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Abstract
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as opposed to symbolically, implement recommended governancegols violations occur
less frequently among firms with higher levels of formal g@odernance policy adoption.
However, we do find that the negative relation between fopolty adoption and subsequent
violations is significantly weaker among smaller firms, lpsHitable firms and “talk-only” firms
that issue policy statements about good governance while lagyitige iadoption of policies

related to shareholders rights and the Board of Directors.
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1. Introduction

In the last decades most developed and many developing countriesséiaee an official
corporate governance code or good governance guidéllisted firms in these countries are
generally required to disclose their voluntary compliancé Wit good governance principles.
Outsiders —including minority shareholders and regulators— have lyormestly on this
disclosed information and annual reports to assess a firmi@rade governance quality and
typically face a severe asymmetric information problemsThises an interesting question: is
adoption of formal good governance policies always associated with substmad/governance
practices? In other words, is the adoption of formal good goverpaticees more than window-
dressing to improve the firm's external image? A seriescafporate meltdowns due to
governance misconducts such as in the cases of Enron, World@bfryeo provides notorious
examples of firms that adopted formal good corporate governaticegavhile failing to live up
to the intent of these policies.

Some might argue against symbolic implementation of governance policiesgrouhd
that many empirical studies have found a positive relationshiyween corporate governance
mechanisms and firm value (Klapper and Love, 2004, Durnev and Kim, 200k,dBlak, 2006).
The most straightforward explanation is that implementation of goedrnance principles by
the firm helps to create more value for shareholders, leadirg higher value of the firm.
However, managers may also adopt good policies only as d ®igstaareholders that they will
not expropriate the firm’'s assets, and it might be this signahvestors, not the substantive
implementation of good governance practices, that leads to ansedrethe market value of the

firm.? Investors might process all available information edfitly, but this does not resolve the

! The ECGI provides on its website comprehensive apdo-date database on official corporate
governance codes from 59 countries, including 29eldping countries. The ECGI's website is at
http://www.ecgi.org/index.htm.

2 For a sample of 859 companies in 27 countries,n®urand Kim (2005) find that better corporate
governance, i.e. higher scores on the Credit Lyisn8acurities Asia (CLSA) corporate governance xnde
or the S&P disclosure index, is associated witthéigrobin’s Q. Klapper and Love (2004) also relytioa



fundamental asymmetric information problem regarding the sub&dntplementation of good
governance policies. Again, the unforeseen meltdowns of Enron, World@amtheir likes
around the world (Parmalat, Ahold, for example) illustrate the egfaht problem.

This paper aims to address the question whether adoption cdlfgood governance
policies is a credible signal of the firm’'s intent to subt@ly implement the policies, by
tracking subsequent violations of rules and regulations put @@ ptaprotect shareholders. Very
little has been written on the relation between the adoptioorofal good governance policies
and subsequent governance practices. Closest to our paper dy &#yst@hen et al. (2006) that
examines the effect of ownership structure and boardroom chastcsean corporate financial
fraud in China. Using data on enforcement actions of the ChiBeserities Regulatory
Commission, they find that a higher proportion of outside directoessociated with a lower
probability of fraud. While Chen et al. (2006) investigate whetkarious governance
mechanisms can help to explain fraud, our paper studies vicgldtisee whether a large sample
of Thai firms that voluntarily adopted formal governance policiesyreaplemented them.

We develop hypotheses predicting which firms are more likelgngage in symbolic
adoption of corporate governance policies, following related work snattda by Westphal and
Zajac (1994, 1998, 2001). Westphal and Zajac (1994, 2001) show that mgayl&. firms
engage in symbolic management by announcing long-term incentive plastoaekdepurchase
plans, without ever implementing these plans subsequently. WestptiaZajac (1994) draw
upon the literature on impression management and institutionalytheaxplain and predict
which firms are most likely to decouple policy and practice. Targyie that high CEO power,
low firm performance and late adoption are key factors drigyimbolic behavior. We adapt

parts of Westphal and Zajac’s framework to the Thai contemtik&) in the U.S., the major

CLSA index to examine corporate governance of a&rgd firms in 145 emerging markets. They also find
support for this relationship. Black et al. (200@)\elop a system of simultaneous equations ang &wpt
stage and three-stage least squares to cope witbgeneity problems. Their results also support the
hypothesis of a positive relationship between caf@ogovernance and Tobin’s Q.



agency conflict in Thailand arises from highly concentrated st of firms. As concentrated
ownership is the norm in many stock markets around the world,desttloped and developing,
our work addresses a relevant gap in the literature in our opinion.

Our empirical analysis uses data on listed firms in Thdil@he Stock Exchange of
Thailand (SET) introduced a voluntary corporate governance cotistéat companies in March
2002 consisting of 15 principles of good governance, similar toirggisbdes in developed
markets (e.g. the U.K)The code addresses the protection of rights of minority shigesis and
other stakeholders, the importance of independent directors andidblosure of potential
conflicts of interest, among other things. Listed firms must as&ctheir voluntary compliance
with good governance principles yearly in their annual re@orts registration statements on a
“comply-or-explain” basis. In 2003, the Corporate Governance CentitiedbET conducted a
study that measured the adoption of the governance code basessirdisclosed information
for the fiscal year 2002, resulting in a composite code adoption sed83 listed companies.

To test our main hypothesis that the adoption of governance pofieteges the
likelihood of subsequent misbehavior by firms, we develop an igeoutcome-based measure
of misbehavior, by focusing on violations of listing rules aagutations put in place to protect
shareholders. Thai listed firms are monitored and regulated bydtle exchange and the Thai
Security and Exchange Committee (SEC). We use publicly alailaformation on violations
announced by both the SET and SEC, including failure to disclose information abimat paley
connections, failure to disclose other material information, €tbnastifications of financial
statements, and violations of the regulations relating to mankeipulation and tender offers.
Further, we include data on warnings issued by the exchange when tor augresses an
adverse opinion, a disclaimer of opinion, or a qualified opinion abdisteal firm's financial

statements.

% Prior to the introduction of the 15 principles, 198 the Stock Exchange of Thailand (SET) requitéd
listed companies to establish an audit committegthEr, in 1998 the SET also issued a code of best
practices for board members of listed companies.



We are aware that our measure of corporate misbehavioryisagmértial measure, as
many violations of the rules and other forms of bad governance behavidrmatge detected by
the regulators. We mitigate this problem by estimatirgnemetric models that are designed to
deal with the problem of partial observability (see Poid®80 and Feinstein, 1990). Various
model specifications are also tested to check robustness of the.result

Overall, we find that the relationship between adoptionoaidggovernance policies and
subsequent violations of rules is negative, indicating sulbstaimiplementation of governance
policies by a typical Thai firm. However, in line with our hypotlsedke relation is significantly
less negative among firms with poor prior performance, lsmétms and among “talk only”
firms* The presence of a controlling shareholder is associatédawvier corporate governance
quality, while the type of the controlling shareholder such aml\febusiness group and the Thai
government does not affect the extent of symbolic or substantive imykeina.

The paper is organized as follows. Section 2 reviews thatliter on symbolic adoption
of policies versus substantive implementation, as well asitérature on fraud committed by
listed firms and earnings management. Section 3 develops hypo#iesdsthe decoupling of
formal governance policies and substantive practices at The, fouilding on prior research by
Westphal and Zajac (1994). Section 4 introduces our measures of fovlieg adoption and
violations of rules and regulations. Section 5 presents the ecaiometdels and explanatory

variables, while Section 6 discusses the estimation resultsors&atoncludes the paper.

2. Literature Review: Symbolic Adoption versus Subsntive

Implementation of Corporate Governance Policies

In this section, we review prior research on the symbolisugesubstantive adoption of corporate

governance policies. We first focus on the interesting wolWes$tphal and Zajac (1994, 2001),

* We define “talk only” firms as firms scoring higim policy statements about good governance andsethi
but scoring low on adoption of formal policies tilg to shareholder rights and the Board of Direxto



who document and explain widespread symbolic adoption of long-termtiveg@lans and stock
repurchase programs by large U.S. firms. We also discusacttwinting-fraud literature: the
evidence on the ineffectiveness of various governance mechanigre/enting fraud from this
literature also points to the possibility that firms’ adoptiof governance policies might be

mostly symbolic.

2.1 Evidence from the Implementation of Long-Term Incentive Plans

Westphal and Zajac (1994) study the adoption and implementation efelongncentive plans
(LTIPs) by U.S. firms over the period 1972 through 1990. Long-termniie plans typically
involve stock options, stock appreciation rights, restricted stackl performance plans for the
CEO and other top managers. LTIPs can be considered as a gogameni@anism, as in theory
they mitigate the agency problem between managers and shi@mshdly tying part of
management compensation to the firm’s stock price. SurprisiNggstphal and Zajac (1994)
estimate that at least 21 percent (and up to 45 percetg 670 U.S. firms in their sample who
adopted long-term incentive plans did not grant any options, stockber units to management
in the following years. Hence, in these cases the adoption &Ly the firm’'s Board is mainly
symbolic, as it is never followed up by actual implementatias:ighreferred to as decoupling of
policy from practice.

Westphal and Zajac (1994) draw upon the literature about impnesgnagement and
institutional theory to explain why firms decouple the adoption andeimghtation of LTIPs, and
under what circumstances. First, decoupling increases thamiagyt of powerful CEO’s, while
minimizing the risk of their compensation contracts. Seconthug#ing can arise from the need
to manage stakeholder’s impressions in the face of poopfnfiormance. Third, decoupling can
arise as a reaction to the increased legitimization antutnstalization of LTIPs by firms who

do not actually want to alter their existing compensation structure.



