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1. Introduction

A long-running literature has explored the relasioip between corporate governance and
product market competition (Hart 1983; ScharfstE9@8; Hermalin 1992, 1994; Schmidt 1997,
Raith 2003). If corporate governance and competgigbstitute each other and competition itself
acts as a disciplining device, we expect that wherirm’s rivals become stronger, the
performance of worse governed firms should detat@iess than the performance of better
governed firms. Alternatively, if corporate govemsa and competition are complements, worse
governed firms should experience a larger droprafifs as they are less prepared to respond to
competitive pressures.

Recent empirical works have made significant gdsmtowards understanding how
corporate governance and competition interact (Kar2007, Giroud and Mueller 2010,
Kadyrzhanova and Rhodes-Kropf 2011, Chhaochharial.e013); however, addressing the
endogeneity of corporate governance and markettateiremains an empirical challenge.

Using a sample of publicly traded U.S. firms o%6i76-95, we apply a number of empirical
approaches to investigate the relationship betweerporate governance and foreign
competition.

We start by exploiting changes in foreign compmiit provided by the disappearing
restrictions on international trade following thar@da-U.S. Free Trade Agreement (FTA) of
1989. Empirically, the FTA passage fends off pdssibases from the endogeneity of product
market competition, which has concerned a vast lodaympirical research (e.g. Guadalupe and
Perez-Gonzalez 2011; Cuiat and Guadalupe 2005, Fo€8ard and Valta 2014; Aghion et al.
2005). Indeed, the FTA was largely unanticipated aas not accompanied by any other

significant economic reform; nor was it a respots@revailing economic conditions (Trefler



2004, Breinlich and Cuiat 2014). As Canada andul®& are main trading partners, the FTA
had significant economic effects on the U.S. econbrifurthermore, since the agreement
consisted mainly of abolishing existing import figrithat differed across industries, the increase
in competition following the FTA had measurabless-@ectional variations.

Our first corporate governance variable comes fthenpassage of antitakeover legislation
(business combination; BC laws) between 1985 ar®d 1@hich restricted certain transactions
(e.g. mergers and asset sales) between firms anddlge shareholders for a period of three to
five years after the large shareholder’s stakeguhsspre-specified threshold. This moratorium
had the effect of hindering acquirers’ access ftgetafirms’ assets and thus limiting the former’s
ability to pay down acquisition debt. By making tilestakeovers more difficult, BC laws
weakened the overall quality of corporate goveregBertrand and Mullainathan 2003).

Consistent with the notion that BC laws increaseanagerial slack, we find that the
adoption of BC laws had a significant negative iotpan the operating performance (measured
by return on assets, or ROA) of firms incorporatedhat state: on average, ROA dropped by
1.9% for these firms. The FTA, too, had a negativeact on operating performance in line with
the idea of increased competition: the ROA of firsnbject to the average tariff cut declined by
1.1% after the trade agreement. Examining the coedbeffect of the two policies, we find that
stronger competition acted as a complementary fayceorsening corporate governance: the
interaction between BC laws and lower import tariff also negative and statistically significant,

and its total effect corresponds to a decline d¥3in ROA.

! Clausing (2001) finds that a 1% reduction in ge8A import tariffs was associated with a 10-11%réase in
U.S. imports from Canada. She also estimates HetTA raised annual Canadian exports to the UySs23

billion. Since Canada was the main U.S. tradingnear(accounting for about one fifth of total imfgrand since
there was no trade diversion, the effect of the Fias substantial for the U.S. economy.



To overcome the potential limitations with the W§eBC laws in empirical tests (Karpoff
and Wittry 2015), we provide evidence from a défgrapproach. In particular, we follow recent
works (e.g. Aghion et al. 2015) and proxy corporgtvernance quality with the share of
institutional investor ownership. Moreover, we usgort penetration to measure competitive
pressures, and we adopt an instrumental variabdedo@an real exchange rates to mitigate
endogeneity concerns (Bertrand 2004). Evidence fitus alternative estimation confirms our
result that corporate governance significantly glsape corporate response to competition.

Next, going beyond accounting performance, weaepstock market returns widm event
study. The trade agreement encountered substag@dsition in Canada, and its fate was
determined by a narrow victory of the Progressiomgervative Party in the federal election of
November 1988. Thus, the election date offers adgeiting for assessing the stock market
reaction to the FTA (Morck et al. 2000; BreinlicA12). We examine abnormal returns for U.S.
firms on the trading days following the electiorxp@nding the recent insights from Breinlich
(2014), our findings indicate that over a 6-dayigaistock prices dropped by 1.88% more for
firms subject to BC laws than for other firms. Hipawe confirm our results in terms of market-
to-book ratios.

Taken together, our findings suggest that corporgvernance was a crucial factor
determining which firms lose more profits afterdign competition intensified. One potential
explanation for this finding is that, if worse goned firms do not face immediate threat of
liquidation (e.g. due to customer inertia, parjiaifferentiated products or cash reserves), then
corporate governance becomes complementary tosifisgh competition as it contributes to
determining which firms expand to take a greaterketashare and eventually survive. By

highlighting that corporate governance influendes ¢orporate response to foreign competition,



our results thus contribute to the literature oa Winners and losers of trade liberalization
(Pavcnik 2002; Melitz 2003).

Our work is also related to a literature on howketstructure affects business operations
and organization. It has been shown that more cttigpeleads to outsourcing (Grossman and
Helpman 2004), to flatter and more decentralizeghoizations (Bloom et al. 2010; Guadalupe
and Wulf 2010), to greater pay-for-performance gty (Cufiat and Guadalupe 2005, 2009),
and to upgrading of technology (Bustos 2011). Briggagency considerations into the debate on
the determinants of firms’ responses to trade &lmation, our results suggest that the
misalignment of incentives between managers anceBbklers limits the readiness of firms to
face changes in the competitive environment. Aldng line, our work also expands previous
studies such as Khanna and Tice (2000), who firat Supermarkets with higher inside
ownership respond less aggressively to the new,emtid Morck et al. (2000), who find that the

Canadian firms affected most by the FTA were haaraged family firms.

2. Empirical approaches
Because product market competition and the maralgadentives are jointly determined as part
of the industry equilibrium (Golan et al. 2014)taddishing the empirical relationship between
them is a challenging task. We deal with this @rade by exploiting exogenous variations in
both the quality of corporate governance and thensity of foreign competition.

Our proposed methodologies have several advant&gss, addressing the combined
impact of competition and corporate governance iomsf solely by means of their cross-
sectional measures would leave the analysis opemniitted factor bias (e.g. because some

unobservable factors such as industry productivityht be increasing the extent of competition



while also cementing the link between corporateegoance and performance). Adopting shocks
to competition and governance provides a more dbdetway to mitigate this concern than
controlling for all potentially omitted variables.

Second, one could argue that corporate governagarheffect on the firm’s strategy in the
product market, and hence on the industrial contiposiFor instance, in the industries where
good corporate governance becomes increasingly mygrertant for performance, competition
could endogenously intensify. In such a scenanimsf could improve managerial incentives as
the means to increase performance and thus coddiprcompeting more aggressively. It is
therefore empirically difficult to interpret thetaraction of corporate governance competition if
competition itself changes in response to corpogateernance. Our approaches address this
concern because corporate governance changes simuldhve induced immediate systematic

increases in import tariffs, which are decidechatinternational level.

