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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 firm’'sratgpgovernance 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, WorldCohyangrovides 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 valdeThe most straightforward explanation is that implementation of
good governance principles by the firm helps to create naduefor shareholders, leading to a
higher value of the firm. However, managers may also adopt gnadrgnce policies only as a
signal to shareholders that they will not expropriate the firm’'s assetdt might be this signal to
investors, not the substantive implementation of good governamacéicps, that leads to an
increase in the market value of the firm. Investors migticess all available information

efficiently, but this does not resolve the fundamental asymeriaformation problem regarding

! The European Corporate Governance Institute (E@@Nides on its website comprehensive and up-to-
date database on official corporate governancesctsden 59 countries, including 29 developing coigstr
See: http://www.ecgi.org/index.htm.

2 See, amongst others: Gompers, Ishii and Metri€l0%®, Bauer, Guenster and Otten (2004), Drobetz,
Schillhofer and Zimmermann (2004), Klapper and L¢2@04), Durnev and Kim (2005), Black, Jang and
Kim (2006), Bhagat and Bolton (2008).



the substantive implementation of good governance policies. Apaininforeseen meltdowns of
Enron, WorldCom, and their likes around the world (Parmalat, AhotdeXample) illustrate the
extent of the problem.

The contribution of this paper is to address the important questiether firms adopt
good governance policies substantively or only symbolically, by tracking@guést violations of
rules and regulations put in place to protect shareholders.mpiri@l results suggest that Thai
firms on average implement governance policies substantivetier governance scores in 2002
are associated with a significantly lower number of violatianshe period 2003-2006, while
controlling for the level of agency conflicts at the firm. écend contribution is that we also find
strong evidence of symbolic governance among a small grouplloffily” firms that excel in
issuing declarations on governance and business ethics, ahiad in adoption of policies
related to shareholder rights and board independence. We find thaalkaonly approach to
governance is associated with a 96% increase in the pitypémsommit violations and an
increase in the probability of committing violations from 27% to 49%.

Very little has been written on the relation between the adopifoformal good
governance policies and subsequent governance practices.t @osaspaper is a study by Chen
et al. (2006) that examines the effect of ownership structulebaardroom characteristics on
corporate financial fraud in China. Using data on enforcement aaifotme Chinese Securities
Regulatory Commission, they find that a higher proportion of outiii@etors is associated with
a lower probability of fraud. While Chen et al. (2006) investigaltether various governance
mechanisms can help to explain fraud, our paper studies vicgldtisee whether a large sample
of Thai firms that voluntarily adopted formal governance policiesyraaplemented them.

Our empirical analysis uses data on listed firms in Thaildi& Stock Exchange of

Thailand (SET) introduced a voluntary corporate governance cotistéat companies in March

% An indirectly related paper about governance ifimAs Aman and Nguyen (2008), finding no relation
between the risk-adjusted excess stock marketrrefutapanese firms and a corporate governance.inde



2002 consisting of 15 principles of good governance, similar to existidgs in developed
markets (e.g. the U.K)The code addresses the protection of rights of minority shiglesis and
other stakeholders, the importance of independent directors andidblosure of potential
conflicts of interest, among other things. Listed firms must aksctheir 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 score fostégBcbmpanies.

To test our main hypothesis that the adoption of governance pofieteges the
likelihood of subsequent misbehavior by firms, we develop an lgeoutcome-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 byadtle 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 ab@at paley
connections, failure to disclose other material information, €tbnestifications 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 ar awgitesses an
adverse opinion, a disclaimer of opinion, or a qualified opinion abdisteal firm's financial
statements.

The paper is organized as follows. Section 2 provides the tlvabdedckground for the
study and develops hypotheses, based on the existing literature aleogy dageory and
decoupling. Section 3 describes the methodology and data, including aesune® of formal
policy adoption and violations of rules and regulations. Sectioscuses our empirical results,

including several robustness checks. Section 5 concludes the paper.

* Prior to the introduction of the 15 principles,lif98 the Stock Exchange of Thailand (SET) requiiéd
listed companies to establish an audit committegthEr, in 1998 the SET also issued a code of best
practices for board members of listed companies.



2. Theoretical Background and Hypothesis Development

2.1 Agency Conflictsand Adoption of Gover nance Policy

Berle and Means (1932) and Jensen and Meckling (1976) analyekaskial conflict between
owners and managers in widely held corporations. The problem ysaraédes due to the
separation of ownership and control as the owners (sharehalidéegpte their decision making
authority and leave control over the firm’'s assets and operations to tretidisof the managers.
Examples of agency problems include managerial shirking, entremthomderinvestment and
fraud. Good corporate governance policies provide firms with duggimcy conflicts a mechanism
to mitigate these problems. We therefore expect that fivitits high agency conflicts are more

likely adopt formal good governance policies:

Hypothesis H1: There is a positive relation between the iseweéragency conflicts and

the adoption of formal good governance policies by firms.

In the absence of good governance policies we expect firms githalgiency conflicts to violate
rules and regulations that protect shareholders more often thanitth low agency conflicts.

When firms with high agency conflicts implement good corporateigance policies, we expect
violations to decrease in comparison with similar firms witttbase policies. Hence, controlling
for the level of agency conflicts, we expect a negativetioelabetween governance policy

adoption and violations:

Hypothesis H2: Controlling for the level of agency conflictstret firm, there is a
negative relation between formal good governance policy adoption wskgient

violations of rules and regulations.



As our study is conducted in a market with high ownership concemtragency conflicts may
also arise between large and small shareholders. Jensereakliny! (1976) point out that large
shareholders have greater incentives to monitor managers ang thenpresence of a large
shareholder can mitigate agency problems. However, large sharshoidgt also use their
controlling position in the firm to extract private benefitdlee expense of small shareholders.
Villalonga and Amit (2006) refer to the agency conflict betwéarge and small shareholders as a
Type Il agency problem, whereas they refer to the clasgyesicy conflict between owners and
managers as a Type | agency problem. In the Thai market dfmitym of firms (80%) are
controlled by founding families with large stakes and therefoqee Il agency problems may
occur. We expect Hypothesis H1 and H2 to hold regardless of theetyoe of agency conflicts
(Type | or II), but it implies that our list of proxies ftre severity of agency conflicts needs to

include a measure of ownership concentration.