Westphal and Zajac (1994) formulate and test the following titatishypotheses:
(i) the greater the CEO'’s influence over the Board, the greatakéfibdod that a firm will adopt
an LTIP, but the lower the likelihood that the firm will actyalise the LTIP after adoption;
(i) the lower a firm's performance, the greater likelihoddtta firm will adopt, but not
necessarily use, LTIPs; (iii) the later the date of L&tption, the smaller the likelihood and
magnitude of subsequent grants made under the plan. The empirisice in Westphal and

Zajac (1994) supports all three hypotheses.

2.2 Evidence from the Implementation of Stock Repurchase Programs
Westphal and Zajac (2001) further investigate decoupling of pibhey practice by focusing on
stock repurchase programs. Share buyback plans redistribttef gafirm’s free cash flows to
investors and could therefore make it more difficult for ngens to waste company resources
(e.g., on excessive perks and empire-building). Further, thatioitiof a share buyback program
might also signal the firm’s bullishness about its own futurestphal and Zajac (2001) argue
that firms might also symbolically announce a stock repurcpiggam — without implementing
it — to alleviate or avoid external pressure for more substahiaiges in corporate governance.

As a measure of stock repurchase plan implementation, Westphal aod2084) divide
the number of shares repurchased in a given year as part ostandintg plan by the number of
shares reserved under the plan for repurchase in that year. Quyegvidre ratio equals 0.09,
indicating that many repurchase plans are either not, or onhalparimplemented. Netter and
Mitchell (1989) provide similar evidence: the majority of S firms who announced a share
buyback program after the 1987 crash — in an effort to support thketradid not subsequently
implement the plan.

Following Westphal and Zajac (1994), one of the main hypothesesstphé and Zajac
(2001) is that there is negative relation between CEO pawerthe level of repurchase plan

implementation. The empirical results support this hypothesistriiveger CEO power, the lower



the share buyback implementation ratio. The other hypotheses iph&lesind Zajac (2001)
mainly consider network effects: the more ties a firm hasherdirms that have decoupled share
repurchase plans or LTIPs, through directors that serve on miBiglals, the lower the extent
of share repurchase plan implementation. The data support the rsgsothre network effects.
Another interesting finding is that institutional ownershipngigantly lowers the likelihood of
repurchase plan implementation, suggesting that firms respondtitatiosal investor pressure

with symbolic action.

2.3 Evidence from the Literature on Fraud and Earnings Management
Empirical evidence on the effect of widely used governaneehamisms — including outside
directors, audit committees, and institutional shareholders — intoniogi management and
preventing fraud is mixed. Some studies document a negative rdigiobstween good
governance mechanisms and fraud (Beasley, 1996, Chen et al., 2@0é3raings management
(Dechow et al., 1996). Chen et al. (2006) examine the effect of bloardcteristics on corporate
financial fraud in China and conclude that outside directors can hd&idofraud, while Beasley
(1996) reports similar results for financial statement fraud among th. fi

On the other hand, several other studies find that the presegeeeshance mechanisms
does not seem to deter corporate misbehavior. For example, Uzur(2€&04) find that board
characteristics such as size of the board, frequency of meesind CEO/Chairman duality are
not associated with fewer fraud occurrences. Agrawal and Ch@06&) and Park and Shin
(2004) find that outside directors do not reduce earnings manageongntwhen there is an
independent director with financial expertise that they findt tthe probability of earnings

management is lowé&rThey also document that other key governance characteiisticiding

® Earnings management is not necessarily illegaljoiés not violate Generally Accepted Accounting
Principles (GAAP). However, managers engaging imniegs management are regarded as being
opportunistic and untruthful to shareholders. Toearses of earnings manipulations within GAAP inéud
the choice of accounting methods, the applicatibnaccounting methods, and the timing of asset
acquisitions and dispositions.



audit committees, the provision of non-audit services by outhidetors, and the average tenure
of outside directors, are unrelated to the probability of accounting matigns.

The apparently mixed results of existing work on the effecdgs of governance
mechanisms calls for more research on this topic. Park kimd(3004) suggests in a study of
Canadian firms that the ineffectiveness of governance meomamsy be due to the highly
concentrated ownership and underdeveloped market for outside direac@anada. In this paper,
we argue that, beside policy ineffectiveness, decoupling ofalopalicy from practice may be
another plausible reason why several studies did not detect posffeets of common
governance mechanisms on fraud deterrence. For example, mighthnominate a director that
is formally independent, but in practice connected to managemnestntrolling shareholders.
Audit committees can be undermined by withholding relevant information, andtatties (such
as providing unintelligible financial statements minutes befloeestart of a meeting). Whether
our presupposition regarding symbolic adoption of good governancéepaliccorrect is subject

to the empirical evidence in this paper.

2.4 Evidence from Other Literature

Other evidence on the decoupling of policy and practice cdoupel in Stevens et al. (2005) on
the implementation of ethics codes, and Yeung and Mok (2005) andn@mis and Taylor
(2006) on the implementation of standards by Chinese I1SO ceffifiesl Stevens et al. (2005)
use survey questions to measure to what extent senior fina@@altives integrate their
company’s ethics code into their strategic decision makBtgvens et al. (2005) find that
substantial implementation of an ethics code is more likehgsponse to pressure from “market
stakeholders”, including customers, suppliers, banks, competing ind shareholders, while
pressure from “non-market stakeholders” such as regulatory iagegovernment bodies and

special interest groups has less impact on implementation.



3. Hypothesis Development

3.1 Symbolic versus Substantive Implementation of CG within the Thai Conxe

The work of Westphal and Zajac and others on decoupling providiesesesting perspective on
the adoption of good governance policies by Thai firms. Inrgatito improve corporate
governance were mainly introduced by the Thai government and @gpalatory bodies as a
reaction to the Asian crisis, driven by recommendations frommniatienal organizations such as
the IMF and the World Bank. As most of these good governancdiugsalid not emanate from
Thai firms themselves, a relevant question is to what extaaitfirms support these governance
reforms, and whether they implement good governance policies istidistsor only adopt them
symbolically.

Westphal and Zajac find that a considerable number of large Wn& fiymbolically
adopt and announce long-term incentive plans for top managemerg|l as whare repurchase
programs — both can be considered as mechanisms to reduce agenatscoeflveen
management and shareholders — without substantially implemeh&sg plans. The context in
which Thai firms operate differs from the U.S. context in a numbempbrtant ways. First,
concentrated ownership is the norm in the Thai market: a magdrithai firms are owned by
founding families. Second, lack of pressure from non-family edt@ders: there is no active
market for corporate control of Thai firms, and there artarge powerful domestic institutional
shareholders pressing for governance refdrifisird, cost of implementation: in a developing
country like Thailand, weak rule of law and lack of human resources may elevatstioé good
governance implementation to be well above that incurred by firmsature countries. We will
now adopt the hypotheses tested by Westphal and Zajac (1994) to hresalistinguishing

features of the Thai context.

® Large foreign institutional shareholders mightthe only exception, but their influence is limitbg
restrictive caps on foreign ownership. See Anankhbf2007) for a detailed study of the impact ofdign
investment on the corporate governance of Thadiitms.



3.2 Hypotheses

Our aim is test whether voluntary adoption of the formal good goveengolicies recommended
by the Thai code is a purely symbolic act or indicative of sabigtimplementation of good
governance practices, by investigating the relation withssquent violations of rules and
regulations put in place to protect shareholders. As a workipgthgsis we will assume that
Thai firms decouple policy and practice, and therefore the extent of fogowd governance
policy adoption will be either unrelated to subsequent violat@ineules and regulations, or

positively related.

Hypothesis H1: Measures of the extent of formal good governance paddipji@n have a

non-negative relation with subsequent violations of rules and regulations

If we reject H1 and the relationship between code adoptionsema subsequent violations is
negative, we conclude that adoption of formal good governance pdbigiddai firms is not
purely symbolic, but indicative of substantive implementation of good governaatees.

We will now refine hypothesis H1 and distinguish various groupdirofs that are
expected to engage in decoupling to a larger or smallentetkitan others. These hypotheses will
be tested by including various interaction effects with tHeyadoption score in the regression
of violations on good governance policy adoption scores.

The work of Stevens et al. (2005) indicates that firmsnaoee likely to substantively
implement good governance practices when important stakeholdeinsas suppliers, customers

and shareholders, attach value to this. Within the Thai cordgertd governance initiatives are

10



mainly driven by the Thai government. For this reason we expect state-owned cenipaiciept

good governance policies more readily, as well as implement thenastinesty”

Hypothesis H2a: State-owned firms are more likely to adoptdbgood governance

policies.

Hypothesis H2b: The relation between the adoption of formal gooerigance policies

and subsequent violations is negative among state-owned firms.

One of the main hypotheses in Westphal and Zajac (1994) iBrthatwith powerful executives
are more likely to decouple policy from practice. Westphal Zajdc (1994) focus mainly on
CEO power, i.e. the agency conflict between top management andadtierehin Thailand the
fundamental agency problem is not between managers and owners—dgmwbtave highly
concentrated ownership—but rather between minority shareholda @ontrolling

shareholder? Similar to powerful CEO’s, controlling shareholders mightngegputational

benefits from engaging in symbolic adoption of good governance lisigile avoiding the
potential costs of these policies by not implementing them auntbstly. Furthermore, minority
shareholders at this type of firm may not have sufficient cloutpush for substantive
implementation. Examples of symbolic good governance policies inclssiéing pro forma
statements about good governance and ethics; improving officialeduees related to

shareholder meetings and voting rights (relatively painless af firm with concentrated

" In this paper, a state-owned firm is defined disma that has the Thai government, the Royal fanoity
Crown Property Bureau as the largest shareholddiriypa block of 25% or more shares.

