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Re:  The ServiceMaster Company
Incoming letter dated December 13, 2002

Dear Mr. Kaput:

This is in response to your letter dated December 13, 2002 concerning a
shareholder proposal submitted to ServiceMaster by Nick Rossi. We also have received a
letter on the proponent’s behalf dated December 20, 2002. Our response is attached to
the enclosed photocopy of your correspondence. By doing this, we avoid having to recite
or summarize the facts set forth in the correspondence. Copies of all of the
correspondence also will be provided to the proponent.

, In connection with this matter, your attention is directed to the enclosure, which
~ sets forth a brief discussion of the Division’s informal procedures regarding shareholder
proposals.

Sincerely,

/ %EB % &é?ﬂ% Martin P. Dunn
/ \ @MQON Deputy Director
T ‘
Enclosures HNKNG\N’

cc: John Chevedden
2215 Nelson Avenue, No. 205
Redondo Beach, CA 90278
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Ladies and Gentlemen:

On October 5, 2002, The ServiceMaster Company (“ServiceMaster”) received a proposed
shareholder resolution and supporting statement (together, the “Proposal”) for inclusion in the
proxy materials to be distributed in connection with ServiceMaster’s 2003 Annual Meeting of
Stockholders (the “Proxy Materials™). The Proposal calls for ServiceMaster to redeem any
poison pill now in effect and not to adopt or extend any poison pill unless submitted to a vote of

the shareholders. A copy of the Proposal and the letter that accompanied it are attached hereto as
Exhibit A.

The Proposal was submitted by Mr. Nick Rossi, a ServiceMaster stockholder. In a letter
accompanying the Proposal, Mr. Rossi states that he has appointed “Mr. John Chevedden and/or
his designee to act on [his] behalf in shareholder matters, including this shareholder proposal for

the forthcoming shareholder meeting before, during and after the forthcoming shareholder
meeting.”

ServiceMaster presently intends to exclude the Proposal from the Proxy Materials pursuant to
Rule 14a-8(1)(3) under the Securities Exchange Act of 1934, as amended (the “Exchange Act™).
ServiceMaster respectfully requests that the staff of the Division (the “Staff”’) confirm that it will
not recommend any enforcement action against ServiceMaster if it does so.

In accordance with Rule 14a-8(j) under the Exchange Act, the undersigned, on behalf of
ServiceMaster, hereby files six copies of this letter, including the exhibits hereto.

I. SUMMARY OF SERVICEMASTER’S POSITION

ServiceMaster intends to exclude the Proposal from the Proxy Materials because the Proposal

contains materially false and misleading statements that violate Rule 14a-9 of the Exchange Act
and therefore may be excluded pursuant to Rule 14a-8(i)(3).

I1. DISCUSSION

The Proposal Contains False and Misleading Statements in Violation of Rule 14a-9 and
Therefore May Be Excluded Pursuant to Rule 14a-8(i)(3).

&



ServicemMASTER.

ServiceMaster has concluded that the Proposal contains numerous false and misleading
statements. These statements violate Rule 14a-9, which, in general terms, prohibits the use of
false and misleading statements in a proxy statement, and therefore the Proposal may be
excluded from the Proxy Materials pursuant to Rule 14a-8(i)(3).

The Staff has frequently stated that it would have no objection if an issuer were to omit certain
portions of a shareholder proposal as false or misleading if the proponent did not submit a
revised proposal in which the statements had been deleted, factually supported, or recast as the
proponent’s opinion. See, e.g., Peoples Energy Corporation (avail. November 3, 2002);
Honeywell International Inc. (avail. October 26, 2001); General Motors Corporation (avail.
April 10, 2000), The Home Depot, Inc. (avail. April 4, 2000). As the Proposal is replete with
false and misleading statements, as discussed below, we ask that the Staff not object to the
exclusion of the Proposal in its entirety from the Proxy Materials. In the alternative, we ask that
the Staff require that the below-mentioned claims be deleted, factually supported, or recast as the
proponent’s opinion, and that the Staff permit ServiceMaster to omit these statements if the
proponent fails to comply with this requirement.