2.2 Evidence on Effectiveness of Governance M echanisms
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 negativeomskip between good
governance mechanisms and fraud (Beasley, 1996, Chen et al., 200€3r@ings management
(Dechow et al., 1996). Chen et al. (2006) examine the effect of bloardoteristics on corporate
financial fraud in China and conclude that outside directors can hegidofraud, while Beasley
(1996) reports similar results for financial statement fraud among th&. fi

On the other hand, several other studies find that the presencecongnce 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 mgetind CEO/Chairman duality are

not associated with fewer fraud occurrences. Agrawal and ChHa®&) and Park and Shin



(2004) find that outside directors do not reduce earnings manageongntwhen there is an
independent director with financial expertise that they finat tthe probability of earnings
management is low&rThey also document that other key governance charactiisticiding
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 effectgs of governance
mechanisms calls for more research on this topic. Park kind(3004) suggests in a study of
Canadian firms that the ineffectiveness of governance meomanigay be due to the highly
concentrated ownership and underdeveloped market for outside dinectoamada. We argue
that, beside policy ineffectiveness, decoupling of formal policy fpyactice may be another
plausible reason why several studies did not detect posifeetebf governance mechanisms on
violations. For example, a firm might nominate a director thdbrishally independent, but in
practice connected to management or controlling shareholders. Audihittees can be
undermined by withholding relevant information, and other tactics. Weaw review literature

that provides evidence of decoupling and symbolic actions by firms.

2.3 Decoupling and Symbolic Policy Adoption

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 goeamet@nism, as in theory
they mitigate the agency problem between managers and shigmshdly tying part of

management compensation to the firm’s stock price. Surprisifgéstphal and Zajac (1994)

® 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.



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 &fsLi§lmainly symbolic, as it is
not followed by actual implementation: this is referred to as decouplipgliol from practice.

Westphal and Zajac (1994) draw upon the literature about impnessanagement and
institutional theory to explain why firms decouple the adoption and imeatéation of LTIPs, and
under what circumstances. First, decoupling increases thenlecy of powerful CEO’s, while
minimizing the risk of their compensation contracts. Secondyuidiong can arise from the need
to manage stakeholder’s impressions in the face of poomp@niormance. 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 (2001) provide further evidence of decoupling,irfigcaa stock
repurchase programs. Share buyback plans redistribute part aofva free cash flows to
investors and can therefore reduce agency conflicts. Asasure of stock repurchase plan
implementation, Westphal and Zajac (2001) divide the number oéshapurchased in a given
year as part of an outstanding plan by the number of shares reserved under the ggamdioase
in that year. On average, the ratio equals 0.09, indicating thgt repurchase plans are not, or
only partially, implemented.

The work of Westphal and Zajac and others on decoupling providestenesiing
alternative perspective on the adoption of good governance pdhgidhai firms. Initiatives to
improve corporate governance were mainly introduced by the gbtaérnment and Thai
regulatory bodies as a reaction to the Asian crisis, drivendoymaendations from international
organizations such as the IMF and the World Bank. As most of tjoeskgovernance initiatives
did not emanate from Thai firms themselves, a relevant iqueist to what extent Thai firms
support these governance reforms and whether they implement ttiegslibstantially or only

adopt them symbolically. Relatively poor monitoring by non-famiilgreholders might facilitate



decoupling: there is no active market for corporate contltlagre are no powerful independent
institutional shareholders in Thailahdurther, in a developing country like Thailand, weak rule
of law and lack of human resources may elevate the costoof governance implementation to

be well above that incurred by firms in mature countries.

As discussed shortly below, our measures of formal corporaterrgowe policy
adoption is divided into three categories: (i) statementgdsby firms about good governance,
ethics and corporate mission; (ii) formal policies related toesiwdaler rights; (iii) board structure
and independence. As the first category is purely based on wsitééements, the ease of
engaging in purely symbolic actions seems greater. We singferostthat score relatively high
in the first category, but rather low in the second or the t@tdgory and label them “talk-only”
firms. We expect that firms in the talk-only group are Iélsslyl to substantively implement

formal good governance policies than other firms and have higher violations:

Hypothesis H3: Talk-only firms violate rules and regulationsenasten than other firms,

controlling for the level of agency conflicts.

3. Methodology and Data

3.1 Measurement of Formal Cor porate Gover nance 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.

® 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.



the firm has procedures facilitating voting by proxy, and the Board has dsaldisgemuneration
committee); (i) disclosure of information related to goodveynance or relevant for
stakeholders (e.g. the remuneration of each director is disclosedainrthal report).

The governance index constructed by SET is a weighted average of 15 suposenfes
each of the 15 principles of good governance described in thecddai 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 faofoaination about the
adoption of formal good governance policies by the firm, without aboimy additional
information about the substantive implementation of these pmlidiee reason we want to
exclude potential information about substantive implementation of goeernance practices is
that in our research design adoption of formal governance poiicieised as a predictor of
subsequent violations, our outcome-based measure of substantivenémialeon. Hence, we
want to make sure that the adoption of formal policies measure raieaccidentally contain
some information about substantive implementation as well.

Below follows a list of nine good governance principles from the Twde that we
deem relevant and that meet our criteria, divided in the faligwiree main categories: A. Policy
Statements, B. Shareholder Rights, and C. Board Structure anperlmt@cé. Below each
principle we list the information used by the Thai exchange teas$ise adoption of the principle
by listed firms in 2002. For each of the three groups, we alsceitedbriefly how 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.

" Appendix A lists the good governance principleat thie choose not to use for our study, with moiivat



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”
— The company provides information on its corporate vision / mission.
Potential for symbolic adoption: clearly, firms can choose dopt these policies only

symbolically, without making any substantial changes in firm governance.

B. Formal Policies 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 theefludder meeting,
including names and sufficient background information when the appointhant
director or auditor is proposed.

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

Potential for symbolic adoption: given the prevalence of lagetrolling shareholders in
Thailand, the lack of a market for corporate control, Bnot foreign ownership in most
industries, and the absence of large domestic institutional imgesteo could press for
changes, the majority of listed firms can adopt these poldtbeut effectively giving more

influence to shareholders.

10



C. Board Structure 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.

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 naue 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 infleerm 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 susipegtpropriate actions.

Overall, there appears to be some scope for decoupling.

