about toenpany ability of generating
operating revenues

OPC is the ratio between company operating costy éDd total assets (A) , i.e.
OPC=0C/A. This ratio provides information about doenpany operating efficiency.
LEV is the ratio between total assets (A) and tetplity (E), i.e. LEV=A/E. This ratio
provides information about the company operatitfigiehcy.

Ri2montiS the company stock return over the 12 montherbehe first day of the past
event window around the announcement day (e.gh@éoevent window (-20,20), R12
is the stock return from -273 and -21 days fromphielishing date (assuming that in
the working years there are 252 observations).

OLD is the number of past corporate governance meuished over the last 12
months
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Table 2 — Sample: descriptive statistic

Variable Obs Mean Standard Deviation Minimum  Maximum

CAR(20;20) 197 0.017 0.084 -0.230 0.377
CAR(10;10) 197 0.015 0.066 -0.262 0.217
CAR(5;5) 197 0.007 0.052 -0.319 0.219
CAR(3;3) 197 0.007 0.048 -0.148 0.261
CAR(20;1) 197 0.008 0.056 -0.189 0.251
CAR(10;1) 197 0.008 0.045 -0.159 0.191
CAR(5;1) 197 0.004 0.032 -0.153 0.193
CAR(3;1) 197 0.003 0.027 -0.133 0.191
CAR(0;20) 197 0.010 0.056 -0.174 0.253
CAR(0;10) 197 0.007 0.053 -0.254 0.361
CAR(0;5) 197 0.003 0.046 -0.270 0.295
CAR(0;3) 197 0.005 0.045 -0.109 0.394
CAR(0;1) 197 0.004 0.041 -0.142 0.408
ROE 193 - 0.052 0,387 0,238 -1,795
VAL 193 0.466 0.438 -1.000 1.000
ET 193 0.824 0.198 0.000 1.000
TAX 197 0.709 0.745 -4.051 5.434
EXT 197 0.304 7.359 -71.682 3.638
OPR 197 0.344 0.386 -0.011 1.349
OPC 197 0.328 0.394 0.005 1.435
LEV 197 8.682 5.488 1.306 20.266
Ri 197 0.052 0.252 -0.888 0.790
OLD 197 5.335 6.003 1.000 23.000
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Table 3 — Type of corporate governance news

Year NCB NBF ON OCN Total
2003 15 1 17
2004 22 1 2 25
2005 19 5 26
2006 21 6 10 4 41
2007 32 11 19 26 88
Total 109 24 34 30 197
Where:

NCB is the number of news related to changes irbtieed of directors, NCF is the number of newsteeldo the board of
director functioning, ON is the number of news tethto ownership and OCN is the number of othep@@te governance

news .
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Table 4 — Results: Cumulative Abnormal Return arour the publication date of
corporate governance news for Italian listed compaes between 2003 and 2007

Event window Mean CAR® d?et\f}gsgrrﬁ’) Z-test® Positive CAR®
(-20;20) 1.519 8.543 1.609* 57.143
(-10;10) 1.339 6.499 2.724*%* 56.682

(-5;5) 0.547 5.194 1.810** 52.074
(-3:3) 0.577 4.796 2,667 52.535
(-20;-1) 0.922 5.439 2.236** 56.221
(-10:-1) 0.819 4.476 3.569% 52.074

(-5;-1) 0.362 3.162 2.960*** 51.152

(-3;-1) 0.298 2.768 3.257*** 54.839

(0; 20) 1.105 5.471 2.463*** 55.760
(0; 10) 0.504 5.150 1.995** 51.152
(0; 5) 0.175 4.441 1.014 42.857
0; 3) 0.280 4.437 2 564% 41.935