The Proposal is false and/or misleading in the following respects:
A CITATION TO HARVARD STUDY

The Proposal’s discussion of a “2001 Harvard Business School study” is false and misleading in
at least four ways. First, it misleadingly characterizes the study it cites as a “Harvard Business
School study ... conducted with the University of Pennsylvania’s Wharton School.” The study
was not conducted in the name of these institutions; rather it was conducted by three individuals
that are or were affiliated with these institutions. A copy of what ServiceMaster believes toc be
the study to which the Proposal refers is attached hereto as Exhibit B.

Second, the Proposal misleadingly states that the “study found that good corporate governance
(which took into account whether a company had a poison pill) was positively and significantly -
related to company value.” The study did not address “good corporate governance” at all. The
authors of the study created a “Governance Index,” composed of twenty-four factors, one of
which was the presence of a poison pill. The “Governance Index” was designed to measure the
power of management vis-a-vis the power of shareholders. No normative “good governance” or
“bad governance” value was assigned to any or all of the factors included in the “Governance
Index.” On the contrary, the authors of the study state on page 11 that “there is a long debate ...
about the wealth effects and efficacy of poison pills.... If management uses this power
judiciously, then it could possibly lead to an increase in overall shareholder wealth. If
management uses this power to maintain private benefits of control, then poison pills would
decrease shareholder wealth.”

Third, the description of the study contained in the Proposal (that the “study found that good
corporate governance (which took into account whether a company had a poison pill) was
positively and significantly related to company value”) 1s misleading because it suggests that the
authors found a causal relationship between governance and company value. While the authors
observed a statistical correlation between strong shareholder power vis-a-vis management and
stock price, the authors were very clear in stating that they did not identify a cause and effect
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ServicemASTER.

relationship as the Proposal would suggest. See page 4 of the study where the authors state that
“we make no claims about the direction of causality between governance and performance”
(emphasis in original), page 11 of the study where they state that “[in] constructing this index,
we are not making any judgments as to the efficacy or wealth effects of any of these provisions”
and finally, the concluding paragraph of the study on page 36 where they state that “the multiple
causal explanations [for the authors’ observations] stand as a challenge for future research.” We
believe that an average stockholder reading the Proposal would not appreciate the subtle but
meaningful difference between identifying a statistical correlation between items and identifying
a cause and effect relationship between those items. In other words, we believe that the Proposal
in its current form would lead most readers to conclude that the authors of the study found that:
good governance leads to an increase in stock value -- which is very clearly not what the authors
found.

Fourth, the Proposal does not contain a citation to the study. Without a citation, it may be
difficult for other stockholders to find the study to evaluate the Proposal’s claims.

In view of the foregoing, ServiceMaster believes that the description of the study is false and
misleading in its entirety and that it should be deleted.

B. CONFUSION REGARDING CURRENT STATUS OF POISON PILL

The Proposal implies that ServiceMaster might not currently have a poison piil. In the first
paragraph, it states: “This is to recommend that the Board of Directors redeem any poison pill
previously issued {if applicable) and not adopt or extend any poison pill unless such adoption or
extension has been submitted to a shareholder vote.” (Emphasis added.) Since ServiceMaster
already has a poison pill, the Proposal’s implication that it might not runs the risk of confusing
and misleading stockholders. Kimberly-Clark Corporation (“Kimberly-Clark™) received a
proposed shareholder resolution and supporting statement from Mr. Rossi last year that was -
substantially similar to the Proposal and Kimberly-Clark made a simiiar argument in a no-action
request submitted to the Staft. See Kimberly-Clark Corporation (avail. February 1, 2002). In its
response to that request, the Staff agreed with Kimberly-Clark’s position, requiring the
proponent to strike the phrase “even if our company does not now have a poison pill or plan to
adopt a poison pill in the future.” The principles underlying the Staff’s decision in its response
to Kimberly-Clark supports ServiceMaster’s request to omit the sentence quoted in the first
sentence of this paragraph because it creates ambiguity as to the existence of ServiceMaster’s
poison pill.