11



We create a formal governance policy adoption score fdr efithe three categories above by
equally weighting the sub-scores given to the various pririfllee three cross-sectional policy
adoption indices are denoted 6% Policy, CG ShareholderandCG Board Finally, we create
our overall measure of adoption of formal good governance polgidsms, CG Total as an
equally-weighted average 6G Policy CG ShareholderandCG Board

Firms that score high on policy statements concerning goodrgowee, business ethics
and corporate mission, but low on formal policies affecting sharahdlgtes, board structure
and board independence are dubbed “talk-only” firms. To test HypothiSsiave create a
talk-only dummy variable: it equals 1 if a firm ha€& Policyscore among the top 33 percent,
but either a&CG Shareholdersscore or &G Boardscore in the bottom 33 percent; the dummy is

0 otherwise. In total 43 firms out of 333 — 12 percent — are identified as talk-only.

3.2 Measurement of Violations of Rules and Regulations

We now describe our measure of violations of the principlgmofl 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 exchangéamaarket regulator
(SEC). The Stock Exchange of Thailand (SET) supervises $iserdination of information by
listed companies; it can impose fines, and suspend trading, kdbed firms fail to submit
financial reports or any information which is likely to haveignificant effect on the stock price.
Further, SET monitors the trading of stocks for signs of ingrdeiing and market manipulation.
SET issues a variety of “trading sign” announcements to ynativestors 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 indicate¢ tha SET is waiting for

additional information or clarification from the company, or whelisi@d firm has failed to

12



submit its financial statements within the deadline. Thergbsign, “H (Halt)” is issued when
trading in the security is halted for one trading sessiontaluastical changes or events affecting
the company during trading hours, requiring further clarificatioth¢oSET. 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 lidked to comply with disclosure
regulations. Once the company resolves the issue idettifi&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#€i90-2006 from the
SETSMART database (SET Market Analysis and Reporting Tool). Ttharddudes the date the
trading sign is imposed, the listed firm involved and the annomeceof 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 fali@uips

1. Violation of rules regarding the disclosure of related paetgsactions and other material
information:
— The firm is forced by the SET to disclose information aboutlated parted
transaction, or other material information, to the public.
2. Violation of rules and procedures regarding financial statements:
— The financial statement submitted by the firm contains ermorsloes 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 unqualiiigidro
— The firm’s auditor issues a qualified opinion, an adverse opinioa,dsclaimer of

opinion about the firm’s financial statement.
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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 compantas responsibility
of the Thai Securities and Exchange Committee (SEC). Theil8EStigates possible offences
of the securities law and if it deems that a serious voolatas occurred, the SEC will file a
criminal complaint with the Economic Crime Investigation Bion of the Thai Police for
prosecution. However, certain less grave offences can bediredly by the SEC’s Settlement
Committee. We collect data from the SEC’s website on fimgmsed and criminal complaints
filed during the period 1999-2006The types of violations include expropriation, falsification of
financial statements, insider trading and market manipulatioa.viebsite provides the name of
the offender, the specific law and the section of the lawvieeas violated, a short description of
the accusation and, if available, the fine imposed or the outcome ofittfieal justice process.
We examine each case to verify whether the offenders identificsSEC 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 place.

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 covereddble 1 are clearly at odds with

good corporate governance practices, either involving fraud ardaib disseminate relevant

8 Data on SEC violations is available from 1999 omisaSee:
http://www.sec.or.th/enforcement/Content_0000000G3p2categorylD=CAT0000278&lang=en

® We also checked for potential overlap with thelimg signs imposed by the exchange. In our sample,
there are only two cases where a violation recebat a SET trading sign and a SEC fine and/orinam
complaint; both cases involved companies failingieke a tender offer.

14



information to shareholders and the public at large. Wesi€jahe various violations into three
groups based on their severity, see Table 1, as follows: y&ye&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 numhaolafions committed by
the firm in the period 2003-2006—the period after the SET governanoesswere collected. As
a small number of firms were delisted before the end of 2006dwstdahe 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. Toinakeccount 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
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 coraralbles 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 caséiseirperiod 1990-2002 towards
“cooking the books”, i.e. incorrect financial statements, in tm®@&003-2006. The underlying
reason is probably the relatively unchecked rapid developmeheofhai stock market before
the 1997 crisis, marred by lack of good governance and corrumitowéd by a tightening of
the regulatory environment, improved standards of accounting antingu@ind an increased
focus on governance. Although the type of violations detected anoifomitted 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).

15



3.3 Regression Model
The primary variable of interest for our study is the agernumber of violations per year
committed by listed firms during the period 2003-2006, denote&; bgr i = 1, 2, ...,I. We
would like to test our main hypothesis that the adoption of corpo@termance policies,
measured by the inde3G, is negatively related to violations, while controlling fhe tseverity
of agency conflicts (Hypothesis H2). The severity of agencylictaat firmi is proxied by a set
of k; variables collected in the vectsf“;, including variables such as leverage, dividend payout,
growth opportunities, asset tangibility, size and the presence of alttogtsbareholder.

As 239 out of 333 firms in the sample were not found by the regulator®late any
rules, the distribution of the dependent variable has a rdiatarge probability mass at zero (see
Figure 1), invalidating ordinary least squares regression odel take into account the left-

censoring in the data, we estimate a Tobit model:

(1) F'i =fo+ pLCG + 2 X5 + B X7+,

F=F, ifF*i>O,

F, =0, ifF; <0,

whereF’; is a latent variable that measures the firm’s propetsityiolate the rulesCG is a
corporate governance policy adoption ind&%S is a (1x ky)-vector of proxy variables for the

severity of agency conflicts at firmX°"

Is a (1x kp)-vector of other relevant control variables,
p- andpz are column vectors of size andk, with regression coefficients, anrdis a normally
distributed error term with constant variance.

The second relevant equation explains formal good governance muigrnance

adoption. We expect the ind€&G to be positively related to the severity of agency conflicts

(Hypothesis H1):

16



(2) CG =yo+p1 X5+, X" 4937 + v,

whereZ;is a (1x ks)-vector ofks instruments foICG, y1, 7, andy; are column vectors of size,
k, andks with regression coefficients, anglis a normally distributed error term with constant
variance.