2.1. Anti-takeover law and free-trade agreementlsfio

We start by proposing a combination of natural expents regarding corporate governance and
foreign competition. We first employ the passagsefond-generation anti-takeover statutes in
the U.S. A first generation of anti-takeover stasuivas passed by some states in the 1970s. The
Supreme Court deemed these statutes unconstitutiond982, primarily because states
exceeded their jurisdictional reach in applyingthe firms incorporated outside their state. The
mid-1980s saw states introducing anti-takeoverslagons aimed at firms incorporated in the
legislating state, and the practice spread actosscountry after the Supreme Court declared
Indiana’s new law constitutional in 1987. Existwgrks (e.g. Bertrand and Mullainathan 1999;

Armstrong et al. 2012) suggest that BC laws, onecifip type of second-generation anti-



takeover laws, made hostile takeovers more diffibyl restricting an acquirer’s access to the
target firm’'s assets for a period of three to firgars, thus limiting the ability to use debt to
finance the acquisition. BC laws were introduced/amious U.S. states at different times. We
exploit the staggered passage of BC laws in theéesstaf incorporation (Bertrand and

Mullainathan 2003; Giroud and Mueller 2010; Armsigcet al. 2012).

Second, we employ the passage of the FTA as ewagewariation in the competitive
environment. The FTA abolished existing trade dubetween U.S. and Canada. Because these
tariffs differed across industries, we can quantibw the FTA influenced foreign competition
for U.S. firms by using the tariffs on imports fraddanada that applied to a given indusiefore
the implementation of the FTA. As shown by Claugipg01) and Guadalupe and Wulf (2010),
the larger were the import tariffs in place in aey industry, the greater was the competitive
shock.

We use each firm’s primary four-digit SIC codadentify its industry and thus the relevant
tariffs. We extract tariff data from the Center foternational Data at UC Davis. We start by
computing average tariffs in the industry by sumgnihe customs value of imports and duties
paid across all sub-industries of each four-digi idustry in each year before 1989. We then
divide the total duties paid by the total custorakig of imports and use this as our proxy for the
import tariffs from Canada that each four-digit Sidustry faced in a particular year. The main
treatment in our specification is the change frdra average import tariffs in the pre-FTA
period, computed over the three years prior tartiementation of the FTA (1986-88), to zero
tariffs in the post-FTA period (from 1989 onwardsable 1 lists the twenty industries with the
highest tariffs on Canadian imports. Import tarifist ranged between 0% and 36% and the

median cut was 3.3% (with indistinguishable diffeses for BC and non-BC states).



[[ INSERT Table 1 about Here ]]

Because of its bilateral nature, the FTA also mnpd export opportunities to Canada. To
separate this effect from the increase in foreigmpetition, we use export tariffs data from
Trefler (2004) and construct a variable similaoto variable for the import tariffs. Again, we
measure the reduction in export tariffs to Canddbelevel of U.S. four-digit SIC industry.

Although we consider import and export tariffsite zero for all industries after 1989, in
some industries the tariffs reductions were phasgdver periods as long as ten years following
the FTA’s passageNevertheless, we treat all industries equally réigas of their phase-out
schedule. Thus, we implicitly assume that (i) firstarted adjusting to the new competitive
situation immediately following the FTA’s passaged (ii) phase-outs served only to maintain
temporary profits. As discussed in Guadalupe andf\W2010), this has the advantage of
mitigating the potential endogeneity of the phagesethedule. We control for existing domestic
concentration with the Herfindahl-Hirschman indéxH() based on the sales distribution of
publicly listed firms in each three-digit SIC indiys

In our sample, 33.1% of the firms were actuallgoiporated in their state of locatidn.
Twenty states, which account for 15.7% of firm-yehservations, never passed a BC law. Most
of the firms (79.1%) are incorporated in a statd ffassed a BC law in or before 1989 (the year

of the FTA)?

2 Annex 401 of the FTA prescribes the actual phageschedules. However, there is anecdotal evid#ratemany
industries lobbied to hasten the phase-out withfitise review of the initial schedule adopted jasyear after the
FTA (see, e.g., “Canadian Trade Pact Acceleratgd?; York Times, March 14, 1989).

3 Given that firms are affected by BC laws in thgtiate of incorporation, a potential for misclassifion arises
because Compustat only reports the state of incatipo for the latest year available. However, mesirporation
during the period considered was rare (Romano 1993)

* We check that there was no particular geographistering of the states (in particular, in termschifseness to
Canada) with and without BC laws. This evidenceuced the concern that the timing of BC law passages
affected by the FTA implementation.



2.2. Event-study approach

We perform an event study to test whether the FTaeption had a different impact on the
stock prices of U.S. firms incorporated in staté&and without BC laws. This test also helps us
mitigate the concerns of the endogeneity of thesptut schedules of tariffs.

Morck et al. (2000) and Breinlich (2014) summaritee political events around the
implementation of the FTA. Contrary to the politigeocess in the U.S., the debate about the
adoption of the FTA was very contentious in Canakfter the agreement was signed between
U.S. and Canada in October 1988, the legislationm@ement it stalled in Canada’s Senate.
Brian Mulroney, Prime Minister at the time, callisdleral election for November 21, 1988. The
FTA was the main issue in the election and the @mug of the election was highly uncertain.
Although Progressive Conservatives won the majoatéallup poll published two weeks before
the election still showed a 12% lead in favor o€ thiberal Party, which opposed the
implementation of the FTA.

The uncertainty surrounding this election thusersfan ideal context for conducting an
event study that examines the U.S. stock marketicgato the FTA depending on whether or

not companies where incorporated in states sutnpegC laws.

2.3. Institutional ownership and import tariffs

Going beyond the BC law approach, we employ a Speeific proxy for the quality of corporate
governance. Hartzell and Starks (2003) find thattitutional ownership concentration is
associated with greater pay-for-performance sefitgitand lower executive compensation, both
of which reduce agency problems between shareloltet management. Furthermore, Ferreira

and Matos (2008) show that institutional investars more likely to invest in better-governed



firms. Nikolov and Whited (2013) further claim thgtven the measurement problems associated
with other proxies, institutional ownership shoblklthe preferred proxy for firm-level corporate
governance.

Following these and other recent studies (e.g.idxgbt al. 2013), we adopt the fraction of
institutional ownership in the firm as a proxy fie quality of its corporate governariceWe
draw the annual data on institutional investor had from SEC 13 filings recorded in the
Thompson Financial CDA/Spectrum database.

We then adopt the industry-level import penetrati@nan alternative measure of foreign
competition. An industry import penetration is defil as the dollar value of imports divided by
the sum of dollar value of imports and dollar vahfedomestic production. Because import
penetration can be endogenous to industry’s pholityy, we follow Bertrand (2004) and
instrument it using the weighted average of théerahange rates of the importing countries. In
particular, the weights for each industry are tharss of each foreign country’s imports in the

total imports of that industry; thus, the instrurnearies both by time and industry.