C. OPINION OF PROPONENT REGARDING GOVERNANCE

The Proposal states: “Some believe that a company with good governance will perform better
over time, leading to a higher stock price. Others see good governance as a means of reducing
risk, as they believe it decreases the likelihood of bad things happening to a company.” This
language is objectionable as misleading for two reasons.

First, it lacks any cited authority, as it relies upon the claim that unspecified people “believe”
such assertions to be the case.
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ServicemASTER.

Second, and more importantly, it fails entirely to address the topic of the Proposal, poison pills.
Instead, it addresses the general topic of “good governance” without making any connection
between “good governance” and poison pills. The above-quoted language is, therefore,
irrelevant to the Proposal and should be deleted.

D. UNSUPPORTED CLAIM REGARDING VOTING ON THE PROPOSAL TOPIC

The first sentence of the Proposal states: “This topic won an average 60%-yes vote at 50
companies in 2002.” This claim is without reference to any source and should thus be deleted.
Kimberly-Clark made a similar argument in a no-action request to the Staff last year. See
Kimberly-Clark Corporation (avail. February 1, 2002). In its response to that request, the Staff
agreed with Kimberly-Clark’s position, requiring the proponent either to “provide a citation to a
specific source for the sentence, ‘Shareholder right to vote on poison pill resolutions achieved a
57% average yes-vote from shareholders at 26 major companies in 2000 (Percentage based on
yes-no votes),” or delete the sentence.”

E. REFERENCE TO WEBSITE

The Proposal contains a reference to the website of the Council of Institutional Investors,
www.cii.org. A third party website cannot be regulated for content and is constantly subject to
change. The website referenced in the Proposal may well contain information that is, either
generally or in the specific context of the Proposal, false and misleading, and the proponent.
would have no way to control or remedy that situation. Thus, the reference to the website in the
Proposal should be deleted. :

The Staff has recently required a reference to this particular website be deleted from a
shareholder proposal. See Allegheny Energy, Inc. (avail. March 20, 2002). More generally as
well, the Staff has previously found that references to Internet addresses and/or websites are
excludable and may be omitted from supporting statements. See The Emerging Germany Fund,
Inc., (avail. December 22, 1998), in which the Staff stated: “There is support for your view that
the reference to the Internet site in the supporting statement may undermine the proxy process
requirements of Rule 14a-8. Therefore, the staff would not recommend action against the Fund
if the Fund omits the reference to the Internet site in reliance upon Rule 14a-8(i)(3).” See also,
e.g., AMR Corporation (avail. April 3, 2001) and Templeton Dragon Fund, Inc. (avail. June 15,
1998). ‘

F. FALSE AND MISLEADING STATEMENTS MAKE UP BULK OF THE
PROPOSAL

The false and misleading claims discussed above, when taken together, make up the bulk of the
supporting statement. Staff Legal Bulletin No. 14 (“SLB 14”), published on July 13, 2001, states
that “when a proposal and supporting statement will require detailed and extensive editing in
order to bring them into compliance with the proxy rules, {the Staff] may find it appropriate for
companies to exclude the entire proposal, supporting statement, or both, as materially false or
misleading.” Requiring the Staff to spend large amounts of time reviewing proposals “that have
obvious deficiencies in terms of accuracy, clarity or relevance ... is not beneficial to all
participants in the [shareholder proposal] process and diverts resources away from analyzing
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core issues arising under rule 14a-8.” The Proposal contains the sorts of obvious deficiencies
and inaccuracies that make Staff review unproductive and would require such detailed and
extensive editing to eliminate or revise its false and misleading statements that it should be
completely excluded. As such, we ask that the Staff not recommend enforcement if
ServiceMaster excludes the entire Proposal pursuant to Rule 14a-8(i)(3).