Endogeneity is a concern when estimating the Tobit equationo(lyidlations. For
example, suppose that relevant variables have been omittedfféwtbeth violationsF; and

CG." In that caseCG would become correlated with the error ternof equation (1) and the

estimated coefficient,@1 for CG would become biased. We try to mitigate this potential

endogeneity problem by using two-stage Tobit estimation withuimgntal variables (Heckman,
1979, and Maddala, 1983). In the first stage we estimate (2) by @g&ssingCG on all
relevant explanatory variables and a vector of instrunignteat affectCG but not violations. In
the second stage we estimate equation (1) for violationsawitbbit regression, but witB@G
replaced by the first stage predicted valud® use the Stock and Yogo (2004) test for weak
instruments to select appropriate instrumentsCf@r. We use a Wald test and the Durbin—Wu-—
Hausman test (see, e.g., Davidson and MacKinnon 1993, pp. 237-242) to tesigidweedy of
CG in the violations equation. If we cannot reject {B& is exogenous in (1), then two-stage IV

estimation is inefficient and it is better to estimate (1) tiyexith a regular Tobit regression.

3.3.1 Control variables related to the severity of agency conflicts

We will now define all control variables for the regressmodels, including a brief motivation
and the expected sign of the corresponding coefficients. The tgewéragency conflicts is
proxied by the following set of variableX(): leverage, dividend payout, growth opportunities,

asset tangibility, size and the presence of a controllingesbhler. Leverage is the ratio of total

19 The severity of agency conflicts at the firm coaftect both violations and governance policy aitopt
However, the severity of agency conflicts is notoamitted factor, as we explicitly include and caohtior
several proxies for agency conflict"f) in both equations.
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debt to total assets for the year 26bBividend payout is the ratio of dividends per share to
earnings per share in 2002We use Tobin's Q (as of Dec-2002) as a proxy for growth
opportunities® We measure asset tangibility with the ratio of propesignt and equipment to
total assets for the year 2002. Size is the logarithm of total as&882. Potential type Il agency
conflicts due to high ownership concentration are flagged by a duamgble equal to 1 for
firms with at least one controlling shareholder with a block of 25% getat

Firms with higher leverage and higher payout are expectedvio lbas severe agency
conflicts, as there is less free cash flow left to be etqidoby managers and controlling
shareholders. Hence, lower violations are expected in (1) andea h@ed to adopt CG policies
in (2)° Similarly, firms with high growth opportunities have more pusitNPV-projects to
invest in and a lower free cash flow problem: negative caefiics are expected in both
equations. We expect higher asset tangibility to be negatigklied toCG and violations, as it
is easier to monitor and harder to steal fixed assets compmeadt assets (Klapper and Love,

2004). Larger firms may have greater agency conflicts usecahey are more difficult to

1 we follow Wiwattanakantang (1999) and define tat@bt as the sum of bank overdrafts and short-term
loans from financial institutions, the current pontof long-term liabilities, long-term liabilitieget of the
current portion) and debt instruments, all as riegubfor 2002.

12 payout is winsorized at 200% (affecting only 3nf), as for some firms earnings are close to zero,
leading to extreme payout ratios. Consistent with &pproach, for 5 firms with negative payoutastive
also insert the value 200%, as these firms payividends regardless of having negative net income.

13 We follow Chung and Pruitt (1994) and Perfect &tites (1994) and define Tobin’s Q as the sum of
stock market capitalization (31-Dec-2002) and thekbvalue of total debt, divided by the book vabfe
total assets (debt and assets reported for 2002).

14 Ownership stakes of family members are aggregatediwe also take into account stakes of companies
in the pyramid of control that are controlled by teame family or owner. We define a “controlling
shareholder” as the largest shareholder (an ingd@alidr a group of family members) holding more t2a&n
percent of the firm’s outstanding shares directlyndirectly. As noted in Ananchotikul (2007), umdbe
Public Limited Companies Act, at or above 25 perarareholdings, a shareholder has sufficient gotin
rights to do the following: 1) nullify any corpoeatlecisions, 2) demand to inspect the businesatiper
and the financial condition of the company, as vasllithe conduct of the board, 3) call an extraangin
general meeting at any time, and 4) submit a not@mrthe court demanding for the dissolution of a
company if s/he believes that further company dpmra will bring only losses, and that the comphag

no chance of recovery. Since deviation from oneesbae-vote rule is not allowed in Thailand, voting
rights are proportional to the number of sharesexhoy a shareholder.

1> John and Knyazeva (2006) find that US firms witkak corporate governance pay higher dividends on
average and that this relation is stronger for ginmith high free cash flow.
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monitor: stricter governance mechanisms and higher violationsxpexted® Finally, type II
agency conflicts are expected to be higher in firms witleadtlone controlling shareholder, as
well as violations an€G. In sum: leverage, dividend payout, Tobin’s Q and asset tangiitit
negatively related to agency conflicts and for these bi@sawe expect negative coefficients in
equations (1) and (2). Firm size and the controlling sharehdldemy are positively related to
agency conflicts and we therefore expect positive coefficients atieqs (1) and (2).

We would like point out briefly that some of our proxies for theesg of agency
conflicts could have different effects than described prewows agency conflicts can have
several dimensions. For example, we expect high type Il agediicts between minority
shareholders and controlling shareholders (usually a fambysiness group in Thailand), due to
entrenchment effects. However, it might be the case thapdbitive effect of alignment of
interest between managers and owners dominates, potentiallpdeadiower violations and
lower need to increas€G. Similarly, agency conflicts between bondholders and shareholders
may change the effect of leverage. For example, Dechow. €1996) point out that highly
leveraged firms are more likely to misstate finandialesnents and manipulate earnings to avoid

debt-covenant violations.

3.3.2 Other control variables
We include a dummy variable for talk-only firms in the violations equatioestoHypothesis H3.
Further, we also include this dummy in the governance policy adoptionicequas talk-only
firms may have relatively high overall good governance palayption scores due to their effort
in making declarations and policy statements about good governance.

For the violations equation we select a number of control variables thaipaictes to be

related to the propensity to commit violations or the likelihobdletection. As a robustness

' Smaller firms may also have higher growth oppdties and therefore a need for better governance to
attract external financing (Klapper and Love, 2004)wever, growth opportunities are already explici
controlled for in both equations.
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check we will later on also estimate versions of equatlyrihat take into account the partial
observability of violations, by adding a separate probit equation for thetidatef violations and
fraud. We refer to Appendix B for the exact models and detailseXect that firms with lower
profitability, measured by return on assets (ROA) in 2002, are lketg to commit violations.
Loebbecke et al. (1989) find that poor financial performance ofieres management to place
undue emphasis on reported earnings.