8 We define a “controlling shareholder” as the Iatgshareholder (an individual or a group of family
members) holding more than 25 percent of the firmitstanding shares directly or indirectly. As wbie
Ananchotikul (2007), under the Public Limited Comjaes Act, at or above 25 percent shareholdings, a
shareholder has sufficient voting rights to do fileowing: 1) nullify any corporate decisions, 2¢mand

to inspect the business operation and the finawwoiatlition of the company, as well as the conddiche
board, 3) call an extraordinary general meetingmgttime, and 4) submit a notion to the court daafireg

for the dissolution of a company if s/he believest further company operations will bring only lessand
that the company has no chance of recovery. Siecitibn from one-share-one-vote rule is not alldvre
Thailand, voting rights are proportional to the tnenof shares owned by a shareholder.

° This definition covers business groups, corporatiandividual investors, including foreign investpas a
controlling shareholder. It does not cover the gorent, unless stated otherwise.

11



ownership); appointing “friendly” (i.e. connected) directors whmindependent according to the
official definition.

On the other hand, widely-held firms may be less likely to exilichprove shareholder
rights because, without concentrated ownership, the risk éfénraing power to outsiders is
higher. Further, for CEO’s of widely-held firms it might be madifficult to nominate a
“friendly” independent director who is also well-received bymajority of the minority
shareholders, since a small group of shareholders can in priopjpbse the appointment if they
doubt the CEOQO's intention. So, when a widely-held firm does deideoluntarily improve
shareholder rights or to appoint independent directors, substahtimge in governance practices
seems more likely than among firms with a controlling shareholder.

For all of the reasons stated above, it might be easier fostatgrowned firms with a
controlling shareholder to comply with governance policies than wyidgd firms, but their

policy adoption may only be symbolic. This gives rise to the following hypotheses:

Hypothesis H3a: Non-state-owned firms with a controlling di@der are more likely to

adopt formal good governance policies.

Hypothesis H3b: The extent to which a widely-held firm adoptsi&bigood governance
policies predicts subsequent violations of rules negativelylewthie relation is non-

negative among non-state-owned firms with a controlling shareholder.

According to Westphal and Zajac (1994), another rationale for fmrasgage in symbolic action
is in response to poor performance. They posit that, from an imprassisagement point of
view, poor management and/or financial performance threatens thiildseof board members
as competent guardians of stakeholder interests. In orderetaatd! this difficult situation, the
Board may decide to at least “give the appearance ofaefficoy symbolically affirming and

tightening their control over management. Substantive impleti@mtappears less likely, as

12



Board members are not involved in the daily management of the Funther, poor financial

performance might also reduce the resources available for siMesiarlementation of policies.

Hypothesis H4a: Poor performance increases the likelihood themnadopts formal

good governance policies.

Hypothesis H4b: The relation between adoption of good governancdepoldnd

subsequent violations of rules is influenced negatively by prior performance

Based on institutional theory, Westphal and Zajac (1994) arguéatbadopters of policies are
less likely to implement them substantively, as policiesobg more institutionalized and
widespread among organizations. Early adopters, on the other hanwhrarékely to be driven
by the potential technical and economic benefits of the paqlicied therefore more likely to
implement the policies substantively. Within the Thai context, sfirwho adopted formal
corporate governance policies before the introduction of the cidus by SET in 2002 can be
considered early adopters. Our measure of early adoption is defioesl precisely in the

measurement section.

Hypothesis H5: The relation between adoption of good governanceiepoknd

subsequent violations of rules is influenced negatively by early adoption.

As discussed shortly below, our measures of formal corporaterrgance policy adoption is
divided into three categories: (i) statements issued hysfeibout good governance, ethics and
corporate mission; (ii) formal policies related to shaldérorights; (iii) board structure and
independence. As the first category is purely based on mvatédements, the ease of engaging in
purely symbolic actions seems greater. We single out finaissicore relatively high in the first

category, but rather low in the second or the third categoryadnad them “talk only” firms. We

13



expect that firms in the “talk only” group are less likadysubstantively implement formal good

governance policies than other firms:

Hypothesis H6: The relation between adoption of good governance gohcid

subsequent violations of rules is influenced positively by a “talk dnlyitator variable.

Lastly, the size of a firm may be another factor affectiveyftrm’s decision to adopt corporate
governance policies, both symbolically and substantively. L&rges may be more likely to
adopt and carry out substantive implementation of governance peli@use the associated cost,

as a share of total expenses or total net profits, may be substdawiai than for small firms.

Hypothesis H7a: Large firms are more likely to adopinfrgood governance policies

than small firms.

Hypothesis H7b: The relation between adoption of good governanceepokeid

subsequent violations of rules is influenced negatively by firm size.

4. Measurement of Variables

4.1 Measurement of Formal Corporate Governance Policy Adoption

In 2003 the SET used information about corporate governance disclgsé&dnb for the
accounting year 2002 to construct a measure of listed firms’ adopfi the various good
governance policies recommended by the Thai Code. The measuredsohaan assessment of:
(i) written claims issued by the firm about its adherencgotmd governance principles (e.g. the
firm writes in its annual report or on its website that it adf¢o principles of good governance);
(if) formal policies related to the good governance prinsifiat can be objectively verified (e.g.
the firm has procedures facilitating voting by proxy, and the Board has dsaldisgemuneration
committee);  (iii) disclosure of information related to goodveynance or relevant for

stakeholders (e.g. the remuneration of each director is disclosedanrthal report).

14



The governance index constructed by SET is a weighted avefrdgesubscores, one for
each of the 15 principles of good governance described in thecddeai We have assessed each
of these 15 measures and checked carefully whether they ale lsméed on written claims by
the firm about the adoption of good governance policies, and/or fanfoamnation about the
adoption of formal good governance policies by the firm, without aboimiy additional
information about the substantive implementation of these pmlidiae reason we want to
exclude potential information about substantive implementation of goeernance practices is
that in our research design adoption of formal governance gmwlisi used as a predictor of
subsequent violations, our outcome-based measure of substantivenémiaieon. Hence, we
want to make sure that the adoption of formal policies measuse rdieaccidentally contain
some information about substantive implementation as well.

Below is list of nine good governance principles from thaiTCode that we deemed
relevant and met our stated criteria, divided in the threen meiups: A. Policy Statements,
B. Shareholder Rights, and C. Board Structure and IndependeBelw each principle we list
the information used by the Thai exchange to assess the adoptlmtedyfirms in 2002 and
assign sub-scores. For each of the three groups, we indicefly bdw firms might be able to

decouple policy and practice.

A. Policy Statements:
Principle 1, “Policy on Corporate Governance™:
— The company has a written corporate governance policy.
Principle 7: “Business Ethics”
— The Board of Directors provides a code of ethics or s&tewf business conduct for
all directors and employees.

Principle 5: “Leadership and Vision”

19 Appendix 1 lists the good governance principles the choose not to use for our study, with moidrat
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— The company provides information on its corporate vision / mission.
Potential for symbolic adoption: clearly, firms can choose to attmgge policies only

symbolically, without making any substantial changes in firm governance.

B. Formal Palicies Related to Shareholder Rights:

Principle 4: Shareholders: Rights and Equitable Treatment

— Implementation of the “one-share-one-vote” principle.

— Procedures facilitating voting through proxy.

Principle 2: “Shareholders’ Meeting”

— Sending out the notice of a shareholder meeting well in advance.

— Providing sufficient information on each agenda item of theeflmdder meeting,
including names and sufficient background information when the appointhent
director or auditor is proposed.

— Encouraging shareholders to express their opinion and ask questiang du
shareholder meetings.

Potential for symbolic adoption: given the prevalence of lamgetrolling shareholders in
Thailand, the lack of a market for corporate control, Bnon foreign ownership in most
industries, and the absence of large domestic institutionaltomgewho would represent
active shareholders, the majority of listed firms can adopetpescies without effectively

giving more influence to shareholders.

C. Board Sructure and Independence:
Principle 8: “Balance of Power in the Board”
— Proportion of independent directors on the Board.
— Number of independent directors on the Board.

— Firm provides its own definition of an independent director.

16



Principle 9: “Segregation of Positions”

— The titles and authority of the Board’s Chairman and head of émagement team
are clearly separated.

— The Chairman of the Board is independent.

Principle 12: “Committees”

— The firm has an audit committee, and a remuneration committee.

— The audit committee has at least three members andsatleane of the members
has knowledge of, or experience in, accounting and/or finance.

— The majority of members of the remuneration committee are nansexe directors
and the committee’s chairman is independent.

Principle 14: “Directors’ Reporting”

— The Board of Directors provides a statement of its respoitisibiconcerning the
company's financial reports, presented alongside the auditort repdrthe audit
committee report.

— The Director’'s report is signed by all Board members.

Potential for symbolic adoption: given the high ownership concemtratievalent in the Thai
market, controlling shareholders typically have great infleermn the selection and
appointment of independent board members. The Thai cultural cohigkt,on power

distance, collectivism and uncertainty avoidance, also redbedgelihood that independent
directors will confront or correct management when they susipegpropriate actions.

Overall, there appears to be some scope for decoupling.

We create a formal governance policy adoption score for eabk tiiree categories above by
equally weighting the sub-scores given to the various prirgiflee three cross-sectional policy

adoption indices are denoted 6% Policy, CG Shareholders andCG Board. Finally, we create
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our overall measure of adoption of formal good governance polgidsms, CG Total, as an

equally-weighted average 6fG Policy, CG Shareholders andCG Board.

4.2 Measurement of Violations of Rules and Regulations

We now describe our measure of violations of the principle®oél governance by the firm and
its controlling shareholders, to be used as an indirect, outbaserl, measure of substantive
implementation of good governance practices.