II1. CONCLUSION

On the basis of the foregoing, ServiceMaster intends to exclude the Proposal from the Proxy
Materials. ServiceMaster requests that the Staff confirm, at its earliest convenience, that it will
not recommend enforcement action if ServiceMaster does so. Alternatively, if the Staff cannot
concur that the Proposal may be excluded in its entirety, ServiceMaster requests that the Staff not
recommend enforcement if ServiceMaster excludes the false and misleading portions of the
statement discussed above.

Please acknowledge receipt of this letter by stamping one of the enclosed copies and returning it
to the messenger, who has been instructed to wait. Should the Staff disagree with
ServiceMaster’s position, we would appreciate an opportunity to confer with the Staff prior to
the issuance of its response.

Please note that ServiceMaster will move its principal executive offices on Friday, December 13,
2002. After December 13, 2002, please send any mail to 3250 Lacey Road, Suite 600, Downers
Grove, IL 60515, send any faxes to (630) 663-2020 and direct any telephone calls to the
undersigned at (630) 663-2071.

Very truly yours,

At

Kaput
Senior Vice President and
General Counsel

The ServiceMaster Company

cc: Nick Rossi
John Chevedden
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Attached.
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NI'CK /?OS'—;I
P.QO. Box 249
Boonville, CA 95415

Mr. Jonathan Ward

Chairman and CEO

ServiceMaster Company (SVM)

2300 Warrenville Road - . -
Downers Grove, IL 60515

Phone: (630) 271-1300

Fax: (630) 271-2710

Email: bit Z
Dear Mr, Ward,

This Rule 14a-8 proposal is respectfully submitted for the next annual shareholder meeting. This
proposal is submitted to support the long-term performance of our company. Rule 14a-8
requirements are intended to be met including-regd@ Wt ownership of the required stock value
until after the date of the applicable shareholder meeting. This submitted format, with the
shareholder-supplied emphasis, is intended to be used for definitive proxy publication. This is
the proxy for Mr. John Chevedden and/or his designee to act on my behalf in sharcholder
matters, including this shareholder proposal for the forthcoming shareholder meeting before,
during and after the forthcoming shareholder meeting. Pleasc direct all future communication to
Mr. John Chevedden at:

PH: 310/371-7872
2215 Nelson Ave., No. 205
Redondo Beach, CA 90278

Your consideration and the consideration of the Board of Directors is appreciated.

Sincmly,

AL Lodd O cobev | —00
Niek Eags

cc: Jim L. Kaput v
Corporate Secretary
FX: 630/271-5870
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3 — Shareholder Vote on Poison Pills
This topic won an average 60%-yesa vote at 80 companies in 2002

This_ is to recommend that the Board of Directors redeem any poison pill previously issued (if
applicable) and not adopt or extend any poison pill unless such adoption or extension has been
submitted to a shareholder vote. '

Harvard Report
A 2001 Harvard Business School study found that good corporate governance (which took into
account whether a company had a poison pill) was positively and significantly related to
company value. This study, conducted with the University of Pennsylvania’s Wharton School,
reviewed the relationship between the corporate governance index for 1,500 companies: and
company performance from 1990 to 1999,

Sf)me believe that a company with good govemance will perform better over time, leading to a
higher stock price. Others see good governance as a means of reducing risk, as they believe it
decreases the likelihood of bad things happening to a company.

S.incethe 1980s Fidelity, a mutual fund giant with $800 billion invested, has withheld votes for
directors at companies that have approved poison pills, Wall Streer Journal, June 12, 2002.

Council of Institutional Investors Recommendation
The Council of Institutional Investors www.cii.org, an organization of 120 pension funds which
invests $1.5 trillion, called for shareholder approval of poison pills. In recent years, various
companies have been willing to redeem existing poison pills or seek sharcholder approval for their
poison pill. This includes Columbia/HCA, McDermott International and Bausch & Lomb. I
believe that our company should follow suit and allow shareholder input.

Shareholder Vote on Polson Pills
Yeson 3

The above format includes the emphasis intended.
The company is requested to notify the shareholder of any typographical question.