We expect past violations, measured by the average numbeaifons per year listed
in the period 1990-2002, to be positively related to future violations £2008). As observed by
Dana (2001), regulators and auditors closely monitor firms withatedeviolations, so the
probability of apprehension may increase with past violatfesalso include a dummy equal to
one if return on assets (ROA) in 2002 is in the top or bottorrepgie. Regulators and auditors
might scrutinize firms with either very low or high profitelyi more closely to check for
irregularities. Finally, we include a dummy for consolidatiotiimdincial statements. Firms with
consolidated financial statements tend to be more transg@nemtev and Kim, 2005) and hence

we expect that these firms are less likely to violate thewating rules.

3.3.3 Instruments for governance policy adoption

The Thai corporate governance code was a new initiative in 2002vanelxpect that the
familiarity of board members with the code may have influenciegtion. Directors frequently
serve on multiple boards: 69% and 19% of board members serve on omweoaoitidr boards,
respectively. We expect a positive relation between the oatilirectors serving on other boards
and code adoption because these directors are more likely te@lgsexd governance practices
at other firms and push for adoption at firms with lackingegoance mechanisms. We do not

expect the ratio to be related to violations, as apart froomppallg giving the director more

20



experience, serving on several boards also consumes more rinepeeads the director’s
attention over multiple firm¥.

As a second potential instrument, we use a dummy for firmsréicaived 1ISO14000
certification before or during 2003. We expect that firms wa®14000 certification are more
familiar with adopting standards for stakeholders and therefmre willing to adopt governance
policies to reduce agency conflicts. We include firms that haeeived 1ISO14000 in the year
2003, as it may take a long time for firms to be approvedS©14000 certification and most

likely these firms have been working on ISO certification since 2002 ligrear

3.4 Descriptive Statistics

Table 2 presents summary statistics of the formal good ganee policy adoption index and the
three sub indices. The composite ind€G(Tota) 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@fs. Totalin 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 quantilesCiy Totaland estimate the
mean frequency of violations within each group. It is clear that average frequency of
violations is monotonically decreasing as the group avera@é&ofotalincreases. 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). When we oalys fon firm policy
statements about governance, i.e.Gi&Policyindex, the results are similar and significant.

The inverse relationship reported suggests that firms with higheal good governance

policy adoption scores indeed behave better than firms with poanexssimplying substantive

" The data confirms this: the ratio of directors/seg on other boards has a significant positiveeation
of 0.26 (p-value < 0.001) wit8G and insignificant correlation with violations (r-8.10, p-value = 0.10).

21



implementation of governance policies. However, we cannot readike the above conclusion
since here we have not controlled for other factors that raijatt violation propensity and the
violation detection probability. We will investigate the riglaship in a fully specified model
in Subsection 4.2. Table 4 shows summary statistics of the \ewithét will be used in the
regression models. For our regression analysis the samphaitesdl to 275 non-financial firms
only, as some variables such as leverage can be substatiffalient for financial firms. Out of
275 non-financial firms, 19 firms have missing data on past Wolator no data on stock market

value in 2002 (due to lack of trading), leaving a sample of 256 firms with etemhta®

4. Empirical Results

4.1 Governance Policy Adoption
To test hypothesis H1 we estimate equation (2), explainingath@ governance policy adoption
index CG Totalwith variables proxying for agency conflicts, other calstend instruments. We
find that leverage has a negative relation with the adoptiong@fernance policies
(p-value = 0.0901), as expected given that firms with high levdrage a lower free cash flow
problem and less severe agency conflicts. Similarly, we findlainge firms have significantly
higher good governance policy adoption scores than smaller fippagalde = 0.002),
corresponding to our expectation that large firms have moreesagency conflicts. Dividend
payout, growth opportunities and asset tangibility have negaiiyes @is expected, but the
coefficients are not significantly different from zero. Tignsof the control dummy is negative,
but not significant.

Among the other control variables in the equation, the talk-dntgmy is significantly

positive (p-value < 0.01). This indicates that talk-only firmsage to achieve higher overall

'8 Firms were selected based on data availabili§0®2 and therefore there is no survivorship biathén
period 2003-2006 used for measuring violations. MVhefirms drops out of the sample in the period
2003-2006 we simply measure average violations theemonths that are available for that firm.
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governance policy scores than other comparable firms, asgthesdores for policy declarations
apparently more than compensate for below average scoreslifdespeelating to shareholder
rights and the board. The remaining control variables are insigmific
The instrument directors on other boards has a significantlitiyeoselation with

governance policy adoption (p-value = 0.004, F-statistic = 8.5Xjcéjas expected, governance
policy adoption tends to increase when a firm’s board has a higimrpon of directors serving
on other boards. The F-statistic passes the weak instruegrdftStock and Yogo (2004) at a
significance level of 5%, for a bias level between 10% 20%. As explained in the robustness
section, after eliminating redundant independent variables thansignificant in both equation
(1) and (2), the F-statistic for directors on other boards asesefrom 8.51 to 9.80, passing the
Stock and Yogo (2004) weak instrument test at a lower bias tfvied%. We do not report
estimation results in Table 5 for the second proposed instruthentSO14000 certification
dummy, as the estimated coefficient was insignificant (peva 0.330, F-statistic = 0.95), and
hence it did not pass the test. Column 1 of Table 5 display#shstage regression model used
to generate instrumented values for governance policy adoptiose(guntly used in the second
stage Tobit equation), only using the proportion of directors on btheds as an instrument for

governance. The adjusted & the first stage regression is 0.166.