Thai listed companies fall under the supervision of the exchange 8t the market
regulator (SEC). The Stock Exchange of Thailand supervisesgbentiation of information by
listed companies; it can impose fines, and suspend trading, kgtea firms fail to submit
financial reports or any information which is likely to havsignificant effect on the stock price.
Further, SET monitors the trading of stocks for signs of ingrdeling and market manipulation.
SET issues a variety of “trading sign” announcements to ynatifestors of information
dissemination problems at listed companies, and/or other unusizdiosis that could potentially
affect a security’s price.

The first sign, “NP (Notice Pending)”, is issued to indicatd tha SET is waiting for
additional information or clarification from the company, or wheliseed firm has failed to
submit its financial statements within the deadline. Thergbsign, “H (Halt)” is issued when
trading in the security is halted for one trading sessiontaasdtical changes or events affecting
the company during trading hours, requiring further clarificatioméoSET. The third sign, “SP
(Trading Suspension)”, indicates that trade in a security hers fiespended for more than one
trading session, typically due to prolonged failure of a lisbed to comply with disclosure
regulations. Once the company resolves the issue idetifi&ET, the trading sign is lifted, and
in the case of a trading halt or suspension, trading is resumed as well.

We collect data on trading signs imposed by the SET for thedo#890-2006 from the

SETSMART database (SET Market Analysis and Reporting Tool). Tthdrddudes the date the
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trading sign is imposed, the listed firm involved and the annooeiceof SET describing the
reason for issuing a trading sign. We have analyzed allt&iding sign announcements, filtered

out ones not related to good governance and then categorized them in the fai@uig)

1. Violation of rules regarding the disclosure of related paetgsactions and other material
information:
— The firm is forced by the SET to disclose information aboutelated parted
transaction, or other material information, to the public.
2. Violated of rules and procedures regarding financial statements:
— The financial statement submitted by the firm contains ermursloes not comply
with generally accepted accounting standards.
— The financial statements were not submitted by the deadline, osubmhitted
following the relevant procedures.
3. Warnings issued when the firm’s auditor does not issue an unqualfii@dra
— The firm’s auditor issues a qualified opinion, an adverse opinioa,dsclaimer of
opinion about the firm’s financial statement.
4. Violation of the rules regarding tender offers:
— The firm fails to report that its shareholding of another pubbmpany passes a
multiple of 5% of the outstanding shares.

— The firm does not make a tender offer when required.

Apart from the stock exchange, the supervision of listed compantbe responsibility
of the Thai Securities and Exchange Committee (SEC). Theil8EStigates possible offences
of the securities law and if it deems that a serious wwlabas occurred, the SEC will file a
criminal complaint with the Economic Crime Investigation Bigh of the Thai Police for

prosecution. However, certain less grave offences can bedireatly by the SEC’s Settlement
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Committee. We collect data from the SEC’s website on fimgg$ed and criminal complaints
filed during the period 1999-2066The types of violations include expropriation, falsificatidn
financial statements, insider trading and market manipulatioa.vilebsite provides the name of
the offender, the specific law and the section of the lawviket violated, a short description of
the accusation and, if available, the fine imposed or the outcome ofiitiaal justice process.
We examine each case to verify whether the offenders identi§ieSEC were employees, Board
members or controlling shareholders of a listed company insample at the time of the
violation, and if this is the case, we link the violation to ltestd company and record the year
the offense took placg.

Table 1 provides an overview of all the SEC and SET infoomathat we use to
construct our measure of violations of the principles of good governancell @s whe number of
violations involved. Please note that all violations coveredable 1 are clearly at odds with
good corporate governance practices, either involving fraud ardaib disseminate relevant
information to shareholders and the public at large. Wesityathe various violations into three
groups based on their severity, see Table 1, as follows: y&y&eiolation of good governance
principles; (2) Medium, i.e. a violation that is neither sevesr minor; (3) Minor violation.

For our research we are mainly interested in the total numbaolations committed by
the firm in the period 2003-2006—the period after the SET governanoessvere collected. As
a small number of firms were delisted before the end of 2006djstdahe number of violations
for the length of period that a stock was listed, creating tHewiing measure: the average
number of violations per year listed in the period 2003-2006. To maeaccount the difference
in severity among the various violations, we also calculatevarisy-weighted measure of the

violations measure, with a weight of 1/6 for minor violations, fafémedium violations and 3/6

! Data on SEC violations is available from 1999 orisaSee:
http://www.sec.or.th/enforcement/Content_00000003p2categorylD=CAT0000278&lang=en

12 \We also checked for potential overlap with thelimg signs imposed by the exchange. In our sample,
there are only two cases where a violation recebatl a SET trading sign and a SEC fine and/orinam
complaint; both cased involved companies failingntake a tender offer.
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for severe violations. The choice of the weights has vdty iinpact on the overall measure, as
the occurrence of medium and severe violations is positivetyelated (+0.55), and minor

violations do not occur more frequently than other two types. Weise these two variables as
the dependent variables in our empirical analyses. As comrialbles in our regression models
we will also use similar measures for the historical period 1990-2002.

Apart from the total number of violations, Table 1 also showsatlezage number of
violations per year in the period 1990-2002 and 2003-2006. Comparing the twdspave
observe a remarkable shift from more serious fraud casélseirperiod 1990-2002 towards
“cooking the books”, i.e. incorrect financial statements, in #réod 2003-2006. The underlying
reason is probably the relatively unchecked rapid developmeheofhai stock market before
the 1997 crisis, marred by corruption and lack of good governance, fdlloya tightening of
the regulatory environment, improved standards of accounting antingu@nd an increased
focus on governance. Although the type of violations detected anoiiomitted might have
changed, the frequency of violations is remarkably stable: teeage number of violations per

firm per year listed is 0.182 in 1990-2002 versus 0.181 in 2003-2006 (correlation: +0.32).

4.3 Measurement of Early Adoption
In Hypothesis 5, we posit that early adopters of formal corpg@ternance policies are more
likely to substantively implement them, resulting in loweslability of violations. To determine
which firms were early adopters, we employ the firm-les@iporate governance data on Thai
listed firms collected in 2000 by Ananchotikul (2007). Since in 2000 [$tad firms were not
yet required to disclose much information about governancéhawe to choose some specific
governance items as proxies.

Among the mechanisms with information available in 2000, we viewddodependence

and the absence of the Chairman-and-CEO duality as ctgalsithat a firm is aware of, and
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adopts, good governance policlésThus, we define a firm as an early adopter if in 2000 it
satisfied both of the following criteria: (i) independent dioes comprised at least 25 percent of
the Board of Directors; (ii) Chairman and CEO separation-cigirman and the CEO were not
the same person. There are 77 firms in our sample that satisfy thes fiterion in 2000, and 65
that satisfy the latter. Only 29 firms possessed both govermdindrites in 2000 and are defined

as early adopters.

4.4 Definition of “Talk Only” Firms

Firms that score high on policy statements concerning good governamsiness ethics and
corporate mission, but low on formal policies affecting sharehaldats, board structure and
board independence are dubbed “talk only” firms. To test Hypothesie 6reate a “talk only”
dummy variable: it equals 1 if a firm ha€& Policy score among the top 33 percent, but either a
CG Shareholders score or &G Board score in the bottom 33 percent; the dummy is O otherwise.

In total 43 firms out of 333 — 12 percent — are identified as “talk only”.

5. Econometric Models

The dependent variable of interest for our study is the averagbenwh violations per year
committed by listed firms during the period 2003-2006, denoteld by i = 1, 2, ...,l1. As 239
out of 333 firms in the sample were not found by the regddtowriolate any rules during this
period, the distribution of the dependent variable has a relafaajg probability mass at zero
(see Figure 1A), invalidating ordinary least squares regmesapdels. To take into account the
left-censoring in the data, we can estimate a standard Tobit nhedel; be a latent variable that

measures the firm’s propensity to violate the rules. The Tobit msidel

3 An audit committee is another important mechanisut,all listed Thai firms were required to estsbli
an audit committed starting from 1999.
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D Fi =Xup+s

Fi=F, ifF;>0,

F, =0, ifF <0,

whereX;; is a (1x k;)-vector of observations dq explanatory variables for firm £, is a k3 x 1)
vector with corresponding regression coefficients afgla normally distributed error term with
constant variance.

The standard Tobit model ignores the fact that not all violagonsmitted by firms are
detected by the regulators, i.e. violations are only partadlserved. Following Poirier (1980),
Feinstein (1990) and others, we add one equation modeling the probahiligyfirm’s violations
are detected. We let the binary variabBlandicate whether violations are detectBg= 1 if one
or more violations are detected; adg= O otherwise. Violations are only observed when a firm
intends to violate the rule§( > 0) and violations are detectdd; € 1): F; = F'; D, whenF’; > 0
and D; = 1; andF; =0 otherwise. The resulting model is called a Tobit model wéhial

observability:

(2) D =Xa 2+,
D =1, ifD’, >0,

D=0, ifD’<0,

QR)F =Xup+¢&
F,=DF;, ifF,>0and, =1,

F =0, if otherwise.

where Xy is a (1x kp)-vector of observations ok, explanatory variables for firm that help
predict detection of violationg}, is a k> x 1) vector containing the corresponding regression

coefficients andy is a random error term.
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We use a probit model for the probability of detection in Equd&dnEstimation results
for binary-choice models are usually not very sensitive tockiwéce of the distribution, e.g. a
probit or logit specification. A less innocuous assumption imtrenal distribution of the error
termeg in the Tobit equations (1) and (3). As the dependent variable in our study is devivea fr
count of violations and violations occur infrequently, the residualardiiesly to follow a normal
distribution. We use the Lagrange-Multiplier (LM) test of Giesand Irish (1987) to test the
normality assumption, using generalized residuals.