The company is requested to assign a proposal mumber bascd on the chronological order
proposals arc submittal and to make a list of proposal topic and submittal dates available to
sharcholders.
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If our company at all considers spending sharcholder money on a no action request on this
established topic, it is respectfully recommend that the following points be brought to the
attention of the directors:

1) “Similarly, lawyers who represent corporations serve sharcholders, not corporate
management.”

Chairman Harvey L. Pitt, U.S. Securities and Exchange Commission, Washington, D.C., August
12,2002

2) The Securities and Exchange Commission “is faced with a dramatic increased workload that is
stretching its resources to the limit,” Rep. John Dingell (D-Mich.) and Rep. Edward Markey, (D-
Mass,). _ .
3) To allow shareholder-votets a choice

In the New Jersey High Court ruling on Sen. Torricelli, the court said election statutes should be
"liberally construed to allow the greatest scope for participation in the electoral process to allow
... the voters a choice on election day.”
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Attached.
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Corporate Governance and Equity Prices

July 2001

Paul A. Gompers
Harvard Business School
Harvard University and NBER

Joy L. Ishii
Department of Economics
Harvard University

Andrew Metrick
Department of Finance, The Wharton School
University of Pennsylvania and NBER

We thank Darrell Duffie, Gary Gorton, Edward Glaeser, Joe Gyourko, Steve Kaplan,
Sendhil Mullainathan, Krishna Ramaswamy, Virginia Rosenbaum, Andrei Shleifer, Rob
Stambaugh, Joel Waldfogel, Julie Wulf and seminar participants at Wharton and
INSEAD for helpful comments. Ishii acknowledges support from an NSF Graduate
Fellowship.



ABSTRACT

Corporate-governance provisions related to takeover defenses and shareholder
rights vary substantially across firms. In this paper, we use the incidence of 24 different
provisions to build a “Governance Index” for about 1,500 firms per year, and then we
study the relationship between this index and several forward-looking performance
measures during the 1990s. We find a striking relationship between corporate governance
and stock retuns. An investment strategy that bought the firms in the lowest decile of
the index (strongest shareholder rights) and sold the firms in the highest decile of the
index (weakest shareholder rights) would lave eamed abnormal returns of 8.5 percent per
year during the sample period. Furthermore, the Govemance Index is highly correlated
with firm value. In 1990, a one-point increase in the index is associated with a 2.4
percentage-point lower value for Tobm’s Q. By 1999, this difference had increased
significantly, with a one-point increase in the index associated with an 8.9 percentage-
point lower value for Tobin’s (. Finally, we find that weaker shareholder rights are
associated with lower profits, lower sales growth, higher capital expenditures, and a
higher amount of corporate acquisitions. We conclude with a discussion of several causal
interpretations.

Keywords: Corporate governance, shareholder rights, investor protection, agency
problems, entrenched management, hostile takeovers, poison pills, golden parachutes,
greenmail.



1. Introduction

In reaction to the takeover wave of the 1980s, many firms adopted takeover defenses and
other corporate provisions designed to reduce shareholder rights. At the same time, many states
passed laws giving firms further protection against takeovers. The end result was wide variation
in govemance structures across U.S. firms. The relative stability of these structures since 1990
allows for a long-term study of the relationship of corporate govemance with stock prices,
returns, and corporate performance. Our results demonstrate that firms with weaker shareholder
rights eamed significantly lower returns, were valued lower, had poorer operating performance,
and engaged in greater capital expenditure and takeover activity.

Corporate governance addresses the agency problems that are induced by the separation
of ownership and control in the modem corporation. Even in developed countries, these agency
problems continue to be sources of large costs to shareholders.! In the United States, the primary
methods of solving these agency problems are the legal protection of minority investors
(including voting rights), the use of boards of directors as monitors of senior management, and
an active market for corporate control (“takeovers”). The strength of these methods is
determined by securities regulation (at the federal level), corporate law (at the state level), and
corporate bylaws, charter provisions, and other rules (at the firm level).