4.2 Gover nance Policy Adoption and Violations

We now test our main hypothesis (H2) and investigate whether thexenegative relation
between formal good governance policy adoption and subsequentovislatf rules and

regulations, while controlling for the severity of agency totsf at the firm. The second column
of estimates in Table 5 displays the baseline Tobit esamaesults. Consistent with the
correlation results, after controlling for agency confliat&l other variables in a fully specified
model, CG Totalin 2002 has a significant negative relation with subsequerdtiaok in the

period 2003-2006 (p-value = 0.039). Thus, hypothesis H2 is supported. Thesuggdsts that
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Thai firms on average substantively implement good governancéegokwor a widely-held firm
of average size and profitability, a one standard deviatiorease irCG Totalis associated with
a decrease in the propensity to commit violations of 0.14 per(26% decrease relative to the
mean) and a decrease in the probability of committing violations from 22%40

However, we also find clear evidence of decoupling of policy aadtipe among some
firms. Consistent with hypothesis H3, talk-only firms have a Bagitly higher propensity to
commit violations (p-value = 0.014). For a widely-held firm wvérmage size and profitability, a
talk-only approach to governance is associated with an incieatbe® propensity to commit
violations of 0.46 per year (96% increase relative to the n@ahpn increase in the probability
of committing violations from 27% to 49%. Hence, investors caluae their exposure to
violations substantially by avoiding firms that have issued npanigy declarations about good
governance, while actually lagging in adoption of good governance poliagsd &b shareholder
rights and the board of directors.

Among the proxies for the severity of agency conflicts, dividend payamaf significant
negative relation with violations (p-value = 0.067), while leger has a significantly positive
relation (p-value = 0.039). The sign of dividend payout is as @estifirms with larger dividend
payouts commit less violations as agency conflicts are reducédh dividend payments. The
sign of leverage is unexpected, however: Thai firms with higher lgge@mmit more violations,
while we would expect lower violations due to reduced fred dasvs. The severity of agency
conflicts between bondholders and shareholders may explainghls feor example, Dechow et
al. (1996) point out that highly leveraged firms are more kel misstate financial statements
and manipulate earnings to avoid debt-covenant violations.

Focusing on the remaining control variables, we find thatpesfitable firms are more
likely to commit violations (ROA, p-value = 0.002), as expeckaéans with bad past records of
violations also have a higher rate of violations in the subseqenad (p-value = 0.009).

Consolidation of financial statements is negatively related to \dolatjp-value = 0.081).
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So far we have taken corporate governance policy adoption as exagénooiscern
about these Tobit model estimation results is that there rbgylimitted factors that affect both
governance policy adoption and violations simultaneously, potentiafigting correlation
between the random error term of the violations equation and tle¥ngmee policy adoption
index. We have therefore also estimated equation (2) with atage- Tobit estimation approach,
where the governance policy adoption index is replaced by prediataelsvirom the first stage
regression (1). The second stage IV-Tobit estimation resoittshe violations equation are
displayed in the third column of Table 5, while the first stage OLS%ss@n results fa€G Total
are displayed in the first column as discussed before.

Comparing the IV-Tobit results (in column 3) to the regular Tasults (in column 2),
we observe that the variabl€G Total Leverageand Consolidationare no longer significant
after two-stage IV Tobit estimation. The estimated c¢oiefiit of CG Totalis more negative than
before (-0.036 versus -0.010), in line with hypothesis H2, but the indrettse standard error of
the coefficient is even lager (0.029 versus 0.005), leavingydhable insignificant (p-value =
0.217).

The Wald test statistic of exogeneity for the IV Tobit esgion is equal to 0.81, with
p-value of 0.399. Hence, we cannot reject the null @@tTotalis exogenous to the violations
equation. The Durbin-Wu—Hausman test gives a similar restdtafistic = 0.89, p-value =
0.348) and cannot reject exogeneity@& Total Based on these two tests, we conclude that
CG Totalis not correlated with the error term of the violationsadigm. |V estimation is an
inefficient method whel€G Totalis exogenous to the violations equation (inefficiency gives rise
to larger standard errors than necessary) and the regulémiatel in column 2 is the preferred
model specification. We are therefore not very concerned aimingignificance o€G Totalin
the IV-Tobit model specification, taking into account that theffawent is actually more

negative than before and that the tests of exogeneity favor the reghiambdel.
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4.3 Robustness of the Results

We have repeated all estimations with @@ Policyindex instead of the broad€G Totalindex,
focusing only on declarations by the firm about ethics and good rgoves. Interestingly, the
estimation results hardly change (results not reportedat® space) and we reach similar
conclusions: on average a higher level of declarations about gn@ingnce is significantly
associated with lower subsequent violations, while controlliog the severity of agency
conflicts. Still, talk-only firms do have a significantly highgropensity to commit violations,
suggesting that decoupling does occur among this group of firmes.férgher robustness check,
we have also used the averagwerity-weighteshumber of violations as the dependent variable
in the Tobit models, based on the classification of violatiarthriee severity groups in Table 1.
The results and conclusions are very similar to thosehtonon-weighted case and not reported
to save space (available on request).

A standard Tobit model ignores the fact that not all viofeticommitted by firms are
detected by the regulators. Following Poirier (1980), Feinst®®@0)land others, we can add one
equation to model the probability that violations are detelsyecegulators, resulting in a Tobit
model with partial observability. We refer to Appendix B for #mecification and technical
details. We select past violations, the dummy for exceptiohdally or low profitability and size
as variables for the detection equation. Regulators might be ralictant to report violations of
larger —established— firms, while past violations and exceptmoéitability might invite more
scrutiny. The estimation results for Tobit models with phbservability are disappointing, as
none of the variables in the fraud detection equation aretisttis significant. We have also
included a dummy variable in the detection equation for fimitis family connections to cabinet

members, as Thai firms with political connections may haweerpower and ability to lobby the

26



regulators not to announce violatidiisAgain, the coefficient was not significant, providing no
added value beyond a standard Tobit model.

As the assumption of a normally distributed error term isnofiolated for our estimated
Tobit models, we have investigated count data models as amadite. Even though the average
number of violations per year is measured on a ratio scale, wieacaform the variable back to
count data with almost no loss of information. After multiplying therage number of violations
per year by four, the length of the 2003-2006 period for firms with ceteplata, the resulting
series has only three non-integer values. After rounding these Yalues to the nearest integer,
we are left with a dependent variable that closely resentilat data (with excess zeros), as
illustrated in Figure 1B. We have estimated a negative balocount data model and a zero-
inflated negative binomial model. The latter model is a coutat oedel with a separate probit
equation for zero observations, which allows us to take into accouidl peEyservability of
violations (similar to a Tobit model with partial observapjlitAgain, we find that the results are
similar to the Tobit estimation results in Table 5, exceptttietoefficient of dividend payout is
no longer significantAdding a detection equation again does not add value, as thiieogsf of
all variables included in the equation are insignificant.

