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Abstract: The purpose of this study is to identify the relationship between corporate governance
and stock returns in the stock market in the period from 2008 to 2013in Tehran StockExchange.
The research method used in this study was the correlation method. The study population is all
of the companies listed in the Tehran Stock Exchange including 620 companies.195 companies
have been selectedas the sample by the systematic elimination. Thecombined data and multiple
regression modelswere used to test the hypotheses. Eviews and Excel were used to analyze the
data. The results show that there is a significant relationship between the proportion of outside
board members, the ownership of institutional investors, free float stocks, the type of ownership
(private or government), being the main character and stock returns. While there is no significant
relationship between the auditor and stock returns, itis concluded that there is a significant
relationship between corporate governance and stock returns.
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1. INTRODUCTION

Today, if companies want to enjoy the benefits of globalization of capital and have
the ability to offer their shares on stock exchanges around the world, they can
attract low cost and long-term capital;factors such as a well-organized and codified
plan under the system of corporate governance are necessary (given al, 2014).
Corporate governance mechanisms on the information disclosed by the company
affect its shareholders and there is the probability of full disclosure and adequate
information and disclosure of low credit information. Research shows that if there
is an effective oversight of the board of management, quality and adequacy of the
information published by the management increases (Rahimiyan, 2009). The main
concepts in the investment decision are risk and return. Any share or any portfolio
of the stock, if in certain period of purchase time, is stored and sold. It increased
the return on its holder including price changes and benefits of ownership. On the
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other hand, the return on equity in the period varies and is not constant and uniform
as well. Thus, fluctuations and variability are an integral part of the stock returns
over time. The variability and volatility of future stock returns associated the
investment with risk. Thus, investors are always looking to reduce risk and increase
efficiency to ensure return (Mashayekh, 2011).

The purpose of this study is to compare the relationship between corporate
governance and stock returns. This research is trying, if a significant relationship
indicated and the comparison of the information content of these variables, to
offer an indicator to explain stock returns of the investors. The indicators for the
identification of corporate governance include: 1- identificationof the relationship
between the members of the Board of Directors 2 – identification of the relationship
between the amount of institutional investment ownership 3- identification of the
relationship between the main character of the firm 4- identification of the
relationship between the type of ownership (private or public) 5-identification of
the relationship between floating stock 6.Identification of the relationship between
the types of auditors

2. REVIEW OF LITERATURE

Corporate governance issues have been introducedsince the early 1990s in England,
Canada and America in response to the problems caused by the lack of effective
corporate board of directors. The basic principles of corporate governance formed
after Cadbury Report in the UK, Day Report in Canada and the provisions of the
General Motors’s board of directors, which focused on the issue of corporate
governance and shareholder rights, and later, and evolved with new perspectives
and attention to the rights of all stakeholders and society (Sepasi, 2014).

The theory of corporate governance was formedbased on agency theory.
According to the agency theory, there might be conflicts between the interests of
managers and stakeholders. In companies with low levels of supervision and lack
of systematic tools of decision-making, managers may not invest in projects with
positive net present value or investment projects that are in their interests. Owners
can reduce this conflict of interest by using monitoring mechanisms, incentives
and motivational tools to ensure that managers are on the move in the direction of
the interests of the owners. Therefore, businesses must have control systems such
as a hierarchy of decision-making, participatory monitoring system, and active
board of directors and non-members of the board of directors to convergeinterests.
If the entity has a weak regulatory system, management decisions cannot be in the
interests of stakeholders, and thereby managers can do things such as keeping
excess inventory, paying debts, and receiving late debts (Wilson, 2010).

Nikoumaram (2014) stated the factors related to corporate governance as
follows.
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1. The ratio of non-duty members of the Board of Directors: This variable
indicates the ratio of outside members of the board of directors to the
board members. Outside director, a part-time member of the Board of
Directors, that has no executive responsibilities in the company. For
companies that have a higher percentage of outside members, the value 1
and for the rest value zero has been assigned.

2. The amount of shares owned by institutional investors: This variable
indicates the percentage of shares owned by the largest shareholder of
the company that in most cases include the accompanying notes to the
financial statements of the companies. The company has three institutional
shareholders whose shares are over 50% in terms of value and the
remaining value is zero.

3. Originality of the company: This variable indicates whether or not the
company is conducted under the control of another company, shown with
zero and 1 variables. Thus, if the company is the parent company, value
1and otherwise value 1 is awarded.

4. Public or private ownership of companies: This variable indicates whether
the shareholder who have the control (major shareholder) are government,
or institutions. If it is private, value 1 and if it is controlled by the
government value zerois given.

5. Percentage of free float: The free float of the share value of the transaction
is expected in the near future. For smaller companies the float out of the
total sample was crushed in a period of 6 years, and for the rest of the
value of a zero value is considered.

6. Type of auditor: this indicator shows which group of company
auditors has examined the basic financial statements. If it is the National
Audit Office, a value of one and if by institutions, a value of zero is
awarded.