As the normality assumption of the Tobit model turns out to éguintly violated in
practice, and is not easily corrected due to nature of thendepevariable, we also estimate
count data models as an alternative. Even though the dependenleydhalaverage number of
violations per year is measured on a ratio scale, it carabsformed backed to count data with
almost no loss of information. After multiplying the average nundfeviolations per year by
four, the length of the 2003-2006 period, the resulting series hadloak non-integer values
(i.e. 3/333 = 0.9% of the total). Rounding these three values toetrest integer, we are left
with a dependent variable that closely resemble count(datta excess zeros), as illustrated in
Figure 1B.

The transformed dependent variable, denoted;bgan be modeled with a count data

regression model, e.g. the negative binomial model (NB):

eg/]iyir(e"' Y)
6+ 1) T ()Y,

(4) PlY =y, | X;] = . A =exp(Xy; By

wheref > 0 is an overdispersion parameter. The negative binomial ool is quite general
and suited for data with overdispersion, when the variancheofiépendent is greater than the
mean. The Poisson count data model assumes that the mean and \@eaeqgeal and is a
special case of the negative binomial model. A standard hd@di Ration (LR) test can be

applied to test for overdispersion.
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As count data in practice often display more zero valuesgbsitive values, a separate
probit equation can be added to distinguish the data processdoouteomes from the process
for positive outcomes. As before, let the dummy varidbledenotes whether violations are

detected or not. A count model datayowith partial observability is then defined as follows:

(5) Dy =Xa o+ Ui,
D =1, ifD", >0,
D, =0, ifD’; <0,
8

6
6) PIY = J=p——— =)
( ) [Y 0 |Xl|] (0+Ai)5 +(1 ),

E°A'T(6+Y)

oy , fory;>0
(@+A4)7T(9)y!

PIY=y [ X;]=¢

with ¢=P[D, =1] = P[D"i >0] denoting the probability of detection.

Model (5)-(6) is called a zero-inflated negative binomial mddethe econometric literature
(ZINB). Within the context of our research, it is simply a riegabinomial regression model
with an additional equation to take into account partial observabilitiotftions.

For comparing the fit of two models with and without partial olaitity,
e.g. Tobit versus Tobit with partial observability, or NB vergidB, a standard Wald or LR test
cannot be applied, as the models are non-nested. Instead, asesliggeSreene (2003), we use
Voung’s statistic (Vuong, 1989). L&y | x) andfy(y; | x) denote the conditional probability pf

for two competing non-nested econometric models. Vuong's statistidefined as follows:

Jn@Ey m)

i m =23 m)?

(7) v=  with m = log(fa(ys | %)/ fa(yi [ %) )
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The statistic has a limiting standard normal distribution.réject model 2 in favor of model 1 at
the 5% significance level ¥ > 1.96, and we reject model 1 in favor of model ¥  -1.96.
Vuong's test does not favor one model over the other for valubmwhe rangev| < 1.96; in

those cases we rely on Akaike’s information criterion (AIC) idte

5.1 Explanatory Variables
We will now list all explanatory variables for the regries models, including a brief motivation

and the expected sign of the corresponding coefficients.

5.1.1 Explanatory variables for the violation propensity equation (Xy;)

We include the overall formal good governance adoption ind&® Total) as the first
explanatory variable in the violation propensity equation to testaur hypothesis, which states
that formal good governance policy adoption has a non-negatigdone with subsequent
violations of rules and regulations.

The remaining hypotheses related to symbolic versus substgotieenance are tested
using interaction terms ofG Total with: (i) a dummy for state-owned firm&gvernment);
(i) a dummy for family-owned firms Hamily); (iii) a dummy for firms with a controlling
shareholder, other than the state or a fantilihér); (iv) a dummy variable for early adoption
(EarlyAdopt); (v) a dummy variable for “talk-only” firmsTalkOnly); (vi) the logarithm of total
assetsl(nAssets); and (vii) return on assefRQA).

Further, we include the debt-to-assets ratio as an explanesoigble in the fraud
propensity equation, as firms with high levels of debt mightpaye attention to maintaining
good relations with large creditors (mainly banks in Thailahdh shareholders. Compliance
with exchange listing rules might have lower priority for &rmwith higher levels of debt
financing, leading to more violations. Furthermore, Dechow.et18B6) point out that highly-
leveraged firms are more likely to misstate finandialesnents and manipulate earnings to avoid

debt-covenant violations.
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5.1.1 Explanatory variables for the violation detection equation (X)

We now describe the variables we expect to be related to thetidetof violations and are

included in the fraud detection equation of the models with partsareability. Please note that
in regular Tobit and NB models (i.e. without partial observabitihese variables are included in
the fraud propensity equation to avoid potential missing variptdlems and to facilitate

comparison among models with and without partial observability.

The first variable we select for the fraud detection equat past violations, measured
by the average number of violations per year listed in the p&88@-2002. As observed by
Dana (2001), regulators and auditors closely monitor firms withategeviolations, so the
probability of apprehension may increase with past violations.

The second variable we select is a dummy indicating return ors §R€2A) in 2002 is in
the top or bottom percentile. As noted by Loebbecke et al. (1989)cdmpany has been
experiencing high profit, management may be motivated to ras#te financial statements
during a subsequent downturn to maintain the appearance of high profitaliewise, for low-
profit firms, Loebbecke et al. (1989) found that poor financial perémice often causes
management to place undue emphasis on reported earnings. Expersgudatbrs and auditors
might therefore scrutinize firms with either very low or high profltey more closely.

The third variable we use in the fraud detection equationzes sneasured by the
logarithm of total asset$.ifAsset). Larger firms are often followed more closely by investord
other outsiders than smaller firms. On the other hand, larges finight be more difficult to
monitor due to their increased complexity. Further, smallsfimay have fewer resources to
invest in implementation of good governance practices, and adihol regulators might as a
result scrutinize small firms more closely. Which of thepposing effects dominates is left to be

revealed by the data. Please note that in models wheris sils® included as an interaction term
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with CG Total to test hypothesis H7b, we drop size as a stand-alone explaratiafyie/ to avoid

serious identification and multicollinearity problems (the corretais 98%)-*

6. Results
This section discusses our empirical results. First, we sheuwrigtve statistics of the data and
discuss correlations between the main variables. Then we pregeggsion results and check the

robustness of the results across model specifications

6.1 Summary Statistics and Correlations

Table 2 presents summary statistics of the formal good ganee policy adoption index and the
three subindices. The composite ind€G(Total) has a mean of 69.77 with standard deviation
14.20, and ranges from 28.59 to 96.05. As a preliminary analysis, we |Idbk abrrelation
between the code adoption index and violati@.Total in 2002 and the average frequency of
violations in the period 2003-2006 have a correlation of -0.24 withtatistec of -4.52 (not
shown in the table), which indicates a statistically significant negeglationship.

Further, in Table 3 we group the firms into five quantilesC®/Total and estimate the
mean frequency of violations within each group. It is clear that average frequency of
violations is monotonically decreasing as the group avera@&adfotal increases. The ANOVA
F-test and Welch F-test clearly reject equality ofrtiean violation frequency among the quintile
groups (with p-values of 0.002 and 0.000, respectively).

The inverse relationship reported suggests that firms with higheal good governance
policy adoption scores indeed behave better than firms with poan&ssemplying substantive
implementation of governance policies. However, we cannot readike the above conclusion
since here we have not controlled for other factors that raiiatt violation propensity and the

violation detection probability. We will investigate the redaship in a fully specified model

14 Except for the extremely high correlation betwéersset and the interaction tertmnAsset* CG Total,
all other correlations among the explanatory védgeislare modest (i.e. multicollinearity is not algem).
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in Subsection 6.3. Table 4 shows the explanatory variables—as whalimsummary statistics—

that will be used in the empirical models.

6.2 Results regarding Formal Good Governance Policy Adoption

To test the first part of hypotheses 2, 3, 4, and 7 (H2a, H3a, H4a, ddpactively), we run an
OLS regression of the formal good governance policy adoption i@@kotal on a dummy for
state-owned firms, a dummy for non-state-owned firm with a coimgodihareholder, return on
assets (proxy for firm performance) and the log of totaltaqgeoxy for firm size). We also
regress each of the three governance sub-indices on theawpjavariables for comparison.
Table 5 reports the OLS results.

We find that firm size is always positively related@6 Total, while past performance
does not affect the adoption of formal corporate governanceigmolyy firms. These results
support our hypothesis H7a, stating that large firms are rnialy ko adopt good governance
policies, due to economies of scale and increased institutional @ttefitie results are not in line
with hypothesis H4a, predicting that boards of poorly performimgsfreact by adopting more
formal good governance policies. Concentrated ownership and lack sunardsy outsiders
might explain why this result of Westphal and Zajac (1994) is not supported among ple sm
Thai firms.

The government as a controlling shareholder does not seem ¢b thifeadoption of
corporate governance policies, contrasting with what we égé&t H2a. This may be partly due
to the small number of state-owned firms in the sample (7% of the sample Titreg)resence of
other types of controlling shareholders (mainly family busineesipg, followed by domestic
institutions) is negatively related to the overall indexesult that appears to be driven by a
significantly negative relation with the Board Structure brtkpendence sub-inde€G Board).
We conclude that widely held firms adopt formal good governanceigmlmore readily than

firms with a controlling shareholder, rejecting H3a. The opasiay be that Thai firms with
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controlling shareholders have a lower need for formal good goverpailicies, since controlling

shareholders have sufficient influence on management to secuiethesnagainst expropriation.
Further, improving minority shareholder rights, and the firfiglgavernance image” in general,
might perhaps not be a high priority for Thai firms with a malihg shareholder (compared to

the sample of U.S. firms investigated by Westphal and Zajac, 1994, 2001).

6.3 Governance Policy Adoption and Violations of Governance Rules
We now test the main hypotheses regarding factors that éffeextent to which formal good
governance policy adoption predicts subsequent violations of rulesegnthtions. Table 6
displays the baseline Tobit estimation results.