If explanatory variables are incorrectly included in a regoessiodel, the standard errors
of all variables may be larger than necessary. Four explgnadables are insignificant in both
equation (1) and in equation (2) in Table 5: Tobin’s Q, assethiitygithe control dummy and
the dummy for firms with very high/low ROA. As a robustnessckheve exclude these four
variables and re-estimate the models. We find that the signdeé of the remaining variables

increases markedly and all conclusions are reinforced. Forpéatne p-value of the estimated

9 We create a dummy for listed firms partially owr(&&6 or more) by cabinet members and their family.
From February 9, 2001, until the coup of Septeni®er2006, the telecom tycoon Thaksin Shinawatra was
prime minister of Thailand. Many cabinet memberghia governments led by telecom tycoon Thaksin
Shinawatra belonged to families that owned largsinasses. Bunkanwanicha and Wiwattanakantang
(2007) show that the market value of firms conngdtethese cabinet members increased much stronger
during this period than the value of similar nomected firms.
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coefficient of CG Totaldecreases from 3.9% to 0.3%. The smaller model specification say al
alleviate concerns about the potential weakness of our irsttuior CG Total as the F-statistic
for the ratio of directors on other boards increases from 8.9180, passing the Stock and Yogo
(2004) weak instrument test at a bias level of 10%.

Finally, some readers may be concerned that our instrument radiceofors on other
boards is related to future violations. We would prefer to useal@rnative instrument for a
robustness check, but very few good instruments for governancédéawdound in the literature
so far®® Doidge, Karolyi and Stulz (2007) report multi-country evidene¢ finm-level corporate
governance in emerging markets is difficult to explainpesping to be largely random or
exogenous. Single country studies by Black, Jang and Kim (2006) inaKarel
Balasubramanian, Black and Khanna (2008) in India also find that wiutie variation in
firm-level governance is idiosyncratic. This is also@etiéd in the low adjusted®Rf 0.166 that
we report. The prevailing evidence that firm-level governancérins in emerging markets is
largely idiosyncratic confirms the results of our two exogenteitys and in our opinion reduces

potential concerns about the endogeneity of governance.

5. Conclusions

This paper investigates whether the adoption of formal good ctepgoaernance policies by
listed firms is mainly symbolic or indicative of substantiugiementation of good governance
practice. Our empirical results suggest that Thai firmawerage implement governance policies
substantively, as opposed to symbolically: a higher level of adoptitormal good governance
policies is associated with a significantly lower humbesutbsequent violations in the period

2003-2006, while controlling for the level of agency conflicts at the. firm

20 A study by Black, Jang and Kim (2006) on goverraand firm value in Korea is an exception, using
unique features of Korean legal rules to constanctnstrument for a corporate governance policyxnd
Quoting Black et al. (2006, p.367): “Good instrurisesre not available in other comparable studies.”
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However, there is a small group of “talk-only” firms that &xa issuing declarations on
governance and business ethics, while lagging in adoption of galedaged to shareholder rights
and board independence. We find that such a talk-only approach to gmeeimassociated with
an increase in the propensity to commit violations of 0.46 per(9€&6 increase relative to the
mean) and an increase in the probability of committing violatioms 27% to 49%. Another
finding is that Thai firms with high leverage might suffeorfr agency conflicts between
bondholders and shareholders, as an increase in leverage is edseitfahigher violations.

Our paper can be extended in several directions. First, wéitaelseries information on
governance code adoption for running a panel regression thatpnayide more reliable results.
Second, if a database of comparable information on governancéadapd fraud and violations
can be constructed for multiple countries — and this ik atilopen question, due to potential
divergence in rules and regulations from one country to the othexelbas variety in the levels

of enforcement — it would be relevant to extend this study to multiple tesintr
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Table 1: Violations of SET / SEC Rules, 1990-2006

Number of Violations Violations

Violation Violations: per Year: per Year: Source Sl_e?/e(relitot* Description of Violation
1990-2006 1990-2002 2003-2006 y
Fraud
Expropriation 8 2.00 0.00 SEC 1 Expropriation ofedts by managers of the firm.
Ealsification 5 1.5 0.00 SEC 1 Management falsified financial statements or other
documents.

. . Managers or owners of the firm used inside inforomato
Insider Trading 2 0.50 0.00 SEC 1 trade the firm's shares for their own benefit.
Market Manipulation 7 175 0.95 SEC 1 Managers or owners of the firm manipulated theitrgqof

company's stocks to mislead or lure others to biug sell.

Financial Statements Not Correct

Accounting Violation 1 0.00 0.25 SET 1 Financial statements failed to comply with Gengrall
Accepted Accounting Standards.

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

Adverse Opinion 50 0.00 12,50 SET 1 Auditors issued an adverse opinion on the firnmaricial
statement.

Disclaimer of Opinion 38 0.00 9,50 SET > Auditors issued a disclaimer of opinion on the fgiiinancial
statement.

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

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

financial statement.

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

Number of Violations Violations Level of
Violation Violations: per Year: per Year: Source Severitv* Description of Violation
1990-2006 1990-2002  2003-2006 y

Failure to Disclose Information

Company failed to, and hence was forced to, discédosonnected

Connected Party Transaction 3 0.08 0.50 SET 1 party transaction by the SET.

Material Information 185 12.69 5.00 SET 1 _Compan_y failed to, anql hence was forced to, discioaterial
information to the public by the SET.

Incomplete Information 24 1.38 1.50 SET > Company submitted incomplete and/or unclear infdionaand

the SET summoned the company to submit completerirdtion.

Failure to Submit Financial Statements accordingh® Procedure

Company failed to submit financial statements deodocuments

Information Deadline 129 6.85 10.00 SET 2 -
by the deadline.
Information Procedure, #1 311 20.38 11.50 SET 3 Company failed to submit flnan0|al statements deodocuments
by the procedures as specified by the SET.
Company submitted financial statements or otheudwnts to
Information Procedure, #2 10 0.08 2.25 SET 3 SET but such information was not completely reldasethe
public.
Information Procedure, #3 15 108 0.95 SET 3 Company submitted financial statements or docundunisg

trading hours.

Violation of Rules Related to Tender Offers

Tender offer 2 0.08 0.25 zEE'(I':/ 1 Company failed to conduct a tender offer whemiregl to so.