Reward efficiency investments include the current income and the rise or fall
of asset values. The percentage of income or increase in assetsis expressed in
percentage. The typical rate of return on equity represents the total annual income
and capital gains that can be expressed in terms of percentage of the amount
invested (Dastgir, 2012).

Efficiency in the investment process is the driving force that motivates and is
considered as a reward for investment. This indicator alone has the content and
information for investors to evaluate the performance. When this measure is
reduced, it can be seen as an alarm and does not show the efficiency of the
company’s performance. The returns are resources received by an investor which
can be in the form of the value of assets, cash flows from investments, cash flows
and changes in the value of assets (Fabozziand Peterson, 2003.236).
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Sayadi (2010) describes the components of output as follows.

1. Dividends

2. Profit Investment

A) Interest Received: This is a good return on investment in the form of cash
flow period and can be in the form of interest and dividends.

B) Profit (loss) Capital: This component of the return results from the increase
(decrease)asset price, so-called gains (losses) on investment. The profit
(loss) on investment is due to the difference between the purchase price
and the price when the holder of securities intends to sell them.

The total of both received profit and profit (loss) on investment securities is
composed of total return for any securities as follows:

Received profit = total dividends ± (reduced price) price increase

It should be noted that each of these two components can be zero and can be
zero with price changes; however, it is important that dividends cannot be negative.

B) Variables related to stock returns

To calculate the efficiency of the companies surveyed, an increase of capital,
the source of the capital increase and the capital increase should be considered. To
calculate the return, the following formulas are used (Dastgir et al., 2009, 41, 42).

If the company does not raise capital,in this case,

R = ((P_1-P_0) + DPS) / P_0

Where R is the efficiency of the company’s stock, P_1 is company’s stock market
price at the end of the fiscal year, P_0 is the company’s stock market price at the
beginning of the fiscal year and DPS is Dividend per share during the financial
period.

1 0

0

(1 )( )P DPS P
R

P

1 0

0

(1 )P DPS P
R

P

Raising capital from the reserves: in this case, due to the increase in time in
both cases, it can be as follows:

First: If the capital increases before the general assembly:

R = ((1 + �) (P_1 + DPS) -P_0) / P_0
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In the formula, � shows increase in capital.

Second case: If the capital increases after the general assembly:

R = ((1 + �) P_1 + DPS-P_0) / P_0

If the capital increase originates from receivables and cash, In this case, there
are two modes as follows:

First: If the capital increases before the general assembly:

R = ((1 + �) (P_1 + DPS) -P_0-� (Par Value)) / (P_0 + � (Par Value))

Second case: if the capital increase is after the general assembly:

1 0

0

(1 ) ( )
( )

P DPS P ParValue
R

P ParValue

If the capital increases from reserves, receivables and cash brought by
shareholders, then there come the following two conditions:

First: If the capital increase is prior to the general assembly

R = ((1 + �_1 + �_2) [ (P)]_1 + DPS) -P_0-�_1 (Par Value)) / (P_0 + �_1 (Par
Value))

Second case: if the capital increases following the ordinary general meeting:

R = ((1 + �_1 + �_2) P_1 + DPS-P_0-�_1 (Par Value)) / (P_0 + �_1 (Par Value))

�_1 percentage of capital increase brought the receivables and cash,

�_2 percentage of increase capital reserves and � (Par Value) percent capital
increase of receivables and cash brought to the nominal value of each share.

3. RESEARCH METHODOLOGY

The study based on the purpose of researchis classified as applied research and in
terms of methodology is classified as a correlational descriptive research (Khaki,
2008). The study examined the relationship between corporate governance and
stock returns in the stock market in listed companies in Tehran Stock Exchange.

The population of this research study is all the companies listed in the Tehran
Stock Exchange in the period between 2009and2013. The sample size was
determined using systematic methods. The companies must comply with the
following conditions:1-for the ease of comparability, their financial period should
be the end of Iranian fiscal year, 21st of March. 2. During the period under
review,they should not experience stop or change in the fiscal year. 3. The
information required by the companies during the period under review should be
available. 4.The investment intermediary companies (finance and banking) are
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excluded. Finally, of the total listed companies, 620 companies per year, 195
remained were selected as the sample in this research.

The main hypothesis of this study: there is a significant relationship between
corporate governance and stock returns in the stock market in Tehran.

Secondary research hypotheses: There is a significant relationship between (1)
the ratio of outside members of the Board of Directors and Stock Return in Tehran
Stock Exchange.2- between institutional ownership and return on equity in the
Tehran Stock Exchange.3- between originality of the company’s and return on
equity in the Tehran Stock Exchange4- between the type of ownership (private or
public) and return on equity in the Tehran Stock Exchange (5) between the free
float and stock returns in the stock market in Tehran (6) between the auditor and
stock returns in the stock market in Tehran .

3.1. Analysis of the Data

After the data collection, the information is classified with specific methods,
summarized and described. Collection of data, summarizing and describing is
commonly known as descriptive statistics. It includes central parameters such as
(mean, median, minimum, maximum), dispersion parameters (standard deviation,
coefficient of elongation and Skewness). Eviews and Excel were usedto test out
the assumptions.