Taken together, these regulations, laws, and provisions define the power-sharing
relationship between investors and managers. For example, firms can implement defenses like
“poison pills” or classified (“staggered”) boards to try to prevent hostile takeovers. Such

takeover defenses can either benefit shareholders, if managers use their increased bargaining

! Studies of agency problems due to the separation of ownership and control date back to Berle and Means (1932),
with its modemn development by Jensen and Meckling (1976), Fama and Jensen (1983a, 1983b), and Jensen (1986).
Empirical evidence of agency costs is surveyed by Shleifer and Vishny (1997).



power to increase the purchase price, or hurt shareholders, if managers use the defenses to
entrench themselves and extract private benefits” Similarly, firms have wide latitude in setting
the rules for shareholder voting and the election of the board of directors. If they choose,
managers can use this latitude to make it more difficult for shareholders to exercise any influence
or control.

Most of the fimrspecific varation in corporate governance is a result of provisions
adopted and laws passed in the second half of the 1980s. The impact of these changes on
shareholder wealth has been analyzed through numerous event studies. Studies of firmespecific
provisions face the difficulty that many changes are driven by contemporaneous conditions, and
thus the adoption of a provision can both change the govemance structure and provide a signal of
managers’ private information. Event studies of changes in state law are mostly immune from
this problem, but are complicated by difficulties in identifying a single date for an event that is
preceded by legislative negotiation and followed by judicial uncertainty.  Notwithstanding these
caveats, the overall evidence suggests small or zero wealth effects for provision adoption and
new laws. >

In contrast to the direct study of wealth effects, several studies find significant evidence
of increased agency costs following the adoption of takeover defenses and the passage of state
takeover laws. Borokhovich, Brunarski and Pamrino (1997) show that compensation rises for
CEOs of fims adopting takeover defenses. Bertrand and Mullainathan (1999a, 1999b, and

2000) find a similar result for CEOs and other employees in firms newly covered by state

takeover laws. They also find that these laws cause a decrease in plant-level efficiency,

? Researchers have proposed several reasons why takeover defenses might increase shareholder wealth, despite the
possible presence of additional agency costs. See DeAngelo and Rice (1983), Shleifer and Vishny (1990), Stein
(1988 and 1989), and Stulz (1988).

3 Comment and Schwert (1995), Karpoff and Malatesta (1989), and Jarrell and Poulsen (1988) are thorough reviews
of this evidence.



measured either by total factor productivity or return on capital. Garvey and Hanka (1999) show
that state takeover laws led to changes in leverage consistent with increased corporate slack. It
is difficult to reconcile this agency-cost evidence with the small announcement effects and with
Comment and Schwert’s (1995) finding that these laws do not deter takeovers.

A related line of research examines the valuation and long-run performance implications
of board membership and structure. This literature finds strong evidence that board membership
is related to the degree of agency problems at firms. [Byrd and Hickman (1992), Weisbach
(1988), Borokhovich, Parrino, and Trapani (1996)]. Nevertheless, as with the studies on
takeover defenses, the evidence for the direct relationship with performance is mixed or goes in
an opposite direction from the agency problems. [Bhagat and Black (1999), Core, Larcker, and
Holthausen (1999), Hermalin and Weisbach (1991), Yermack (1996)].

For both board membership and takeover defenses, there is a clear relationship with
agency costs, but only a weak or nonexistent link with firm value or performance. In an attempt
to make more sense of these patterns, our analysis takes a different and complementary approach
from the prior literature. Rather than examining performance implications of board structure or
looking for wealth effects around announcements of new laws and provisions, we focus on the
relationship between a large set of corporate-govemance provisions and a firm’s long-term
performance. We view these provisions as being like a slow-moving “constitution” for the firm
that sets the rules for faster-adjusting forms of govemance such as board membership, CEO

compensation, and shareholder activism. In this respect, our analysis builds on the law and



finance literature that examines the impact of national and state law on firm value and
performance.*

Like most examples of legal origin and change, the governance structures of a firm are
not exogenous, so it is difficult in most cases to draw causal inferences. For this reason, we
make no claims about the direction of causality between governance and performance. Instead,
we analyze whether governance is a useful variable for explaining cross-sectional varation in
performance that is not already incorporated into market prices or other firm characteristics. We
find economically significant explanatory power along many dimensions, and in the conclusion
to the paper we discuss several causal interpretations of these findings and the corresponding
policy conclusions for each case.

