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Abstract

In this paper we investigate the impact of a voluntary corporate governance initiative on firm
value in an emerging market context. We consider the corporate governance code introduced
by the Stock Exchange of Thailand in 2002, applying to all listed firms on a “comply-or-
explain” basis. We find that a one standard deviation increase in a firm-level code adoption
index is related to a 10% increase in firm value in the period 2003-2005. Our results show
that conclusions of empirical studies on voluntary code adoption in developed markets —
typically finding no significant impact on firm value — cannot simply be extrapolated to
emerging markets.



1. Introduction

The last two decades have witnessed a flurry of initiatives around the world to improve
corporate governance. The European Corporate Governance Institute on it website provides
texts of official corporate governance codes from 59 different countries, including 29
developing countries. Ideally, the adoption of a corporate governance code should make it
easier for afirm to raise funds in debt and equity markets from outside investors, leading to a
lower cost of capital and a higher value of the firm. The available empirical evidence on the
relation between corporate governance code adoption and firm value is mixed at best. Studies
by Alves and Mendes (2004) in Portugal, De Jong et al. (2005) in the Netherlands, Gilson and
Milhaupt (2005) in Japan and Nowak, Rott and Mahr (2006) in Germany all indicate that
voluntary corporate governance initiatives, relying on self-regulation, do not have an effect on
firm value or stock prices. On the other hand, there is evidence of a positive relation between
code adoption and firm value in the UK (McKnight et al., 2005). In the UK the corporate
governance code involves a mandatory annual compliance report for firms listed on the
London Stock Exchange and the potential threat of litigation in case of non-compliance.
Hence, the empirical literature suggests that corporate governance codes require teeth to have
apositive effect on firm value (De Jong et al., 2005).

Empirical studies on the relation between corporate governance code adoption and
firm value focus almost exclusively on developed markets. However, it is unlikely that
conclusions from studies in developed markets can simply be extrapolated to emerging
markets, due to large differences in the ingitutional setting, such as laws concerning the
protection of investor rights and the effective enforcements of these laws (La Porta et al.,
1998). In this paper we aim to shed more light on the effect of voluntary corporate
governance code adoption and firm value in emerging markets, by considering the case of
Thailand. In March 2002 the Stock Exchange of Thailand (SET) introduced a voluntary
corporate governance code for Thai listed companies, consisting of 15 principles of good
governance. From accounting year 2002 onwards, listed Thai firms were obliged to disclose
their implementation of the governance standards annually on a “comply-or-explain” basis.
The code closely follows standards of good governance introduced in other countries, such as
the UK, and addresses the protection of minority shareholder rights, the importance of
independent directors, board structure (accounting and remuneration committees) and

disclosure of potential conflicts of interest.



The main research question that we pose is whether the degree of compliance with the
good governance principles disclosed by firms is positively related to the value of the firm.
Evidence of a positive relation between code adoption and firm valueisin itself not sufficient
to conclude that the implementation of the corporate governance code leads to a higher
market value. Another potential explanation is that firms with higher market values are more
likely to adopt stricter governance. To shed more light on the issue of causality, we aso
investigate whether firms with higher adoption levels of the governance code had higher
market values in the period just before the introduction of the code. A second question that
we would like to answer is whether or not Thai firms choose their level of governance based
on rational factors such as the need for external financing and expected growth opportunities.
To address this question we investigate which firm attributes explain the observed variation
of code acceptance among Thai firms.

For our empirical study we use a large cross-section of 320 listed firms. In March
2003 the Stock Exchange of Thailand measured the implementation of the 15 principles of
good governance in the Thai code by each of the 320 listed firms, based on the mandatory
2002 compliance statements. We find that a one standard deviation increase in the code
adoption index is related to a 10% increase in average firm value (Tobin's Q) in the three-
year period after introduction of the code, while controlling for firm-specific factors and
industry effects. The relation is highly significant and not present prior to the introduction of
the code in 2001, suggesting a causal link from code adoption to firm value. Our results
confirm the findings of the cross-country studies of Klapper and Love (2004) and Durnev and
Kim (2005), namely that in countries with a weak legal system the relation between firm
value and corporate governance is positive and strong. La Porta et al. (1998) rate the
efficiency of the judicial system in Thailand as 3.25 on scale from O to 10, far below the
ratings typical for developed countries. Our results show that conclusions of empirical studies
on voluntary code adoption and firm value in developed markets — typically finding no
significant relation — cannot simply be extrapolated to an emerging market context.

With respect to the second research question, we find that differences in the
implementation of the governance code among Thai firms are explained very poorly by firm-
specific factors suggested by theory, such as the need for external finance, growth
opportunities and asset tangibility. Ownership concentration has a significantly negative
effect on a sub-index for shareholder rights and the presence of a written corporate
governance policy, but the magnitude of the effect is small. Firm size has a small positive
effect on code adoption, but most of the variation in code adoption among firms remains

unexplained. The results suggest that Thai firms do not choose their governance to maximize



firm value, in line with earlier findings in Korea by Black, Jang and Kim (2006b). Our results
support the hypothesis of Doidge, Karolyi and Stulz (2004) that firm characteristics should
explain little of the variation in governance ratings in emerging markets. Doidge et al. (2004)
argue that when financial development is poor, the incentives for firms to improve
governance are low because external funds are expensive and the costs of adopting better
governance mechanisms are relatively high. Note that if the previous hypothesis is true, the
case for good governance initiatives by the government, or the exchange, in emerging
markets is stronger than in devel oped markets.