3. Sample and Summary Statistics

Our data set consists of publicly listed firms k@thand incorporated in the U.S. We restrict our
analysis primarily to manufacturing firms (SIC cedep to 4000) because the FTA directly
affected only the tradable sector (Guadalupe antf ¥010). We draw accounting data from the

Compustat dataset. We exclude the firms for whiehsales or book value of assets are either

® Standard corporate governance indices, such a® thonstructed by Gompers et al. (2003) and Bebehu.
(2009), are unavailable for the period we studyrédwer, Nikolov and Whited (2013) claim that thasdices fail
to capture latent poison pills, which can be introed without shareholder consent. Hence they stighes
institutional investor ownership is a better préaycorporate governance. Indeed, Chung and Zh2@yl( explore
the relationship between corporate governance mstitltional investor investment, and find that fhection of
company’s shares that are held by institutionabgters increases with the quality of corporate guaece.



missing or negative, as well as firms in the indastfor which we have no data on tariffs. Our
sample period ranges from 1976 through 1995 andistsnof 3,567 unique firms and 34,279
firm-year observationglthough the presence of missing values for comaadhbbles reduces the
number of observations used in the various regyassi

Our main measure of operating performance is thenmeon assets, computed as earnings
before interest, taxes, depreciation, and amoitizatEBITDA) divided by the beginning-of-
year book value of assets. To mitigate concernsitabotliers, we drop 1% of the firm-year
observations from each tail of the ROA distributiatthough this procedure does not affect our
results. We report summary statistics for the manables of interest in Table 2. Appendix 1

describes all the variables used.
[[ INSERT Table 2 about Here ]]

4. Results

4.1. Findings from the BC law-FTA Identification

We start by providing univariate evidence. To #msl, for every firm in our sample we identify
another firm in the same SIC three-digit industng avith the headquarters located in the same
state. These firm pairs are exposed to the sameosto conditions and should be similarly
affected by the FTA. However, importantly, althougley are headquartered in the same state,
these pairs differ in that one firm is incorporate@ state with BC law in 1989 while the other is
in a state without BC la¥.We are able to form 218 unique pairs by matchirithout
replacement. We then estimate the three-year awdR&@A before and after the adoption of the
FTA and find that ROA dropped 4% more (t=2.4) formt incorporated in BC law states,

compared to their matched firms in the states with8C laws. This evidence, albeit based on a

® In case multiple candidate firms exist, we pick tme closest in size.
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small sample, suggests that BC laws were instrumh@mthe firms’ heterogeneous response to
the FTA.
We generalize the above evidence by estimatingplteaving regression:

ROA,, =a; +a, + Blmport Tariff cuts, + B,Export Tariff cuts; +

1
+ B,BC,, + B,BC, xImport Tariff cuts, +y "X, +6 (L)

wherei indexes firmsj indexes four-digit SIC industriek,indexes states of incorporation, and
indexes time. The dependent variaBRA is the return on assetsnport tariff cuts; measures
the average level of tariffs on imports from Canad#he industry] before the passage of the
FTA, interacted with a dummy, set equal to 1, far post-FTA period, i.dmport tariff cuts; is
equal to O before 1989 and to a positive value af8&9.Export tariff cuty is the corresponding
measure for tariffs on exports to Canada in thesigyj. The coefficient ol mport tariff cuts;
measures how ROA changed for firms that were exptsgreater foreign competition due to
the FTA.BCy is a dummy, set equal to 1 if the firm’s stateraforporationk has BC laws in
yeart (and to O otherwise). If BC laws do have a negatffect on corporate governance that
translates into lower operating returns, then weeekf; to be negative. The coefficient of the
interactionBCy; X Import tariff cuts; measures how the negative effect of the cut iromngariffs
varies as a function of the exposure to BC law® il hypothesis fof, is that an increase in
foreign competition affects firms’ returns unifogmregardless of their governance, fig= 0.
We expect a negativg, if worse governance makes firms respond inadetyutdencreases in
competition, and a positiye, if corporate governance becomes less importanhwbepetition
intensifies.

Our specification also includes year dummigsand firm fixed effectsg;. In addition, the
vector Xjji includes firm size, its squared term and firm aggewell as the one-year lagged HHI
to account for the domestic industry concentratiinally, we control for general conditions at

11



the industry level and economic conditions in ttetes where firms operate by including state
and industry linear trends (computed as time-varyamerages of the ROA of firms in certain
state of location or industry, excluding the firmguestion).

We cluster the standard errors by the state afrpuration, which accounts for arbitrary
correlations of residuals across different firmsaigiven year and state of incorporation, across
different firms in a given state of incorporationeo time, as well as over different years for a
given firm.

Table 3 illustrates the results. First, in Coluni) e show that BC laws negatively
affected operating returns,(in line with Bertramd &ullainathan 2003). Meanwhile, consistent
with the prediction that the FTA increased forempmpetition for U.S. firms, we find that the
coefficient for reduced import tariffs is negatigad significant; firms exposed to the average
(3.3%) tariff reduction saw their ROA decline byl% (the median ROA in our sample is
11.8%). These findings remain unchanged after obimg for the industry HHI (Column 2).

In Columns (3) and (4) we include the interactmiween BC laws and import tariff cuts.
The coefficient for this interaction term is negatiand statistically significant at the 5%, even
though the cut in import tariffs by itself is nogsificant. The drop in ROA was 3.1% for firms
incorporated in states with BC lavaed exposed to the average cut in import tariffs. Thhe
increase in competition affected operating retuoméy for firms with recently worsened
corporate governance.

In Columns (5) and (6), we add the variable meaguhe reduction in export tariffs and its
interaction with BC laws, thereby controlling féretfact that the FTA also reduced export tariffs
to Canada. Our estimates indicate that the interadietween BC laws and the reduction in

import tariffs remains negative and statisticaligngficant, whereas the interaction between BC

12



laws and export tariffs cut is not significant. Floe average firm, our findings are thus driven by
the increase in foreign competition in U.S. donestiarkets and not by the greater ease of

exporting to Canada. We investigate this furthe®éction 4.1.3.
[[ INSERT Table 3 about Here ]]

4.1.1. Robustness

In Table 4, we explore the robustness of our masults. We start by addressing the main
concern in Karpoff and Wittry (2015) that the effexf BC laws on corporate outcomes is
potentially biased by the presence of first-genenatintitakeover laws, by the other second-
generation antitakeover laws (i.e. fair price, colnshare acquisition and poison pill laws), or by
firms that lobbied for takeover protection. In R¢l) we only employ sample years after 1982,
in order to exclude the time period covered bytdfymsneration antitakeover laws. Alternatively,
in Row (2) we explicitly control for the presenckfiost-generation antitakeover laws. In Row
(3) we control for the other second-generationtakeiover provisions adopted by US states.
Finally, in Row (4) we exclude firms that lobbiedr fthe passage of BC laws (taken from
Karpoff and Wittry 2015).

Industries that are the least competitive globallght be protected by higher import tariffs,
yet also be the most affected by worse corporatergance. We thus control for a time-
invariant measure of the average import tariffg théirm faced before the FTA. This variable is
related to an industry’s static characteristicshsas its global competitiveness. A statistically
significant coefficient for the interaction betwe&C laws and average import tariffs would
suggest that the least efficient industries were thost affected by worsening corporate
governance. We find that this coefficient is ndatistically significant, but as reported in Row

(5), the interaction between BC laws and the redocin import tariffs remains significant.
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Hence, the negative effect stemmed from change®nmpetition and not from static industry
characteristics.

Next, we control for the interaction between B@sdaand lagged HHI, to allow for the
differing effects of BC laws on concentrated versampetitive industries (Giroud and Mueller
2010). In Row (6) we again find a negative and iicgnt effect for the interaction between BC
laws and the tariff cut. In Row (7) we also incluadleset of pre-FTA industry characteristics
typically related to trade protection skill intetysicapital intensity, and TFP growth over 1986-
89, as well as their interaction with the post-Fildmmy (Guadalupe and Wulf 2010). These
controls allow us to further absorb the effect dservable industry differences potentially
related to the magnitude of the tariffs cut. In R@)we include all controls separately used in
Row (1)-(3) and again find a significant effect four coefficient of interest. An additional
concern with our specification is that the contratiables (e.g. firm size) might themselves been
responsive to the policy changes. In Row (9) weetloee provide the results obtained by only
controlling for time and firm fixed effects.

Since many firms in our sample are incorporateBefaware, our results could reflect some
non-governance related changes in the legislatubel@aware-incorporated firms. Yet Row (10)
shows that our findings are robust also to the wsteh of firms that were incorporated in
Delaware. We also deal with the concern that, simeenly use the primary segments reported
in Compustat for each firm, the FTA treatment migbtfer from measurement errors for firms
active in multiple segments. To this end, in Row)(ve only employ single-segment firms, as
inferred from the Compustat Segments databaseltRé&soadly confirm our main results.