Main and secondary assumptions have been tested (Table 1.4).

The regression model is measured as follows:

Type of audit the main character outside members

Y=C0+ß1X1+ ß2X 2+ ß3X 3+ ß4X 4+ ß5 X 5+ ß6X 6

Floating stocks type of ownership amount of ownership Return on equity

Table 1, the estimated results for the main hypothesis includes6 sub-hypothesis.
It suggests that the duty of members of the Board of Directors, the level of
institutional ownership, the main character of the companies surveyed, type of
ownership, free float and stock returns indicate a significant relationship. This
means that 5 research hypotheses of this model are confirmed, but the type of
auditor has no relationship with stock return and the hypothesis is rejected.

4. FINDINGS AND CONCLUSIONS

There is a significant relationship between corporate governance and stock returns
in the stock market in Tehran.

The estimated results for the six sub-hypothesis of the main theory are as
follows: There is a positive relationship between the outside members of the Board
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of Directors with respect to the beta coefficient. Since the significance level is less
than 5%, the first sub-hypothesis is confirmed.

The level of institutional ownership has a negative correlation with stock returns
and indirectly due to the beta coefficient and due to the significance level of less
than 5 per cent, the second sub-hypothesis is confirmed. Public or private ownership
with respect to the Beta coefficient has an indirect and negative relationship and
because the significance level is less than 5%, the confidence levelis confirmed.

Free float and stock returns due to negative beta coefficient is negative and
indirect. Since the significance level is less than 5, the fifth sub-hypothesis is
confirmed. There is a direct and positive relationship between the auditor and the
return on equity with respect to the Beta coefficient. Since significance levelis more
than 5%, there is no relationship and sixth sub-hypothesis is not confirmed. The
statistic of Durbin-Watson for the second regression model is calculated. This
number is equal to 2.04, as it should be between 1.5 to 2.5, it is indicative of the
lack of solidarity in the model in the components of regression model.

Table 1
Estimates view of combined data via Poling (generalized least squares method)
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R2 shows that, in totalnearly 26% of the changes in the independent variables
can be explained by the dependent variable in this model. Considering the fact
that the level of risk in the images (4- 7) equals to (000000 / 0), with 99 percent of
confidence the model is correct and the regression is significant.

5. RESULTS

Based on the discussions carried out in this section and the results from the data
analysis were tested in the form of research hypotheses. The results show that
there is a significant relationship between the proportion of outside board members,
the amount of institutional ownership, Free Float, type of ownership (private or
government) and main character and stock returns while there is no significant
relationship between the type of auditor and stock returns.

According to the main hypothesis, it can be said that the beta coefficient is of
the highest amount compared to other members of the Board, and it has the greatest
influence on the dependent variable, which is the return on equity. Therefore,
private or public ownership is of the lowest-0.737 beta coefficient which has the
lowest minimum impact on stock returns.

As 5 out of 6 sub-hypotheses were confirmed, it can be said that with 95%
confidence, there is a significant relationship between corporate governance and
stock returns in the stock market in Tehran between2009and2013.

5.1. Recommendations based on the Results

1. With regard to the role of outside board members in corporate governance,
shareholders are recommended to be introduced to the important regulatory
roleof members. Members should also become more familiar with the tasks
and roles to play an effective role in corporate governance. Outside members
should also carry out their duties on the relevant committees including the
audit committee, committee appointments, and so do, as these factors can have
a great impact on stock returns.

2. According to the results, the stock market tends to focus on institutional
investment property (or major) that causes less efficiency. This is due to the
lack of shareholder culture or low public confidence in the stock market, which
is prevalent in nearly ten percent of the population who have invested in the
stock market. Therefore, it is recommended that guidelines for the expansion
of the shareholders be developed.

3. As noted, the main character of the company is not only for its shareholders
and owners, but also for the big interest groups which are responsible. However,
larger companies or the parent companies of the groups should have the
accountability to the community. As per the study, there is a relationship
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between the main character of the relationship and impact on stock returns.
To ensure accountability, businesses serving the general public and
stakeholders should be monitored with great care.

4. The shares of companies owned by the state or government or quasi-
government organizations of the market are assessed at a lower level. In this
study, the type of ownership and return on equity are related. In order to
improve efficiency and profits, companies continue their policy of privatization
of state-owned shares.

5 Companies with freer float capital market returns enjoy less profit. This is due
to the lack of interest and active participation of short-term stakeholders (buyers
and sellers free float of companies) in the stock market. It is proposed to improve
the accountability of managers for all shareholders as well as the shareholders
regarding the rights and authority of the holders of these sharesso as to increase
corporate governance. In addition, this result demonstrates the need for
establishment of an institution to support and focus on the rights of minority
shareholders (minority shareholders) in the capital market of the country.

6. As there is no relationship between the type of auditor and stock returns, one
of the duties of the auditor’s review is corporate governance. Therefore, it is
recommended that through the introduction of corporate governance issues
are properly addressed to highlight the role of corporate governance. As a
result of the increase in audit quality, i the quality of corporate reporting will
increase.
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