. . Company failed to report when the number of stded of
Reporting of share holdings 1 0.00 0.25 SEC 1 another company reached a multiple of 5% of thal tmtmber.
Takeover Information 10 0.23 1.75 SET 2 Company failed to submit or submitted incompletd/anunclear

information about a tender offer to the SET or geh@vestors.

* 1 = Severe violation, 2 = Medium violation, 3 = Mindgolation.
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Table 2: Cor porate Gover nance Policy Adoption I ndices, 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 of CG 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 frequency 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 Explanatory Variables

Variable Definition Obs. Mean Std. Dev. Min M ax

LnAsset Natural logarithm of total assets 256 7.82 1.39 3.54 12.60

ROA Return on assets, winsorized at the 1% and 99%ptle (left and right tail) 256 0.08 0.10 -0.29 0.29

Leverage Total debt to assets ratio, winsorized at the 98¥6gntile (right tail only) 256 0.29 0.25 0.00 1.59

Div. payout Dividend payout ratio: dividends divided by earrgpginsorized at 200%, and 256 0.40 0.47 0.00 2.00
negative payout ratios replaced with 200%.

Tobin Q Tobin's Q: sum of stock market capitalization (38¢eE2002) and the book value 256 0.93 0.65 0.10 5.76
of total debt, divided by the book value of totasets.

Tangibility Ratio of plant, property and equipment to totak&ss 256 0.42 0.24 0.00 0.94

Control Dummy: 1 for firms with at least one controllingeseholder with 25% or larger 256 0.83 0.38 0 1
block (any type); O otherwise.

Talk only Dummy: 1 for firms withCG Policy among the top 33%, but eithé6 256 0.13 0.34 0 1
Shareholdersor 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 256 0.22 0.42 0 1
10% percentile based on ROA,; 0 otherwise.

Consolidation  Dummy: 1 for firms with consolidated accounts; Bestvise. 256 0.75 0.44 0 1

Director Proportion of directors seving on other boards 256 0.29 0.23 0.00 0.89

Violtot02 Average number of violations per year listed, ia preriod 1990-2002. 256 0.19 0.24 0.00 2.40

Violtot06 Average number of violations per year listed, ia preriod 2003-2006. 256 0.18 0.41 0.00 2.50

Note: non-financial firms only, common sample (afistwise deletion of missing values).
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Table5: Estimation Results

Avg. Violations,

Avg. Violations,

Dependent variable CG I ndex, 2002 2003-2006 2003-2006
2".stage Tobil
Method flstage OLS Tobit IV regression
Constant 70.145" 0.066 1.958
(3.875) (0.455) (2.164)
CG Total -0.010"
(0.005)
CG Total, instrumented -0.036
(0.029)
Leverage -6.052" 0.539" 0.356
(3.465) (0.262) (0.342)
Dividend payout -1.104 -0.325 -0.359"
(1.844) (0.177) (0.188)
Tobin's Q -1.692 0.002 -0.037
(1.388) (0.110) (0.123)
Tangibility -0.543 0.132 0.141
(3.378) (0.272) (0.285)
LnAssets 3.6107 -0.094 0.028
(1.114) (0.091) (0.166)
Control dummy -3.069 0.066 -0.014
(2.169) (0.179) (0.208)
ROA 0.498 -0.215" -0.208™"
(0.896) (0.068) (0.072)
Talk only dummy 11.225" 0.459" 0.740"
(2.298) (0.187) (0.373)
Violations, 1990-2002 -1.181 0.649" 0.567"
(3.551) (0.247) (0.277)
High/low profit 1.006 0.217 0.262
(2.067) (0.165) (0.180)
Consolidation dummy 1.399 -0.261 -0.241
(1.918) (0.149) (0.159)
Directors on other boards 11.407"
(3.811)
Observations 256 256 256
Adj. R? 0.166
Wald test of exogeneity 0.810
p-value (0.369)

Note: standard errors in parentheses, ~ : significant at 10%, 5% and 1% level, respectively
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Appendix A: Good Governance Principles from the Thai Code Not Used
for Measuring Formal Policy Adoption

A. Principles with sub-scores partially based on substantive implenmntat
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 atfonrn
— 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 doeildecoupled 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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Appendix B: Partial Observability and Count Data M odels

The standard Tobit model ignores the fact that not all violattonsmitted by firms are detected
by the regulators, i.e. violations are only partially observetlowing Poirier (1980), Feinstein
(1990) and others, we add one equation modeling the probability ffirat’'s: violations are
detected. We let the binary varialide indicate whether violations are detectBd= 1 if one or
more violations are detected; abBg= 0 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 wékial

observability:

(Bl) D' =Xzp+u,
D =1, ifD’; > 0,

D=0, ifD’<0,

(B2) Fi=Xyp+s,
Fi=DfF;, ifF;>0andD =1,

F =0, 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 andyis a random error term.

The Tobit model assumes that the error termn the Tobit equations (B2) is normally
distributes. As the dependent variable in our study is derived &amunt of violations and
violations occur infrequently, the residuals are unlikely ttowla normal distribution. We use
the Lagrange-Multiplier (LM) test of Chesher and Irish (19%®7)est the normality assumption,
using generalized residuals. In case of violations of notypalie can transform the dependent

variable back to count data with almost no loss of information.r Afteltiplying the average
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number of violations per year by four, the length of the 2003-2006 plerididms with complete
data, the resulting series has only three non-integeesaRounding these three values to the
nearest integer, we are left with a dependent variablectbaely resemble count data (with
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):

(B3) PlY=vy |X,]= GAT(E+y,)

Sy ey TP

wheref > 0 is an overdispersion parameter.

A zero-inflated negative binomial model has an additional equdtiomodel the
probability of zero outcomes separately, which allows us to modgbaHel observability of
violations. As before, let the dummy varialide denote whether violations are detected or not,
modeled by probit equation (B1). A count model datayfawith partial observability is then
defined as follows:

g

(B4) PIY=0 |X,]=¢

W +1-9),

E°NT(8+Y,)
@+4)°T(©G)y!

PlY =y, | X;]=¢ fory; >0

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

The comparison fit of similar models with and without partialeotability is non-standard, as
the model specifications are non-nested. We can use Voungsatstic (Vuong, 1989) for this

purpose.
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