(0; 1) 0.282 3.986 11.580*** 45.161

@ The table display the results of an event studhaing the data of 213 corporate governance rmtseen
2003 and 2007. The abnormal return has been ctddulesing OLS regression. The OLS parameters have
been estimated during a period of 252 days in whhehmarkets were open prior to the event window,
maximum (-20, +20). As for market returns, the neaector index was applied. We applied the Stahda
Cross Sectional procedure to CAR. The statisticalifsignce test is the one suggested in Dodd-Warner

(1983)

® value are in percentage.
©  The symbols *, **, and *** represent significantevels of 10%, 5% and 1% respectively.
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Table 5 — Results: the relationship between corpota governance news, corporate performance and cunmatlve abnormal returns for
Italian listed companies between 2003 and 2007 (16Bservations)

EVENT WINDOWS AROUND THE NEWS PUBLICATION DATE EVENT WINDOWS BEFORE THE NEWS PUBLICATION DATE EVENT WINDOWS AFTER THE NEWS PUBLICATION DATE

y=CAR(-20,20) y=CAR(-10,10) y=CAR(-5,5) y=CAR(-3,3) y=CAR(-20,1) y=CAR(-10,1) y=CAR(5.1) y=CAR(-3,]) y=CAR(0,20) y=CAR(0,10) y=CAR(0,5) y=CAR(03) y=CAR(01)