Consistent with the correlation results, after controlling ddner factors in a fully
specified modelCG Total in 2002 has a significant negative relation with subsequeldtidins
in the period 2003-2006, suggesting that Thai firms on average sule{armplement good
governance policies. For a widely-held firm of average sizé profitability, a one standard
deviation increase irCG Total is associated with a decrease in the propensity to commit
violations of 0.20 per year (32% decrease relative to th@naeal a decrease in the probability
of committing violations from 22% to 15%. Thus, our hypothesis H1 is rejected.

Now we turn to the interaction terms betwde@ Total and other variables, to test our
remaining hypotheses. The coefficients oG Total * Z LnAsset and CG Total * Z ROA are
negative and significant, suggesting that governance implenmntatiess substantive at larger

firms and less profitable firms. This provides evidence supportipgthgses H4b and H7bAs

!5 Consistent with the above finding, AnanchotikuD@Z) also finds that foreign ownership is usually
negatively correlated with the corporate governagcality of Thai firms. She views that foreign
controlling shareholders are not different from @stic controlling shareholders in that they bothofa
weak corporate governance because it allows thesrpiwit minority shareholders.

!¢ please note that the significant negative coefficfor CG Total * Z_LnAsset implies that among large
firms, firms with higher governance adoption sconese a lower frequency of detected violations. An
alternative explanation for this empirical findiiggthat large firms have more political power and better
able to lobby the regulators not to state publitiat they have violated the rules. A corresponding
alternative interpretation for the negative intéiat between size an@G Total, and higher governance
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expected, the relation betwe€@ Total and violations is significantly less negative amongk‘tal
only” firms. Interestingly, the overall relation betwe€G Total and violations is still negative
for “talk only” firms, suggesting that even within this group adoptiogaidd governance policy
is not purely symboli¢! Governance implementation is jusss substantive among “talk only”
firms, compared to other firms. Our hypothesis H6 is supported.

Considering the rest of the interaction terms, the results shatwearly adoption and
ownership variables do not play a role affecting the relationship bet@@d&iotal and violations.
Thus, H2b, H3b, and H5 are rejected. The fact that the hypothegsiglirey early adopters is
rejected subscribes the main finding that policy and praate@ot completely decoupled, as late
adopters do not appear to be trend followers who adopt policiesymiyolically. Perhaps late
adopters were previously uninformed about the benefits of goodrgmae and willing to make
necessary changes to their governance structure once they gareedinderstanding. Further,
we find that firms with controlling owners do not appear to enpnt good governance policies
more or less substantively than widely-held firms. Again,ghgports the main finding, as firms
with controlling owners do have greater opportunities to engage in symboédmaoce.

Focusing on the remaining explanatory variables, we find thdiceat of the debt-to-
assets ratio and the past violations variable are pesdnd significant at 1% level. Not
surprisingly, firms with a large debt burden and firmghwiad past records of violations have a
higher rate of violations in the subsequent period. Firm proxied by log of total assets, is a
negative predictor or violations, i.e. large firms on averaglate the rules less often than small
firms. Firms with extremely poor and extremely high performaipecexied by the dummy for

high- and low-profit) are associated with more violations, as expected.

policy adoption among large firms is as followsgka firms with the ability to influence regulatadopt
good governance policy more readily than smallendi but only symbolically; among large firms ateg
CG Total score reflects stronger influence on regulataading to lower number of detected violations.
We thank Barry Eichengreen for pointing out thigmdative interpretation.

" The sum of the coefficients f@G Total andCG Total * TalkOnly is -0.007881, with a p-value of 0.08
(based on a Wald test for the sum of the coeffisjen
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6.4 Robustness of the Results

As discussed in the econometric models section, we also tstimarobit with partial
observability, to cope with the partially-observed nature iofations. Table 7 presents the
estimations results. The signs and significance of the caaftifor the explanatory variables
almost always remain unchanged compared to the results foedéar Tobit models. For
robustness sake, a count-data negative binomial model (NB) aretoanftated negative
binomial model (ZINB) are also estimated to deal with the nomality of the dependent
variable and check if the Tobit results are robust (see Babkegain, the main results carry over
from the previous models.

Focusing on model fit, we find that the regular Tobit model andN&enodel cannot be
rejected by Vuong's test in favor of extended models takingantmunt partial observability.
Akaike’s Information Criterion (AIC) — lower AIC indicates better fit — favors the models
without partial observability. Finally, as expected, the normalssumption of the Tobit models
appears to be seriously violated: the p-value of the normatityd 0.000 across all Tobit models.
Thus, the negative binomial model may be preferred based on npadé#ication tests and the
AlIC.

As a further robustness check, we have also used the awevagéy-weighted number
of violations as the dependent variable, based on the classificd violations in three severity
groups in Table 1. The results are very similar to those for the nigitee case and not reported
to save space (available on request).

Finally, in all the above regressions we have taken corpgoatrnance policy adoption
as exogenous. One might worry that firms did not adopt corporatengmeer reforms randomly,
and that there are unobservables that explain both adoption &ctedetiolations, giving rise to
the problems of endogeneity and omitted variables. For example, firms thatbewmty violated
some of the governance rules—creating a disreputable imaggefoselves—might have a hard

time seeking for qualified and honest outsiders to serve eBdlard of Directors. They might
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also be occupied with consequent enforcement procedures, so thaveeiewer resources left
for improving corporate governance policies, leading to loveemance scores. As another
example, firm size might be a factor that affects both gmrere policy adoption and detected
violations. Suppose that large firms have more political p@ndrability to lobby the regulators
not to announce that they have violated listing rules or engadeauniulent practices. If large
firms rationally anticipate their ability to influence tegtors and value an external image of
“good governance”, they could decide to adopt good governance policedg pymbolically,
while subduing detection of violations through lobbying. Thus, firm sigght potentially be a
factor that affects both corporate governance policy adoption andedbtéaiations'?

We use an instrumental variable approach to address the glogtogeneity problem.
Our instrument for corporate governance practice is a dummy fimdjdhe presence of at least
one large block (1 percent of total shares or larger) ofdorgistitutional shareholdings. This
variable is significantly positively correlated wi@G Total (correlation = 0.20, p-value = 0.000).
Regarding its validity as an instrument, we believe thatdommy variable is exogenous with
respect to violations: since the majority of Thai firms (mibr@n 70 percent) have a controlling
shareholder with at least 25 percent blockholding, a one perceamhelting by a foreign
institution is relatively small and should not be suffitiém affect, positively or negatively,
violations and regulatory actions.

Two-stage model results are presented in Table 9. Inrdtesfage, we estimate an OLS
regression oCG Total on the same control variables as in Table 5 and an addlitiormany for
the presence of a large foreign institutional shareholden assaument. The second stage looks
at the impact ofCG Total (using fitted values from the first stage) on violatioretmlling for

other variables as in the full model of Table 6. We find thatsign and significance of most

'8 please note that it is not obvious whether firaess a good instrument for influence on regulatass
family ties, political connections and ethnic backgd might also play an important role. This is an
interesting area for further research. We thanknBd&ichengreen for his comments on a potential
endogeneity problem.
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determinants in the second stage are preserved (i.e. sag agin Tobit and NB results),
except thatCG Total has a positive sign and is no longer significant. Based ornwbistage
model result, if our instrument was truly valid, then we would hawenclude that the adoption
of corporate governance policies is not related to subseqiaations; that is, Thai firms
typically implement good governance policies symbolically. Nagledis, even in a two-stage
model setting, the relation is still significantly less atdge among firms with poor prior
performance, smaller firms and among “talk only” firms, coniing that these firms implement
the policies less substantively than other firms.

We include the two-stage model estimation results in thestobss section rather than
in the main discussion of results because there is an argument for, @ertevof, randomness or
exogeneity of firm-level corporate governance in emerging etsrk he overall R-squared of the
first stage regression is only 10%, indicating that the independiriables cannot explain
corporate governance policy adoption well. This is in line withdBej Karolyi and Stulz (2004)
who reason that, when financial development is poor, the incentivesptove firm-level
governance are low because outside finance is expensive andbfiitmm of better governance
mechanisms is costly. Doidge et al. (2004) show that firm cleaistats explain almost none of
the variation in firm-level governance ratings in less dgyadl countries. Hence, the insignificant
coefficient of CG Total in our second stage regression might as well occur dweléck of
explanatory power and valid instruments in the first stage regression.

Further, in an emerging market like Thailand one would expebb$ling power” to be
more closely associated with the powerful business familles dominate the economy than a
general proxy like firm size. However, family ownership is natesl significantly to the number
of detected violations, nor associated with higher levels of governance addiption, seemingly
contradicting the “lobbying power” explanation for the two-steggression results. Regardless,
in our opinion endogeneity and omitted variables problems are verytanpassues that deserve

more thorough investigation once timeseries data and better instrumemsebavailable.
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7. Conclusions

This paper investigates whether the adoption of formal good coepgoaernance policies by
listed firms is mainly symbolic or indicative of substantiugiementation of good governance
practices. We use data on Thai listed firms to test whetiras fwith higher levels of good
governance policy adoption are less likely to violate offiaiées and regulations put in place to
protect shareholders. We construct a formal corporate goverpalicg adoption index, using
data collected by the Stock Exchange of Thailand in 2002. We usgorislaf listing rules and
securities laws by firms in the period 2003-2006 as an outcosesthameasure of substantive
implementation of good governance practices.

Our empirical results suggest that Thai firms on averagéeiment governance policies
substantively, as opposed to symbolically: a higher level of adoptiftormal good governance
policies is associated with a significantly lower numbesuisequent violations in the period
2003-2006. However, the strength of the relationship between policyi@dapid violations is
weaker among smaller firms and less profitable firms, hlitr&tgative nonetheless. Lack of
resources might explain why smaller and less profitabl@sfiimplement good governance
policies less substantively than other firms. Further, thdiorlas weaker among “talk-only”
firms that excel in issuing declarations on governance and Isgsetlics, while lagging in
adoption of policies related to shareholder rights and board independence.