We proceed by exploring the timing of BC laws. Chaseline results estimate the

interaction of an increase in competition with B regardless of whether the BC laws were
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passed before or after the FTA. Seventeen statesuating for 79.1% of firm incorporations)
passed BC laws before the FTA, eight states dioh §®89, and five states passed BC laws in
1990-91, after the FTA. Since we aim to identifjwhgovernance affects the response to a
subsequent trade shock, we show that our reswdtsoliust to excluding firms incorporated in
states that passed BC laws in 1990-91 (Row 12).

A possible source of selection bias is represehtefirm entry and exit. New firms may
choose where to incorporate depending on whethBiCalaw was present or not in their
headquarter state. Similarly, worse-governed firmstates without a BC law may be more
prone to exit from the sample. We reduce thesearosdy estimating our baseline model only
using firms present in the dataset from 1981 ub®95 (i.e. the last sample year). Results
reported in Row (13) confirm our main finding. Higawe verify that the interaction between
BC laws and import tariff drops remains statisticaignificant if we compute standard errors in
alternative ways, e.g. by clustering at the fowitdndustry level (Row 14), or at the levels of

industryand state of incorporation (Row 15).
[[ INSERT Table 4 about Here ]]

4.1.2. Firm and Industry Characteristics

In Table 5, we explore whether the economic mageitaf our estimates is larger for firms
potentially more exposed to the FTA. First, we ¢hetether less productive firms were hurt
most. Models of trade integration with heterogersefiums (e.g. Melitz 2003) suggest that only

low-productivity firms are negatively affected byade liberalization. Moreover, corporate

" In untabulated regressions, we also cluster rasdoy firm, state of location, or by block-boo#gtrusing 200
replications (Bertrand et al. 2004). We finally Hedth possible outliers. In our baseline estimates trim 1% at

each tail of the ROA distribution. We obtain simitasults if we exclude firms with assets of ldst$1 million, if

we trim 1% at each tail of the distribution of fodasets, and if we estimate a median regressionreé3ults are also
robust to using alternative measures of performasioeh as sales divided by assets, EBITDA divideddes, and
EBITDA divided by book value of common equity.

15



finance research suggests that low-productivimdirare ex ante more likely to be taken over
because of greater potential efficiency gains (Mak&sic and Phillips 2001). Hence, the passage
of BC laws, which reduced the threat of takeovhguid have affected them more negatively
than high-productivity firms. We test whether thegative effect of the BC laws-FTA interaction
on operating returns was mostly prevalent amonggdovductivity firms. We measure firm-level
total factor productivity (TFP) by following the & parametric procedure developed in Olley
and Pakes (1996). Then, we estimate separate segresor subsamples of firms with lower and
higher TFP than their industry peers in 1984, leefitre first BC law was passed (Panel A,
Columns 1 and 2). The key interaction coefficiesitniegative in both subsamples, but the
economic magnitude is more than twice as largddarproductivity firms. Our findings thus
indicate that less productive firms suffered maentf the FTA than the other firms did and
especially so if they were subject to BC laws.

Next, we explore variations in the geographic proty to the Canadian market. Gravity
models of international trade imply that the infgn®f trade decreases with the distance
between the trading partners, and so we expedETiieto have had a stronger effect on firms
located closer to the Canadian border. As BC lawsewntroduced at the level of state of
incorporation, we avoid spurious correlation betwdistance and the quality of governance. We
measure proximity to Canada as the distance franattgest city in the firm’s state of location
to the closest U.S.-Canada border crossing. We $pénthe sample according to whether the
firms were located closer to or farther from thedmaa distance to Canada (300 miles) and
analyze separately the effect of BC laws and redlumgort tariffs for both subsamples (Panel
A, Columns 3 and 4). We find that the combined aftd tariff drop and BC laws is statistically

significant only for those firms close to the Caiaadborder.
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We also explore whether less competitive industieere mainly affected by the trade
shock. Since competitiveness of different industuaries in the U.S. and Canada, presumably
the highest threat to U.S. industries happenetiércases when they were less competitive than
their Canadian counterparts. Due to data limitstiowe measure the competitiveness of a
particular US industry relative to its Canadian igglent using the difference in the import and
export tariffs. Presumably, if export tariffs to ri@@la were low for a particular industry but
import tariffs from Canada were high, the protectibat this industry received in the U.S. meant
that it feared competition from Canada more thanadan industry feared competition from the
U.S. We then split the sample according to wheprerFTA import tariffs were higher than
export tariffs for a particular U.S. industry (Pae Columns 5 and 6). We find that the
combined effect of tariff reduction and BC laws waigher for firms in less competitive
industries.

Because increased competition requires firms @ogamize their activities, access to capital
may play an important role in adapting to the FTideed, it has been shown that greater credit
constraints limit a firm’s ability to react to tradiberalizations (Manova 2008). Yet the quality
of corporate governance establishes the terms achvinms can raise external funds, as agency
problems increase the cost of external finance.eW#ore this potential driver of heterogeneity
by classifying (similar to Rajan and Zingales 1988hs based on whether the industry in which
they operated was above or below the across-indusédian of the dollar value of external
financial capital raised in 1984 (i.e. one yeaoptbd the first BC law) normalized by the dollar
value of industry assets. Results in Columns (1) @) of Table 6, Panel B, indicate that the
negative effect on operating returns of reducedoitnfariffs was mainly concentrated among

firms incorporated in states with BC laasd operating in industries that were highly dependent
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on external finance. Second, we sort our sample/fiigther or not in 1985 the firms had been
assigned a long-term bond rating by Standard & ®¢as reported in Compustat). A bond rating
enables firms to access public debt markets arnlei®fore related to lower credit constraints
(Kashyap et al. 1994; Faulkender and Petersen 28@5ults in Panel B, Columns (3) and (4),
show that the combined negative effect of the FhA &orse corporate governance on operating
returns was concentrated among firms that did ageferedit rating, i.e. those that were ex ante
more financially constrained. Third, we use firnzesias an indirect measure of financial
constraints. As discussed in Almeida et al. (208faller/younger firms are more vulnerable to
capital market imperfections. In Panel B, Columsgnd (6), we estimate separate regressions
for firms that were smaller or larger than theidustry peers (i.e. below or above the industry
median in 1984, one year before the first BC lawg find that the impact of BC laws was
insignificant for large firms, perhaps because rtteze rendered takeovers less likely. In
contrast, BC laws had a large and negative effacthe ROA of small firms. Although the
coefficient for the interaction between BC laws ahé FTA is negative and significant at
conventional levels for both large and small firnts,economic magnitude is much greater for

small firms®
[[ INSERT Table 5 about Here ]]

4.1.3. Exporters

FTA affected both import and export side of trakhethis Section, we thus separately look into
how firms were affected by the reduction in the@xpariffs. We first distinguish between non-
exporters and exporters (i.e. firms with exportst tbonstitute at least 1% of their sales in the

pre-FTA period). We expect the results for these twoups to differ for two reasons. First,

8 The results on young vs. old firms are virtuatlgitical and not reported from brevity.
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exporters might have benefited from the expandesinless opportunities in Canada due to the
reduction in export tariffs. Second, exporting ferrare typically associated with a high level of
productivity (e.g. Clerides et al. 1998, Delgad@let2002; Bernard and Jensen 2004), hence the
effect of import tariffs should be lower for thefiens.® To account for both effects, we estimate
separate regressions for exporters and non-exppitetuding the reduction of both import and
export tariffs as well as their interactions witle Baws. It is important for our identification that
the firms in our sample did not change their expgrstatus after 1988 — in other words, that
there is no effect from the FTA on the extensivegmaof export.