Intercpet -0.0465 -0.0342  -0.0572  -0.0595 -0.0406 -0.0408  -0.0523 -0.0583* -0.0588 0.0063  -0.0051  -0.0012  -0.0055
(0.0941) (0.0666)  (0.0495)  (0.0513) (0.0585) (0.0490) (0.0343) (0.0280) (0.0537) (0.0637) (0.0540) (0.0614) (0.0617)
NBC 0.0243 0.0125 0.0220 0.0289* 0.0207 0.0102 0.0095 0.0127* 0.0246* 0.0023 0.0125 0.0164 0.0044
(0.0216) (0.0172) (0.0136) (0.0114) (0.0129) (0.0123) (0.0065) (0.0056)  (0.0130) (0.0141) (0.0124) (0.0107)  (0.0095)
NBF 0.0325 0.0010  -0.0080  -0.0040  0.0529%* 0.0290** 0.0071 0.0079 0.0497%* -0.0279  -0.0152  -0.0120  -0.0038
(0.0246) (0.0199) (0.0177)  (0.0145) (0.0140) (0.0134) (0.0080) (0.0069) (0.0136) (0.0175) (0.0161) (0.0146)  (0.0127)
NO 0.0507**  0.0452**  0.0254**  0.0226*  0.0432**  0.0311** 0.0211** 0.0165** 0.0462*** 0.0140 0.0044 0.0062 0.0069
(0.0164) (0.0150)  (0.0113)  (0.0116) (0.0115) (0.0100v  (0.0069) (0.0065)  (0.0113) (0.0114) (0.0088)  (0.0089)  (0.0077)
VAL 0.0119 0.0004  -0.0073  -0.0055 0.0154 -0.0017 0.0034 0.0029 0.0125 0.0023  -0.0109  -0.0083  -0.0058
(0.0140) (0.0102)  (0.0090) (0.0075) (0.0096) (0.0079)  (0.0050) (0.0041) (0.0096)  (0.0078) (0.0081) (0.0073)  (0.0074)
ET -0.0025 0.0202 0.0083  -0.0032 0.0001 0.0210 0.0144 0.0136 0.0013 -0.0010  -0.0059  -0.0167  -0.0039
(0.0364) (0.0296)  (0.0292)  (0.0181) (0.0201) (0.0187) (0.0144) (0.0108) (0.0194) (0.0263) (0.0260) (0.0196)  (0.0208)
TAX -0.0184** -0.0179* -0.0143*  -0.0120* -0.0131 -0.0112  -0.0076  -0.0080 -0.0145*% -0.0067 -0.0068*  -0.0039  -0.0036
(0.0086) (0.0080) (0.0072)  (0.0065) (0.0084) (0.0088) (0.0086v  (0.0078) (0.0079)  (0.0051) (0.0036) (0.0036)  (0.0031)
EXT 0.0002 0.0000  -0.0004  -0.0004  0.0005** 0.0004 0.0000 0.0000  0.0006** -0.0004 -0.0005*  -0.0004  -0.0003
(0.0004) (0.0004)  (0.0003)  (0.0003) (0.0003) (0.0003) (0.0002v  (0.0001) (0.0003)  (0.0003) (0.0003) (0.0003) (0.0002)
OPR -0.4283*  -0.3581**  -0.1672* -0.2087* -0.1737 -0.1150  -0.0067  -0.0171 -0.2534*  -0.2412*  -0.1589  -0.1904  -0.1663
(0.2079) (0.1360)  (0.0967)  (0.1025) (0.1189) (0.0952) (0.0765v  (0.0631) (0.1160) (0.1252) (0.1058) (0.1245)  (0.1248)
OPC 0.4222*  0.3742**  (0.1832*  (0.2159* 0.1827 0.1289 0.0191 0.0211  0.2620** 0.2432* 0.1627 0.1935 0.1660
(0.2068) (0.1334)  (0.0916) (0.1044v (0.1206) (0.0962) (0.0784v  (0.0653) (0.1156)  (0.1304) (0.1087) (0.1336) (0.1351)
LEV -0.0008 -0.0002  -0.0006  -0.0013 0.0001 0.0004 0.0000  -0.0005 0.0000 -0.0006  -0.0007  -0.0008  -0.0004
(0.0017) (0.0011)  (0.0010)  (0.0008) (0.0011) (0.0007) (0.0005)  (0.0004) (0.0011)  (0.0009) (0.0008)  (0.0007)  (0.0007)
Ln(A) 0.0021 0.0012 0.0020  0.0029* 0.0007 0.0004 0.0010 0.0013 0.0014 0.0008 0.0011 0.0016 0.0013
(0.0028) (0.0019) (0.0013)  (0.0015) (0.0018) (0.0014)  (0.0010) (0.0009)  (0.0017)  (0.0018) (0.0014) (0.0017)  (0.0017)
Rz -0.2902* -0.2259** -0.0967  -0.1676 -0.0942 -0.0195 0.0473 0.0060 -0.1580** -0.2089**  -0.1437* -0.1733* -0.1393*
(0.1254) (0.0940)  (0.0926) (0.0775) (0.0756) (0.0729) (0.0466v  (0.0367) (0.0742)  (0.1009) (0.0818) (0.0705)  (0.0642)
OoLD 0.0022* 0.0015 0.0006 0.0004  0.0023*** 0.0017* 0.0007 0.0003 0.0024%* -0.0002  -0.0001 0.0001  -0.0001
(0.0010) (0.0009)  (0.0007)  (0.0007) (0.0007) (0.0007)  (0.0005)  (0.0004) (0.0007) (0.0008) (0.0006) (0.0007)  (0.0006)
NBC* Ry, -0.1350** -0.0604 -0.1247** -0.1212* -0.0274 -0.0324 -0.0591** -0.0713*** -0.0245 -0.0277 -0.0654 -0.0500 0.0159
(0.0603) (0.0389)  (0.0434) (0.0510) (0.0380) (0.0402) (0.0198) (0.0188) (0.0362) (0.0563) (0.0473) (0.0463) (0.0355)
NBF* Ry, -0.2456%* -0.0810 -0.0831  -0.0767  -0.1311* -0.0695 -0.0506** -0.0635*** -0.1166** -0.0114  -0.0326  -0.0128  -0.0115

(0.0796) (0.0707)  (0.0558)  (0.0634) (0.0521)  (0.0565) (0.0246) (0.0213)  (0.0551) (0.0655) (0.0528) (0.0572) (0.0452)
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NO* Ry, -0.3634%*  -0.2633%* -0.1710%*  -0.1092 -0.1738**  -0.1273* -0.1025*  -0.0738 -0.1772%* -0.1350*  -0.0684  -0.0360  -0.0058
(0.0872) (0.0730)  (0.0743)  (0.0703) (0.0661) (0.0593) (0.0463) (0.0429) (0.0650) (0.0633) (0.0551)  (0.0504)  (0.0406)