The data on corporate govemance at the firm level are drawn from publications of the
Investor Responsibility Research Center (IRRC), an organization that has tracked the provisions
for about 1,500 firms per year since 1990. We supplement the IRRC data with information about
state takeover laws.  These combined resources yield 24 distinct corporate-governance

provisions.’

In Section I, we describe these provisions and data sources in more detail. In
Section II, we construct a “Governance Index” from these data to proxy for the balance of power
between shareholders and managers. Our index construction is straightforward: for every fimm,
we add one point for every provision that reduces shareholder rights. This reduction of rights is
straightforward in most cases, and the more ambiguous cases are discussed. We then use this

index as the central unit of analysis for the rest of the paper. Firms in the highest decile of the

index are placed in the “Management Portfolio” and are referred to as having the ‘“highest

* For a survey of this literature, see LaPorta et al. (2000). The most closely related analyses to our own are LaPorta
et al. (2001), which analyzes the international relationship between shareholder protection and firm value, and
Daines (2001), which analyzes the impact of Delaware law on firm value.

* For the remainder of the paper, we refer interchangeably to corporate governance “laws”, “rules”, and
“provisions”. We also refer interchangeably to “shareholders” and “investors”.



management power” or the “weakest shareholder rights”; firmms in the lowest decile of the index
are placed in the “Shareholder Portfolio” and are referred to as having the “lowest management
power” or the “strongest shareholder rights”. Section III gives descriptive statistics on takeover
probabilities, industry composition, and correlations between the index and other fim
characteristics, with special attention paid to these Shareholder and Management Portfolios.

In Section IV, we analyze the relationship between govermance and future stock returns.
In performance-attribution time-series regressions from September 1990 to December 1999, the
Shareholder Portfolio outperforms the Management Portfolio by a statistically significant 8.5
percent per year. Economically large differences, which are present in both the first and second
halves of the sample period, are robust to industry adjustments, equal weighting, and alternative
sample-selection procedures. In cross-sectional regressions for firms in the Shareholder and
Management Portfolios, we control for industry differences and ten other firm-level
characteristics and find abnormal returns nearly identical to those in the performance-attribution
regressions.

In Section V, we analyze Tobin’s @ as a function of the Governance Index and other
control variables. We find a statistically significant cross-sectional relationship between the
Govemance Index and Q at the beginning of the sample period, with a one-point (= one-
provision) increase in the Govemance Index associated with a 2.4 percentage point lower value
for Q. By 1999, the large retum differences during the decade make this relationship much
stronger, with a one-point increase in the Index associated with an 8.9 percentage point lower
value for Q.

In Section VI, we investigate the cross-sectional relationship between the Governance

Index and proxies for agency costs as found in operating measures, capital expenditure, and



acquisition activity.  Partially controlling for differences in market expectations by using the
book-to-market ratio, we find evidence that firms with weak shareholder rights are less profitable
and have lower sales growth than other firms in their industry. Furthermore, firms with weak
shareholder rights have higher capital expenditure and make more acquisitions than firms with
strong shareholder rights.

The correlation of the Govemance Index with returns, firn value, and proxies for agency
costs could be explained several different ways. One explanation, suggested by the results of
other studies, is that govemance provisions that decrease shareholder rights directly cause
additional agency costs. If the market underestimates these additional costs, then stock returns
would be worse than expected and firm value at the beginning of the period would be too high.
The greater agency costs would also show up in lower operating performance. An altemative
explanation is that managers understand that future firm performance will be poor, but investors
do not foresee this future decline. In this case, prescient managers 