Results, reported in Table 6, Columns (1)-(3) shioat our main findings on import tariff
cuts are concentrated in the sample of non-exoridne interaction between BC laws and
import tariffs is both significant (at the 10% Ilévand economically large for this group of
firms. On the contrary, neither export tariffs capr its interaction with the BC laws are
significant at conventional levels. Thus, non-exipgr firms were negatively affected by the
FTA mostly through the increase in competition, #imd negative impact was especially strong

in environments characterized with poor corporateegnance.
[[ INSERT Table 6 about Here ]]

On the other hand, we find that for exportersrédduction in export tariffs was positive and
significant. This result suggests that exportersevable to benefit from the cut in export tariffs
to Canada (which likely expanded their product regrkMoreover, we find that the interaction
between export tariff drop and BC laws has a negatioefficient of almost similar size,
indicating that even though exporters were posytiafected by the FTA, worse governance

impaired their ability to benefit from the incredsepportunities for exporting to Canada.

° Another reason why exporters might have been aéfested by reduced import tariffs is that theipguction
inputs are more likely to be imported (Bernard 1e2809), which means that exporters are moreyikelbenefit
from the reduction in import tariffs on their suiggl.
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Due to data limitations we are not able to idgniihether the firm is in fact exporting to
Canada or to other countries. However, we can &diow our results differ across industries. In
particular, we exploit the fact that some industi@ve higher fraction of exports to Canada than
other industries, and we sort exporting firms adoay to whether their industry mainly exports
to Canada. We use data from Schott (2008) and @engidustries to be prone to exports to
Canada if their share of exports to Canada overglorts in 1985 was larger than 15%
(approximately the sample median). When we splitsaumple of exporters, we indeed find that
export tariff reduction had a positive effect foperters that operated in the industries with large

export share to Canada (Columns 4 and 5).

4.2. Event-Study Evidence
As discussed in Section 2, we can exploit the ligtertainty in the fate of the FTA passage to
conduct an event study the differential stock priesponse by whether or not firms where
subject to BC laws. First, since all firms withimetsame industry are affected to a similar extent
and since their abnormal returns are likely to tieatated (MacKinlay 1997), we form industry-
level portfolios. Second, for each of these poitflwe estimate cumulative abnormal stock
returns over several event periods surroundingetbetion date: [-20,-1], [-5,-1], [-1,0], [0,0],
[0,1], [0,3], and [0,5], where [-1,0] for examplkggnotes a two-day event window. Cumulative
abnormal returns (CARS) are calculated as therdifiee between actual returns and expected
returns, where the latter are projected using &ebanodel with the parameters estimated from
241 to 41 trading days prior to November 21, 1988. then test whether the average CARs of
these 326 industry portfolios are statisticallyfeliént from zero for each event window.

The results are given in Table 7. Columns (2)e@hfirm that a greater reduction in tariffs

led to a decline in stock prices, a finding thdidates our identification strategy. For instance,
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the six day return was -1.25% for firms operatingndustries subject to large tariffs reductions
but was not significantly different from zero féwetother firms?

Finally, in the same manner as for the industmtfplios, we form portfolios at the level of
state of incorporation, estimate cumulative abnbstack returns over the same event windows
and test for whether the average CARs of these-kael portfolios are statistically different
from zero for each event window. In Columns (5)-@§ document that firms incorporated in
states with BC laws experienced a larger declirgook prices. A six day return was -1.44% for
firms subject to BC laws but not significantly @ifeént from zero for other firms. Overall, the
event study evidence confirms our findings thatnéirsubject to worse corporate governance

were less prepared to face an increase in conyeefitessures.
[[ INSERT Table 7 about Here ]]

4.3. Evidence from Institutional Ownership and Imgeenetration Data

In this section, we start by using an alternativeasure of corporate governance at the firm level
to show that the FTA had a more negative effecimonse governed firms. To this end, we
estimate a model in whichmport tariff cuts; is interacted with the fraction of a firm’'s stocks
owned by institutional investors. Additionally, theodel includes all the firm-level controls and
set of fixed effects of Table 3. Results are regmbih Table 8, Column (1). As shown, we find a
positive relation between profitability and ownepshby institutional investors. Moreover, in
support of our hypothesis, we find that the coedfit for Import tariff cuts; is negative whereas

the interaction term with institutional investor wership is positive. Thus reduced tariffs had a

19 Note that in economic terms this effect corresgotudthe update of the probability that the FTApé@ssed. For
instance, if the market valued that the pre-electioobability of Progressive Conservative victorgsns0%, the
event study results represent half of the actuaheic effect.
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negative effect only for the firms with a small ingtional investor base, i.e. firms with worse

corporate governance.
[[ INSERT Table 8 about Here ]]

We proceed by employing import penetration at tmgustry level, rather than the FTA
shock, as an alternative measure of import competitVe measure import penetration as the
ratio of imports to imports plus domestic productin a given industry and year.

Because import penetration can be endogenous todarstry’s profitability, we follow
Bertrand (2004) and instrument it with the weightaerage of the real exchange rates of the
importing countries. In particular, we construat theights for each industry from the shares of
each foreign country’s imports in the total impartghat industry. As in Bertrand (2004), we fix
these shares of foreign country’s imports at thear 1981 levels. We then use both the current
and one-year lagged weighted real exchange ratestasments for import penetration and use
the interaction of these exchange rates with BGCslaw an instrument for the interaction of
import penetration with BC laws.

The results reported in Column (2) show that gredteeign competition reduced
profitability, though it mainly affected the praddhility of firms subject to worse corporate

governance.

5. Conclusion

We investigate how corporate governance affectedathility of firms to face an increase in
foreign competition. Our empirical approach exg@owariations in corporate governance and
foreign competition from: (1) the intersection ofCBaws and the Canada-U.S. Free Trade

Agreement in the U.S. at the end of the 1980sin&)tutional ownership and import tariffs.
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We find that an increase in foreign competitiofeets primarily companies subject to bad
corporate governance, and that this effect is aunated among non-exporters, low-productivity
firms, firms located closer to the Canadian bordad more financially constrained firms.

Our findings suggest that managers in firms withrs& governance were not undertaking
actions needed to face an increase in competitiencorporate governance and competition
have complementary effects. Thus, our results sthatvcorporate governance is rigid and does
not adapt immediately after competitive pressuneseiase, while increased competition does not
immediately drive worse-governed firms out of besist"

Our results can be explained in two ways. Firsinagers that are protected from hostile
takeovers could have become entrenched and thugeéxess effort than is required by stronger
competition to remain competitive in the market andtain profits.

A second interpretation is that managers in fimaih worse governance could have been
more constrained in their actions (e.g. financiabnstrained) than those in better-governed
firms what regards the actions that they can tdleis, even though these managers were
willing, they were unable to respond adequatelintoeased competition. In general, our results
emphasize one particular cost of bad governance haghlight the importance of sound

governance for firm’s ability to successfully cortgen global markets.

1 In fact, after the passage of the FTA we obseoreesvhat more bankruptcy filings in the states vt laws.
According to the data from BankruptcyData.com amel YCLA-LoPucki’'s Bankruptcy Research Databaserethe
were 8 filings for Chapter 11 by our sample firmsdrporated in states with BC laws (0.24% of thmpda firms)
versus 20 filings in states without BC laws (0.148¢¢r 1983-88. However, for 1989-93 there were 8dpier 11
filings in states with BC laws (0.70%, an incredse2.9 times) versus 9 such filings in states withBC laws
(0.37%, an increase by 2.6 times).
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Table 1. Industries with the highest tariffs on imprts from Canada

This table lists the 20 U.S. industries (at theigitdevel, as of 1987) for which the FTA
reduced tariffs by the greatest amount.