We find that the presence of a controlling owner does not &ignify affect the relation
between policy adoption and subsequent violations. The fact thatwiitim powerful controlling
shareholders do not appear to engage in symbolic adoption of gowepwaities is interesting.
Lack of outside pressure to adopt governance reforms mightvaéd explanation: in Thailand
there is no active market for corporate control and thexena powerful domestic institutional
investors pressing for governance reforms. In the absenceesfupe by outsiders, taking into

account that 77% of Thai firms have one or more controllingesiodders, if a firm voluntarily
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decides to adopt formal good governance policies it might simgflgcts the firm’'s genuine
intent to substantively implement good governance practices.

Our results provide a new perspective on the results of Westpth&ajac (1994, 2001).
They argue that powerful CEQO’s might choose symbolic adoptiomito rg@putational benefits,
while avoiding the potential costs of these policies by not imgigimg them substantively.
Westphal and Zajac (1994, 2001) provide empirical evidence of sucipieg of policy and
practice using data on long term incentive plans and share hegerplans adopted by large U.S.
firms. The majority of large listed U.S. firms are widelyehend monitored continuously by
institutional investors and hedge funds for potential weakn@éssgs/ernance and management
performance. Hence, both executives and directors in the U.S. meeatry about their image
among outsiders. Thai firms, on the other hand, typically have onmooe controlling
shareholders and face little to no pressure from active mirioxigstors. That might explain our
finding of limited symbolic action among Thai firms. Put veim@y: why would firms stage a
play if there is no (relevant) audience?

An alternative explanation for the empirical findings in our papehat one or more
unobserved factors are affecting both good governance policy adoptiontaentbdeviolations,
potentially leading to a spurious relation between policy aoio@nd violations. For example,
suppose that large firms have more political influence and can Ibbbegulators not to disclose
their violations; further, if large firms anticipate their infhee on regulators, they could decide to
adopt good governance policies to a larger extent than other fauhgurely symbolically.
Two-stage instrumental variable regressions provide supporthfs alternative explanation.
Unfortunately, the results are hampered by a lack of good instrudmng®vernance policy
adoption and lack of systematic variation in policy adoption amioms {R = 0.10). Further, in
an emerging market like Thailand one would expect “lobbying powerbe more closely
associated with the powerful business families who dominatedteomy than a general proxy

like firm size. Family ownership is not related signifitdg to the number of detected violations.
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Regardless, endogeneity and omitted variables problems arémoytant issues that deserve
more thorough investigation once timeseries data and better instrumentelmailable.

Our paper can be extended in several directions. First, wditaggeries information on
governance code adoption for running a panel regression thatpnigide more reliable results,
in case endogeneity and omitted variables problems exist, astéwiahove. Second, if a
database of comparable information on governance adoption and frdudodations can be
constructed for multiple countries — and this is still annogpeestion, due to potential divergence
in rules and regulations from one country to the other, as well matwdn the levels of

enforcement — it would be very interesting to extend this study to mulaplerees.
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Table 1: Violations of SET / SEC Rules, 1990-2006

Number of Violations Violations

Violation Violations: per Year: per Year: Source SLee\\//eerlifi Description of Violation
1990-2006 1990-2002 2003-2006 y

Fraud

Expropriation 8 2.00 0.00 SEC 1 Expropriation cfets by managers of the firm.

Falsification 5 1.25 0.00 SEC 1 Management faldifieancial statements or other documents.

Insider Trading 2 0.50 0.00 SEC 1 Man.age:rs or owners of 'the firm useq inside inforamato trade
the firm's shares for their own benefit.

Market Manipulation - 175 0.25 SEC 1 Managerls or owners of_ the firm manipulated theitigof
company's stocks to mislead or lure others to buy eell.

Financial Satements Not Correct

Accounting Violation 1 0.00 0.25 SET 1 FlnanC|a_I statements failed to comply with Gengraktcepted
Accounting Standards.

Financial Statement Amendment 10 0.00 2.50 SET 1 mp2my was required to amend their financial statese

- Auditors issued an adverse opinion the on firnmaricial

Adverse Opinion 50 0.00 12.50 SET 1 statement.

Disclaimer of Opinion 38 0.00 950 SET 5 Auditors issued a disclaimer of opinion on the fgrinancial
statement.

Qualified Opinion 5 0.00 0.50 SET 2 Auditors issued a qualified opinion on the firnitsahcial
statement.

Financial Statement Rectification 1 0.08 0.00 SET 3 Company was asked by the SET to rectify mistakesair

financial statement.

* 1 = Severe violation, 2 = Medium violation, 3 = Mingolation.
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Table 1: Violations of SET / SEC Rules, 1990-2006 (continued)

Number of Violations Violations

Violation Violations: per Year: perYear. Source SLee\\//eerIitoi Description of Violation
1990-2006 1990-2002 2003-2006 y

Failure to Disclose Information

Connected Party Transaction 3 0.08 0.50 SET 1 Company faﬂgd to, and hence was forced to; disctosonnected
party transaction by the SET.

Material Information 185 12.69 500 SET 1 .Compan'y failed to, anq hence was forced to; discipaterial
information to the public by the SET.

. Company submitted incomplete and/or unclear inféionaand

Incomplete Information 24 1.38 1.50 SET 2 the SET summoned the company to submit completeriretion.

Failure to Submit Financial Satements according to the Procedure

Information Deadline 129 6.85 10.00 SET > Company fa|_led to submit financial statements beotdocuments
by the deadline.

Information Procedure, #1 311 20.38 11.50 SET 3 Company failed to submit f_|r_1anC|aI statements beotdocuments
by the procedures as specified by the SET.
Company submitted financial statements or otheunhemts to

Information Procedure, #2 10 0.08 2.25 SET 3 SET but such information was not completely reldasehe
public.

Information Procedure, #3 15 1.08 0.25 SET 3 Company submitted financial statements or docunaurisg
trading hours.

Violation of Rules Related to Tender Offers

Tender offer 2 0.08 0.25 ?EE/ 1 Company failed to conduct a tender offer whemireg to so.

. . Company failed to report when the number of stdeid of
Reporting of share holdings 1 0.00 025 SEC 1 another company reached a multiple of 5% of thal tmimber.
Takeover Information 10 0.23 175 SET 5 Company failed to submit or submitted incompletd/anunclear

information about a tender offer to the SET or gehievestors.

* 1 = Severe violation, 2 = Medium violation, 3 = Mingolation.
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Table 2: Corporate Governance Policy Adoption Indices, 2002

Index Name Obs Mean  Std. Dev. Min Max
Governance policy statements subindex CG Policy 333 58.54 29.35 0.00 100.00
Board structure and independence policy subinde®G Board 333 77.64 11.57 36.11 100.00
Shareholder rights policy subindex CG Shareholders 333 72.74 9.95 21.90 95.48
Overall good governance policy adoption index CG Total 333 69.77 14.20 28.59 96.05

Table 3: Average Frequency of Violations, by Quintile o€G Total, 2003-2006

Frequency of violations

Quintile of CG index Obs. Mean CG index (per firm per year listed)
Mean Std. Dev.
1st 66 46.75 0.33 0.59
2nd 67 65.37 0.20 0.39
3rd 67 71.55 0.19 0.51
4th 66 78.11 0.13 0.30
5th 67 86.86 0.04 0.15
All 333 69.77 0.18 0.43

Test for equality of means of the violation frequeny grouped by CG index quintile

Methoc df Value Probability
Anova F-test (4, 328) 4.229774 0.0024
Welch F-test* (4, 151.50) 6.3975 0.0001

*Test allows for unequal cell variances
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Table 4: Definition and Descriptive Statistics of Explanatoryariables

Variable Definition Obs. Mean Std. Dev. Min Max
LnAsset Natural logarithm of total assets 333 8.0 1.6 3.5 14.0
ROA Return on assets, winsorized at the 1% and 99%epele (left and right tail) 332 6.9 9.2 -28.5 29.1
DebtAsset Total debt to assets ratio, winsorized at the 98¥6gntile (right tail only) 333 52.2 31.1 0.4 175.7
EarlyAdopt Dummy: 1 for firms that in 2000 had an independ#rector ratio of at least 333 0.11 0.31 0 1
25% and separated the positions for Chairman ar@; Obtherwise.

TalkOnly Dummy: 1 for firms withCG Policy among the top 33%, but eitheé6 333 0.13 0.34 0 1
Shareholders or CG Board among the bottom 33%.

High/low profit Dummy: 1 for high- and low-proft firms, i.e. firnis either the top or bottom 332 0.20 0.40 0 1
10% percentile based on ROA; 0 otherwise.

Controlling Dummy: 1 for firms with at least one controllingesbholder with 25% or larger 333 0.77 0.42 0 1
block (any type); O otherwise.

Family Dummy: 1 for firms with a family, or family businegroup, as the largest 333 0.50 0.50 0 1
controlling shareholder, holding a block of 25%mowre; O otherwise.

Government Dummy: 1 for firms with the governmentas the latgemtrolling shareholder, 333 0.07 0.26 0 1
holding a block of 25% or more; 0 otherwise.

Other Dummy: 1 for firms where the largest controllingastholder holding a block of 333 0.20 0.40 0 1
at least 25% is neither the government nor a farfilytherwise.