VAL*R 1, -0.0009 0.0063 -0.0137 -0.0666** -0.0031 0.0508 0.0273 0.0031 -0.0281 -0.0446 -0.0409 -0.0696** -0.0743**
(0.0705) (0.0634) (0.0409) (0.0336) (0.0484) (0.0509) (0.0245) (0.0182) (0.0494) (0.0484) (0.0368) (0.0344) (0.0368)

ET* Ry» 0.5184** 0.3574** (0.2543** (0.3551*** 0.2021* 0.0594 0.0024 0.0615 0.2849** 0.3004** 0.2512** (0.2937** (0.2113**
(0.1657) (0.1326) (0.1140) (0.0790) (0.1038) (0.0898) (0.0619) (0.0440) (0.1052) (0.1130) (0.0896) (0.0732) (0.0801)

D 0.0141 0.0105 0.0195 0.0195 -0.0079 0.0015 0.0093 0.0197* 0.0033 0.0091 0.0104 -0.0003 -0.0019
(0.0431) (0.0246) (0.0198) (0.0212) (0.0285) (0.0182v  (0.0142) (0.0114) (0.0269) (0.0248) (0.0206) (0.0242) (0.0234)

D, -0.0241 -0.0165 -0.0038 -0.0039 -0.0285 -0.0027 0.0094 0.0176* -0.0231 -0.0139 -0.0131 -0.0217 -0.0165
(0.0393) (0.0260) (0.0200) (0.0175) (0.0260) (0.0160) (0.0103) (0.0074v (0.0256) (0.0207) (0.0173) (0.0168) (0.0142)

Ds 0.0169 0.0081 0.0120 0.0014 0.0068 0.0062 0.0060 0.0104 0.0121 0.0015 0.0061 -0.0091 -0.0095
(0.0385) (0.0234) (0.0191) (0.0179) (0.0260) (0.0151) (0.0105v  (0.0075) (0.0256) (0.0184) (0.0169) (0.0166) (0.0157)

D4 0.0044 -0.0039 0.0114 0.0074 -0.0075 -0.0049 0.0087 0.0180* -0.0018 0.0009 0.0026 -0.0107 -0.0105
(0.0394) (0.0244)  (0.0197) (0.0184) (0.0262) (0.0162) (0.0110) (0.0088) (0.0256) (0.0186) (0.0167) (0.0162) (0.0141)

R-square 0.2594 0.2532 0.1982 0.2605 0.2875 0.2152 0.1212 0.1550 0.3215 0.1729 0.1851 0.1964 0.1044

F-static

(22,140) 3.52%* 2.61%* 1.90** 3.41%* 3.40%** 1.94** 1.62** 1.59* 3.98%** 1.79* 2.62%* 3.67%* 2.44%*

R-R test,

p-value 0.0338 0.0439 0.007 0.000 0.195 0.001 0.005 0.000 0.516 0.0049 0.0106 0.0021 0.1257

White's test,

p-value 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661 0.4661

BS/CW test,

p-value 0.1386 0.1678 0.9821 0.0324 0.783 0.0287 0.0049 0.0004 0.5902 0.1830 0.4015 0.0287 0.0387

Note: We reported in brackets standard errors agtsrusing the White estimator to account for lestexdasticity problems. The R-R test is the RarfRemet test and the null hypothesis is that the
model has no omitted variables. The White's telthypothesis is the homoskedasticity. The BS/C¥ i the Breusch-Pagan / Cook-Weisberg test ftarbgkedasticity and the null
hypothesis is the Constant variance. The symbdts &nd *** represent significance levels of 10886 and 1% respectively.
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