SIC Industry Import
tariff cut
3021 Rubber and plastics footwear 36.06%
2326 Men’s and boys’ work clothing 28.88%
3253 Ceramic wall and floor tile 20.00%
2111 Cigarettes 19.33%
2221 Broadwoven fabric mills, manmade fiber ankd sil 14.53%
2037 Frozen fruits, fruit juices, and vegetables .8%%
2821 Plastics materials, synthetic resins, and nlcanizable elastomers  11.26%
3671 Electron tubes 11.06%
2022 Natural, processed, and imitation cheese 90.46
3144 Women's footwear, except athletic 10.01%
3171 Women's handbags and purses 9.73%
3229 Pressed and blown glass and glassware, retladse classified 9.31%
2824 Manmade organic fibers, except cellulosic @83
2211 Broadwoven fabric mills, cotton 8.81%
3143 Men's footwear, except athletic 8.55%
3824 Totalizing fluid meters and counting devices .06806
2084 Wines, brandy, and brandy spirits 7.83%
2015 Poultry slaughtering and processing 7.77%
3661 Telephone and telegraph apparatus 7.76%
3851 Ophthalmic goods 7.55%
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Table 2. Summary statistics

This table gives summary statistics for firm andustry characteristics. Panel A reports mean,
median, and standard deviation for average U.8fstan imports from Canada for the period
of 1986-88 as well as the HHI index computed in 898 Panel B, we report summary
statistics for firm variables. See Appendix 1 foe description of all variables.

Panel A.Competition and concentration measures

Mean Median Standard
deviation
Import tariff cut 0.0445 0.0333 0.0504
Export tariff cut 0.0934 0.0646  0.1144
Herfindahl-Hirschman index (1988) 0.1737 0.1482 1200
Panel BFirm characteristics
Number Mean Median Standard
of obs. deviation
Assets size 34,264 3.6303 3.4917  2.3506
Ln (age) 34,279 2.1884 2.1972 0.9611
ROA 33,462 0.0584 0.1181 0.2421
Leverage 33,410 0.1937 0.1534 0.1874
Market-to-book 27,770 1.6435 0.6649 2.4251
Institutional investor ownership 14,428 0.2686 022 0.2189

Import penetration 34,264 0.1276 0.0939 0.1208



Table 3. Findings from the BC-FTA ldentification

This table reports OLS regressions. In Columnsafid (2), we include the BC law dummy and the végia

b

measuring the change in import tariffs; in Colun{B%(6), we include the interaction between BC law
dummy and the variable measuring the change in ritnfaoiffs. Column (5) also includes a variable
measuring the change in export tariffs and Colu@nits interaction with the BC law dummy. Control

variables are described in Appendix 1. Standardrerrclustered by state of incorporation, are giiren
parentheses. *, **, and *** denote significancela 10%, 5%, and 1%, respectively.

Dependent variable: ROA

1) 2) 3) (4) (5) (6)
BC -0.0268** -0.0250** -0.0205* -0.0189* -0.0133* -0.0133*
(0.0102) (0.0097) (0.0105) (0.0101) (0.0066) (0.0066)
BC x Import tariff cuts -0.4497**  -0.4615**  -0.5595*** -0.5610**
(0.2132) (0.2168) (0.2058) (0.2614)
Import tariff cuts -0.3245** -0.2311*  0.0253 0.1315 0.2134 0.2146
(0.0958) (0.0960) (0.2089) (0.2078) (0.2008) (0.2465)
Export tariff cuts -0.0045  0.0009
(0.0219)  (0.0596)
BC x Export tariff cuts -0.0052
(0.0559)
Size 0.1061*** 0.1094**  0.1061**  0.1093***  0.1080***  (0.1080***
(0.0058) (0.0055) (0.0058) (0.0056) (0.0065) (0.0065)
Size squared -0.0083*** -0.0085*** -0.0083*** -0.0085*** -0.0081*** -0.0081***
(0.0005) (0.0005) (0.0005) (0.0005) (0.0005) (0.0005)
Ln (age) -0.0315*** -0.0205**  -0.0318*** -0.0210** -0.0208** -0.0208**
(0.0056) (0.0101) (0.0056) (0.0099) (0.0093) (0.0093)
State-year 0.2205*** (0.2220**  (0.2192***  (0.2205***  (0.2059***  (0.2059***
(0.0584) (0.0623) (0.0573) (0.0613) (0.0560) (0.0560)
Industry-year 0.1618*** (0.1593**  0.1614** 0.1587*** 0.1270** 0.1270***
(0.0320) (0.0283) (0.0318) (0.0281) (0.0275) (0.0275)
HHI4 0.0840%*** 0.0848*+*  0.0735*** 0.0735***
(0.0272) (0.0266) (0.0264) (0.0263)
Year fixed effects Yes Yes Yes Yes Yes Yes
Firm fixed effects Yes Yes Yes Yes Yes Yes
Number of obs. 32,777 29,512 32,777 29,512 29,512 25,001
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Table 4. Robustness

This table reports OLS regressions as in Columro{3)able 3 with the same control variables. Weyonl
report the coefficient and the standard errorsheniniteraction term between BC and Import taritfscin
Row (1), we add the interaction between the BCdawimy and average tariffs before 1989. In Row (2),
we add the interaction the BC law dummy and the HRIRow (3), we add - as industry controls - skill
intensity, capital intensity and TFP growth (aleeaged for the period 1986 to 1989 and interactéu av
dummy, set equal to 1 in the post-FTA period). IowR(4), we add all the controls that were included
separately in Rows (1)-(3). Row (5) provides thsules of estimation in Column (3) of Table 4 but
without including any controls. Row (6) excludesfs incorporated in Delaware. Row (7) excludes $irm
operating in more than one segment. Row (8) exsldlde firms incorporated in the states that pas&ad
laws after the FTA implementation (i.e. BC laws gmbin 1990 and 1991). In Row (9), we provide our
main estimates for a subsample of firms that aesqnt in the dataset from 1981 to 1995. Row (10)
replicates estimations in Column (3) of Table 4 m#tead clusters standard errors by four-digit SIC
industry, while Row (11) provides two-way clustestendard errors by state of incorporation times-fo
digit SIC industry. All regressions, except the im&ow (5) include the control variables used oiunn

(3) of Table 4. Control variables are describedAppendix 1. Standard errors, clustered by state of
incorporation, are given in parentheses. *, **, ant denote significance at the 10%, 5%, and 1%,
respectively.