Violtot02 Average number of violations per year listed, i preriod 1990-2002. 318 0.18 0.22 0.00 2.40

Violtot06 Average number of violations per year listed, ia feriod 2003-2006. 333 0.18 0.43 0.00 2.50

Notes: For variabl&ioltot02, we code as missing observations of firms thaevisted for less than 6 months during the 1990228€riod.
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Table 5: OLS Regressions for Formal Good Governance Policy Adoption Scores

Independent variable Dependent variable
CG Total CG Policy CG Board CG Shareholders
Constant 72.49%* 61.68** 81.45%+* 72.61%*
(0.000) (0.000) (0.000) (0.000)
LnAsset 3.138** 4.796*+* 2.077** 2.495%+*
(0.000) (0.002) (0.000) (0.000)
ROA 1.052 1.841 0.865 0.108
(0.168) (0.259) (0.145) (0.813)
Government 0.035 -1.192 -0.151 2.452
(0.990) (0.837) (0.959) (0.258)
Non-government controlling -3.922* -4.365 -5.487*** -0.053
shareholder dummy (0.022) (0.240) (0.000) (0.971)
Observations 332 332 332 332
R-squared 0.08 0.04 0.09 0.08
F(4, 327) 8.54 3.90 10.43 5.35

p-values from robust estimations in parentheses.

*, xx *xk gignificant at 10%, 5% and 1% level, rpsctively.

Note: Non-government controlling shareholder dummy has a value of 1 if there exists a controlling
shareholder (with 25% block or larger) other tham government; 0 otherwise.
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Table 6: Explaining Violations -- Tobit Model Estimation Results

Dependent variable: Average number of violationsyear listed, 2003-2006

. Tobit
Independent variable 0 B 3) @
Constant 0.656 0.721* 0.080* -0.340
(0.119) (0.094) (0.080) (0.336)
Debt to assets 0.011%+* 0.012%+* 0.012%+ 0.010***
(0.000) (0.000) (0.000) (0.000)
CG Total -0.009** -0.012* -0.011* -0.0147**
(0.046) (0.010) (0.026) (0.004)
CG Total * TalkOnly 0.005** 0.006** 0.013*
(0.024) (0.020) (0.013)
CG Total * EarlyAdopt 0.001 0.002 0.002
(0.738) (0.582) (0.570)
CG Total * Family -0.003 -0.002
(0.195) (0.512)
CG Total * Government -0.002 -0.001
(0.556) (0.872)
CG Total * Other 0.000 0.001
(0.965) (0.774)
CG Total * LnAsset -0.004***
(0.001)
CG Total * ROA -0.002**
(0.013)
Average previous violations, 1990-2002 1.007*+* 1.015* 1.003*** 0.862*+*
(0.000) (0.000) (0.000) (0.000)
Dummy for high- and low-profit firms 0.292* 0.302* 0.308* 0.245*
(0.048) (0.040) (0.037) (0.097)
LnAsset -0.180*** -0.169** -0.174%**
(0.000) (0.001) (0.000)
Sgma 0.831 0.822 0.818 0.790
Tests:
Akaike information criterion (AIC) 1.272 1.268 1.278 260
Log-likelihood -194.663 -191.939 -190.615 -186.682
Normality test 88.255 82.436 92.824 86.251
p-value (0.000) (0.000) (0.000) (0.000)

p-values from in parentheses.
* xRk gignificant at 10%, 5% and 1% level, rpsctively.
Note:LnAsset andROA are standardized, i.e. z-scores.
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Table 7: Explaining Violations -- Tobit Models with Partial Observability

Dependent variable: Average number of violationsyear listed, 2003-2006
Tobit with partial observability

Independent variable

@) 2) 3 4)
Fraud Propensity Equation:
Congtant -0.069 0.007 0.084 0.215
(0.866) (0.875) (0.849) (0.612)
Debt to assets 0.011%** 0.012%** 0.012%* 0.009***
(0.000) (0.000) (0.000) (0.000)
CG Total -0.011* -0.014** -0.012* -0.016***
(0.042) (0.020) (0.056) (0.006)
CG Total * TalkOnly 0.005 0.005* 0.007**
(0.102) (0.070) (0.014)
CG Total * EarlyAdopt 0.001 0.001 0.001
(0.873) (0.688) (0.762)
CG Total * Family -0.004* -0.001
(0.092) (0.624)
CG Total * Government -0.004 0.000
(0.519) (0.948)
CG Total * Other -0.001 0.001
(0.669) (0.790)
CG Total * LnAsset -0.004***
(0.005)
CG Total * ROA -0.003**
(0.001)
Sgma 0.822 0.806 0.806 0.774
Fraud Detection Equation:
Congtant 4,527+ 4.546** 4.,338** 0.011
(0.025) (0.028) (0.027) (0.978)
Average previous violations, 1990-2002 3.979* 3.933* 3.753** 4.754
(0.065) (0.073) (0.071) (0.212)
Dummy for high- and low-profit firms 0.532 0.510 0.613 1.381
(0.484) (0.509) (0.458) (0.406)
LnAsset -0.573* -0.570** -0.548**
(0.013) (0.016) (0.015)
Tests:
Akaike information criterion (AIC) 1.323 1.325 1.333 298
Log-likelihood -201.743 -200.019 -198.249 -191.681
Normality test 126.636 124.559 109.802 95.136
p-value (0.000) (0.000) (0.000) (0.000)
Vuong test: Tobit vs. partial observabi 1.32¢ 1.47¢ 1.53: 1.60:
p-value (0.184) (0.140) (0.126) (0.109)

p-values in parentheses.
* xRk gignificant at 10%, 5% and 1% level, rpsctively.
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Table 8: Explaining Violations -- Count-Data Models

Dependent variable: Round( 4 x Average numberaétions per year listed, 2003-2006)
Count-data model

Independent variable

NB ZINB
Fraud Propensity Equation:
Constant -0.708 0.276
(0.318) (0.692)
Debt to assets 0.017** 0.015%*
(0.000) (0.000)
CG Total -0.022** -0.025%***
(0.018) (0.007)
CG Total * TalkOnly 0.011* 0.012*
(0.012) (0.010)
CG Total * EarlyAdopt 0.003 0.000
(0.639) (0.932)
CG Total * Family -0.002 -0.001
(0.695) (0.776)
CG Total * Government -0.006 0.003
(0.534) (0.568)
CG Total * Other 0.004 -0.006
(0.481) (0.564)
CG Total * LnAsset -0.007*** -0.007***
(0.001) (0.004)
CG Total * ROA -0.005* -0.006***
(0.016) (0.000)
Average previous violations, 1990-2002 1.500%*** ---
(0.004)
Dummy for high- and low-profit firms 0.221
(0.445)
LnAsset
Theta (overdispersion parameter) 1.616 1.295
Fraud Detection Equation:
Constant -0.059
(0.864)
Average previous violations, 1990-2002 4.878
(0.117)
Dummy for high- and low-profit firms 1.918
(0.595)
LnAsset
Tests:
Akaike information criterion (AIC) 1.910 1.925
Log-likelihood -289.723 -291.176
Vuong test: NB vs. ZINB 0.175
p-value (0.861)

p-values from robust estimations in parentheses.
* ** 0k gignificant at 10%, 5% and 1% level, rpsctively.
Note: NB = Negative binomial model, ZINB = Zerodattd negative binomial model
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Table 9: Explaining Violations — Two-Stage Model

First stage Second stage
. oLS . NB
Independent variable CG Total Independent variable Average violaions
Constant 70.213*** Congtant -4.606
(0.000) (0.268)
Dummy for large foreign 4.139* Debt to assets 0.019***
institutional block (0.014) (0.000)
LnAsset 2.310%** CG Total (fitted) 0.030
(0.003) (0.599)
ROA 0.984 CG Total * TalkOnly 0.009*
(0.195) (0.076)
Government 1.430 CG Total * EarlyAdopt 0.004
(0.646) (0.476)
Non-government controlling -3.796** CG Total * Family 0.003
shareholder dummy (Other) (0.027) (0.644)
CG Total * Government -0.007
(0.474)
CG Total * Other 0.007
(0.256)
CG Total * LnAsset -0.010**
(0.008)
CG Total * ROA -0.005**
(0.014)
Average previous violations, 1.708**
1990-2002 0.001
Dummy for high- and low-profit firms 0.248
(0.399)
Theta (overdispersion parameter) 1.686
Observations 332 Observations 317
R-squared 0.10 Pseudo R-squared 0.132
F(5, 326) 7.98 Log-likelihood -291.774

p-values in parentheses.

* xx *xk gignificant at 10%, 5% and 1% level, rpsctively.
Note: CG Total in the second stage is the fittddevaf CG Total from the first stage regression.
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Figure 1
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Appendix A: Good Governance Principles from the ThaCode Not Used
for Measuring Formal Policy Adoption

A. Principles with sub-scores partially based on substantive implementation
The sub-score for the following principles might have some substasfreeta that overlap with
our SET and SEC violations data:
Principle 3: “Rights of Various Groups of Stakeholders”
— The sub-score for this principle is based on accusation/prosecatioernaing
violation of stakeholders' legal rights.
Principle 6: “Conflicts of Interest”
— Sufficient measures are in place to prevent the use of inside atfonrm
— No connected transactions took place, or directors/audit committekthesapinion
that the price/condition is equivalent to transactions with third party
Principle 15: “Investor Relations”
— Information disclosure complies with the rules and regulations.

— There is an investor relations unit or staff.

B. Principles with sub-scores measuring only information disclosure:
We do not use the sub-scores for the two principles listeowbeds they do not contain
information about adoption of formal governance policies that deeildecoupled from practice
(firms either disclose the information or not).

Principle 10: “Directors and Management Remuneration”

— The company provides detailed information on the remuneration of Board members
and management.
Principle 11: “Board of Directors’ Meetings”

— [Each director’s attendance record is disclosed in the company’s aepodil

C. Principle deemed not relevant for good governance:
Finally, we do not use the following principle, as it does not condigetelation between the
firm and its various stakeholders, but rather internal risk mamexgeprocedures.

Principle 13: “System of Control and Internal Auditing”
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