Dependent variable: ROA

BC x Import Standard Number

tariff cuts error of obs.
(1) Sample after 1982 -0.4985* (0.2571) 25,177
(2) Controls for first-generation antitakeover laws -0.4705** (0.2394) 32,777
(3) Controls for other second-generation antitakedaws -0.4036* (0.2422) 32,777
(4) Exclude motivating firms -0.4519* (0.2389) 383
(5) Controls for BC dummy average tariffs before 1989 -0.4476* (0.2233) 29,512
(6) Controls for interaction between BC dummy artdll H -0.4600** (0.2171) 29,512
(7) Additional industry controls -0.4963** (0.2057) 26,018
(8) All controls from rows (1)-(3) -0.4236** (0.18% 26,018
(9) No controls -0.5255** (0.2528) 33,462
(10) Excludes firms incorporated in Delaware -0679 (0.2214) 14,619
(11) Single-segment firms -0.4652* (0.2441) 15,983
(12) Only states that passed BC law before FTA oas* (0.2400) 27,775
(13) Constant sample -0.6999* (0.3951) 11,524
(14) Clustered by four-digit SIC industry -0.4615** (0.2082) 29,512
(15) Two-way clustered by state of incorporatiod amustry -0.4615* (0.2400) 29,512
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Table 5. Firm and Industry Heterogeneity

This table reports OLS regressions as in Columro{3jable 3 with the same control variables. PaeColumn
(1) (resp. (2)) reports separate regressions fiorsfiwith TFP greater (resp. lower) than the medigR of firm’s
three-digit SIC industry in 1984. Column (3) (re¢s)) reports separate regressions for firms witadguarters
located in a state with the principal city closexsp. farther) than 300 miles to the U.S.-Canadddsarossing. In
Column (5) (resp. (6)), we estimate separate regmes for firms in three-digit SIC industries withport tariffs
from Canada smaller (resp. larger) than exporffsat® Canada. Panel B, Column (1) (resp. (2)) repseparate
regressions for firms in three-digit SIC industregh high (resp. low) net change in capital in 49Blet change in
capital is estimated as net change in equity ard, dermalized by book assets. Column (3) (resp. igports
separate regressions for firms that had (respnalidhave) an S&P long-term debt rating in 1985.u@ui (5) (resp.
(6)) reports separate regressions for firms thaewenaller (resp. larger) than the median firntsrttiree-digit SIC
industry in 1984. Control variables are described Appendix 1. Standard errors, clustered by stdte o
incorporation, are given in parentheses. *, **, &ffddenote significance at the 10%, 5%, and 19%pectively.

Panel A
Dependent variable: ROA
Farther More Less
High-TFP Low-TFP Closerto from competitive competitive
firms firms border border industries  industries
1) (2) (3) (4) (5) (6)
BC 0.0055 -0.0221* -0.0030  -0.0402** -0.0148**  -0.0137
(0.0090) (0.0113) (0.0070) (0.0161) (0.0070) (0.0089)
BC x Import tariff cuts -0.4967**  -0.9504** -0.4752* -0.1705 -0.4661* -0.7231*
(0.2045) (0.3912) (0.1865) (0.2458) (0.2329) (0.3068)
Import tariff cuts 0.3097* 0.5680 0.0743 -0.1807 0.0223 0.4107
(0.1709) (0.4254) (0.1696) (0.2830) (0.2184) (0.2892)
Controls Yes Yes Yes Yes Yes Yes
Firm fixed effects Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes
Number of obs. 11,571 9,755 16,880 15,897 17047 10709
Panel B
Dependent variable: ROA
High capital Low capital Rated Unrated Large Small
industries  industries firms firms firms firms
(1) 2) (3) (4) (5) (6)
BC -0.0227 -0.0035 -0.0073  -0.0153 -0.0006 -0.0219*
(0.0157) (0.0072) (0.0078) (0.0110) (0.0077) (0.0129)
BC x Import tariff cuts  -1.0507*** -0.0429 -0.0928 -0.6897***  -0.3875**  -0.8818**
(0.2188) (0.3525) (0.4714) (0.2289) (0.1735) (0.4357)
Import tariff cuts 0.3441 0.0295 0.2066 0.2902 0.2852* 0.4034
(0.2364) (0.3467) (0.4863) (0.1962) (0.1649) (0.4185)
Controls Yes Yes Yes Yes Yes Yes
Firm fixed effects Yes Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes Yes
Number of obs. 12,838 11,202 4,577 20,437 12,068 10,445
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Table 6. Results by Exporting Status

This table reports OLS regressions. We distingbistwveen exporters and non-exporters (a firm issifiad

as an exporter if exports constituted at least 1%sales prior to the FTA). These regressioss aiclude,

as an explanatory variable, the interaction betwbenchange in export tariffs and our BC law duminy.
Column (1) we estimate the regression for the saraphon-exporting firms. In Columns (2)-(5) weiestte
regressions for the sample of exporting firms. laluthn (4) (resp. Column (5)) we estimate separate
regressions for exporting firms in industries witie share of exports to Canada over all exports9i85
higher (resp. lower) than 15%. All regressions udel the control variables used in Column (3) ofl@ah
Control variables are described in Appendix 1. 8&ad errors, clustered by state of incorporatioa,given

in parentheses. *, **, and *** denote significanaethe 10%, 5%, and 1%, respectively.

Dependent variable: ROA

Non- Exporters
exporters Industries  Industries
with high with low
exports to exports to
Canada Canada
(1) (2) 3) 4) ()
BC -0.0173* -0.0002 0.0011 -0.0005  0.0054
(0.0096) (0.0056) (0.0056) (0.0109)  (0.0076)
BC x Export tariff cuts -0.0242 -0.2653** -0.3388*  -0.1816
(0.0554) (0.1176) -0.1423 -0.173
Export tariff cuts 0.0419 0.0672* 0.3184%+ 0.3877**  0.2081
(0.0587) (0.0267) (0.1140) (0.1193)  (0.1671)
BC x Import tariff cuts -0.5624* 0.4729%*  -0.0622 0.0955 -0.3185
(0.3249) (0.1698) (0.1721) (0.7126)  (0.2132)
Import tariff cuts 0.0508 0.1933 -0.1917 -0.044 -0.0963
(0.2818) (0.1405) (0.1403) (0.7033)  (0.1925)
Controls Yes Yes Yes Yes Yes
Firm fixed effects Yes Yes Yes Yes Yes
Year fixed effects Yes Yes Yes Yes Yes
Number of obs. 12,542 9,119 9,119 5,011 4,081
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Table 7. Abnormal returns around the 1988 Canadiameneral election

This table reports the cumulative abnormal ret(@BRs) of stocks of U.S. firms. These returns alewated
as the difference between actual holding returssefaracted from CRSP), and expected returns (giege
using a market model with the parameters estimiated 241 to 41 trading days prior to November 2988).
Event date [0] in the table corresponds to Novenitigr1988. Columns (1)-(3) report results for difet
equally weighted portfolios, constructed at thee#adigit SIC industry level: Column (1) reportsuks of all
industry portfolios; Column (2) reports the averagmormal returns for portfolios of the firms irdirstries
subject to high (i.e. greater than 3.3%) tariffdd @olumn (3) reports the average abnormal retwwnpdrtfolios
of the firms in industries subject to low (i.e. lemthan 3.3%) tariff. Columns (5)-(6) report resuttr different
equally weighted portfolios, constructed at theestaf incorporation level: Column (5) reports theei@ge
abnormal returns for portfolios of the firms incorpted in a state that passed a BC law before 1289;
Column (6) reports the average abnormal returnpdatfolios of the firms incorporated in a statattpassed a
BC law in or after 1989. Standard errors are gimgparentheses. *, **, and *** denote significanaethe 10%,
5%, and 1% levels, respectively.

CARs around Canadian election results

All High Low Difference: BC laws No BC  Difference:
firms tariffs tariffs (2)-(3) present laws (5)-(6)
Event period (1) (2) 3 (4) (5) (6) @)
[-20,-1] -0.0035 -0.0138 0.0075  -0.0212* -0.0013 0.0186  -0.0199
(0.0064) (0.0087) (0.0093) (0.0127) (0.0168) 0227) (0.0332)
[-5,-1] -0.0024 -0.0063 0.0018  -0.0081 0.0013 0089 0.0081
(0.0034) (0.0041) (0.0055) (0.0068) (0.0042) 0087) (0.0122)
[-1,0] -0.0003 -0.0045 -0.0021 -0.0024 -0.0050 .0e37 -0.0012
(0.0039) (0.0030) (0.0040) (0.0049) (0.0037) 0@as) (0.0067)
[0,0] -0.0009 -0.0043**  -0.0030 -0.0013 -0.0057** -0.0034  -0.0023
(0.0034) (0.0018) (0.0029) (0.0034) (0.0026) 0036) (0.0052)
[0,1] -0.0016 -0.0086*** -0.0003 -0.0083* -0.0064 0.0043 -0.0106
(0.0037) (0.0023) (0.0036) (0.0043) (0.0038) 0038) (0.0083)
[0,3] -0.0049* -0.0091*** -0.0003 -0.0088 -0.035 0.0020 -0.0155*
(0.0028) (0.0032) (0.0047) (0.0057) (0.0047) 00BO) (0.0088)
[0,5] -0.0034 -0.0125** (0.0063  -0.0188*** -0.02a* 0.0044  -0.0188*
(0.0032) (0.0042) (0.0046) (0.0062) (0.0052) .0089) (0.0101)
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Table 8. Alternative measures of competition and ¢porate governance

This table reports OLS and instrumental variabéggessions. In Column (1)
we estimate regressions in which corporate govemas proxied by the
fraction of the firm’s shares held by the institutal investors. In Column (2)
we estimate regressions in which foreign compaetii® proxied by import

penetration of the firm’s industry. Import penewatis instrumented with
the weighted average of the real exchange ratéseofmporting countries,
where weights for each industry are the sharesach doreign country’s

imports in the total imports of that industry, fiken 1981. All regressions
include the control variables used in Column (3) Tadble 4. Control

variables are described in Appendix 1. In colum#a Standard errors are
clustered by industry while in columns 3-4 they ahestered by state of
incorporation. *, ** and *** denote significance ¢he 10%, 5%, and 1%,

respectively.

Dependent variable: ROA

Institutional ownership

Institutional ownership x Import tariff cuts

Import tariff cuts

BC

BC x Import penetration
Import penetration
Controls

Firm fixed effects

Year fixed effects
Number of obs.

1) (2)
0.0640%**=*
(0.0191)
0BB*
(0.3952)
-0.3687
(0.2312)
0.0982
(0.0599)
-0.8743*
(0.4679)
2.2823
(1.4989)
Yes Yes
Yes Yes
Yes Yes
14,011 33,490
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Appendix 1. Variable construction

Name of the Description Source
Variable
Governance Characteristics
BC (or BC law Dummy variable, set equal to 1 starting from tharyehen the BC law
present) was passed by the state where the firm is incotpdr@nd to O
otherwise).
Institutional Fraction of firm’s outstanding shares that are lwldéhstitutional Thompson
ownership investors. Financial CDA/
Spectrum

Competition Variables

Pre-1989 tariffs

Import tariff cuts

Export tariff cuts

High (resp. low)
tariff

HHI

Import penetration

Source-country
weighted real
exchange rate

Average tariffs on imports of Cdia& goods during the period 1986-$8JC Davis Center

for each four-digit SIC industry. For each yeaiftaiare estimated as t
total duties paid across all sub-industries (ohefaar-digit SIC
industry) divided by the total customs value of ortp.

Change in the tariffs on impoafsCanada. Before 1989 it is equal to
in and after 1989 it takes a positive value eqougire-1989 tariffs (see
description of Pre-1989 tariffs variable).

Change in the tariffs on expatdJ.S. goods to Canada. Before 1989
is equal to 0, in and after 1989 it takes a positiglue equal to pre-198
export tariffs. Pre-1989 export tariffs are estiatbas the average over|
1986-88 for each four-digit SIC industry.

Dummy, set equal to 1 if Pre-1989 tariffs exceeds. does not
exceed) 0.033 and set to 0 otherwise.

Herfindahl-Hirschman index, computed as the sifraquared market
shares of all publicly listed firms (based on sglesa given three-digit
SIC industry in each year. We omit 2.5% of firm-yelservations at th
right tale of the HHI distribution.

Dollar value of imports divided biyhe sum of dollar value of imports
plus the dollar value of domestic production in\geg four-digit SIC
industry.

Weighted average of real exchange rate of the d&lfar versus other
currencies. For any given four-digit SIC industhe weights are the
shares of each foreign country’s imports in thaltwhports of that
industry, fixed in 1981.

éor International
Data

DUC Davis Center
for International
Data

Trefler (2004)

9

UC Davis Center
for International
Data

Compustat (or
U.S. Census)

e

Schott (2008)

Datastream
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Firm Characteristics

Ln (age)

Asset size
ROA

Leverage

Market-to-book

R&D/Sales

Large (resp. small)
firm

High (resp. low)
TFP firm

More competitive
(resp. less
competitive)
industry

Closer to (resp.
farther from) the
border

Exporters (resp.
non exporters)
Industries with high
(resp. low) exports
to Canada

High (resp. low)
capital intensive
industry

Rated (resp.
unrated) firm

=Inége+1), whereage is the number of years that the firm has been i€ompustat

Compustat.

=lrdt), whereat is the size of assets, in millions of U.S. dollars
=ebitda/at . ;, whereebitda is the earnings before interest, taxes,
depreciation and amortization and whatrés the size of assets.

=qlc+ditt)/at, wheredic is the amount of financial debt due in one
year,ditt is the amount of long-term financial debt atds the size of
assets.

=frcc_f xcshtr_f)/ceq, whereprcc fis the market price of a common
share at the end of the fiscal yeahtr_f is the number of common
shares outstanding apeq is the book value of equity. This variable
limited to the interval between 0 and 10.

xrd/sale, wherexrd is the amount of R&D expenditures asatie
denotes the annual sales.
Dummy variable, set equal to 1 if the firm’s assiee of the firm is
greater (resp. lower) than the median size ofithesfwithin the firm’s
three-digit SIC industry in 1984 and set to O otfise.
Dummy variable, set equal to 1 if the firm’s totattor productivity
(TFP) of the firm is greater (resp. lower) than thedian TFP of the
firms within the firm’s three-digit SIC industry it984 and set to 0
otherwise; here TFP is estimated using the proeedescribed by
Olley and Pakes (1996). The firm-level variablesdut compute TFP
are the logarithms of sales, employment, capitpkesitures, and
property, plants and equipment.
Dummy variable, set equal to 1 if firm’s three-di§iC industry’s
import tariffs from Canada were smaller than itpax tariffs to
Canada before 1989.

Dummy variable, set equal to 1 if the distance fthmprincipal city of]
the state in which the firm’s headquarter is lodaseless (resp. more)
than 300 miles from the nearest road crossing 8f-Ganada border
and set to O otherwise.

Compustat
Compustat

Compustat

Compustat

S

Compustat

Compustat

Compustat

UC Davis
Center for
International
Data, Trefler
(2004)
Various

Dummy variable, set equal to 1 if the firm repatsaverage of at leastCompustat

(less than) 1% of export to sales and set to Oroike.
Dummy variable, set equal to 1 if the industry sughof exports to
Canada over all exports in 1985 is higher (respet) than 15%.

Dummy variable, set equal to 1 if the four-digiC3hdustry’s net
change in capital is greater (resp. lower) thamtledian net change in
capital across all industries in 1984 and setdth@rwise.

Schott (2008)

Compustat

Dummy variable, set equal to 1 if, in 1985, thefinas been (resp. hasCompustat

not been) assigned a long-term bond rating by Stah& Poors and
set to O otherwise.

Sate (Industry) Trends

State-year

Industry-year

Average of the dependent variable aalbfams in the same state o
location of the firm, where averages are compusetlieing the firm in
question.

Average of the dependent variableszcall firms in the same four-
digit SIC industry of the firm, where averages emenputed excluding
the firm in question.

Compustat

Compustat
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