Section 2 of this paper provides a review of the literature. Within the context of
existing country-level studies of corporate governance and firm value in various countries, the
contribution of our work is that we are the first to investigate the relation between the
adoption of a voluntary corporate governance code and firm value in an emerging market
with arelatively ineffective legal system. The conclusions of our study might be of interest
for other developing countries considering the introduction of a corporate governance code. A
second contribution of the paper is that we apply a parametric robust regression technique to
mitigate the influence of the numerous outliers present in cross-sectional firm data.

The paper is organized as follows. Section 2 reviews the literature. Section 3
describes the Thai corporate governance code, measures of code adoption and other firm-
level data. Section 4 in we search for firm-level factors that might explain differencesin code
adoption among firms. Section 5 presents the results of an empirical analysis of the relation
between firm value, code adoption and various control variables. Finally, Section 6 concludes

and summarizes the paper.

2. Literature Review

2.1. Global Evidence on the Value Relevance of Voluntary Cor por ate Gover nance Codes

In the United Kingdom the Cadbury Committee issued The Code of Best Practices in 1992,
presenting recommendations on the structure and responsibilities of the corporate board of
directors. The London Stock Exchange requires each listed company to publish a statement
on the company’s compliance with the Combined Code, a code based on the
recommendations of the Cadbury Committee and others, including details and reasons in case
of non-compliance (“comply or explain”). The auditor is required to review the company’s
statement of compliance before publication of the annual report (Piper and Jones, 1995) and
there is a threat of litigation if firms do not comply with the guideines (Dahya, McConnell



and Travlos, 2002). Dahya et al. 2002 report that management turnover at UK firms increased
significantly after the issuance of the Cadbury Code, while the sensitivity of management
turnover to negative corporate performance aso increased. Dahya and McConnell (2005) find
a significantly positive stock price reaction when a firm announces moving to three outside
directors in conformance with the Cadbury Committee recommendations. Further, McKnight
et al. (2005) report a positive relation between Cadbury Code adoption and firm value,
measured by Tobin's Q.!

In Spain a voluntary corporate governance code was introduced in 1998. Listed
companies had to inform the Spanish Supervisory Agency about the extent of their
compliance with the code. Fernandez-Rodriguez, Gbmez-Ansdn and Cuervo-Garcia (2004)
show that the Spanish stock market reacted positively to firm announcements of (partial)
compliance with the code in the period 1998-2000, based on an event study with a three-day
event window. In Portugal a voluntary code of good governance practices was introduced in
1999. Monitoring of compliance is weak, consisting of annual surveys by the Portuguese
market regulator with response rates as low as 54% (see Alves and Mendes, 2004). Alves and
Mendes (2004) do not find a strong relation between code adoption and stock market returns
in Portugal, based on cross-sectional regressions in 1999, 2000 and 2001. De Jong et al.
(2005) study the good governance initiative launched in the Netherlands in 1999, which is
based on voluntary code compliance and monitoring without enforcement. They find that the
initiative had no effect on the corporate governance characteristics of Dutch listed firms and
their relationship with firm value, measured by Tobin’s Q. De Jong et al. (2005) argue that
the failure of the good governance initiative is related to its voluntary nature and the absence
of effective shareholder voting rightsin the Netherlands.

In Germany a corporate governance code was introduced in 2002. German companies
must disclose their past and planned future compliance with the code annualy, without
having to provide an explanation in case of non-compliance. Enforcement of the code is left
to self-regulation and the capital markets. Nowak, Rott and Mahr (2006) find no significant
abnormal return around the first-time declaration of conformity that had to be published by all
listed German companies by the end of 2002. Further, abnormal portfolio returns of low and
high compliance firms are not significantly different over a three-year period from 2002
through 2005. Changes in compliance levels in 2003 and 2004 do not lead to abnormal
returns either. In line with De Jong et al. (2005), Nowak, Rott and Mahr (2006) conclude that

! Earlier work by Weir, Laing and McKnight (2002) found no relation between governance
mechanisms and performance in the UK, but using only data from 1994-1996 and without taking
industry effects into account.



corporate governance self-regulation in Germany is rather ineffective.? In Switzerland a
voluntary Code of Best Practice was published in 2002 by the Swiss Business Federation.
Beiner et al. (2006) construct a corporate governance index measuring the implementation of
the recommendations of the Swiss code, based on a survey of listed companies on the Swiss
Stock Exchange with a response rate of 51%. Beiner et al. (2006) find a positive relationship
between the governance index and Tobin's Q.

Compared to the large number of studies investigating voluntary corporate
governance standards and firm performance in Europe, the number of studies covering Asian
markets is small. In Japan the Company Law was amended in 2002, allowing companies to
voluntarily adopt a UK/US style governance structure, with a Board of Directors and
committee structure, instead of the traditional statutory auditor structure. Gilson and Milhaupt
(2005) find no significant stock market reaction to the announcement of adopting the UK/US
board and committee structure for the 71 Japanese firms that adopted the new governance
style as of March 31, 2004.

Overal, the evidence on the effectiveness of voluntary corporate governance codes is
mixed. However, the studies by Alves and Mendes (2004) in Portugal, De Jong et al. (2005)
in the Netherlands, Gilson and Milhaupt (2005) in Japan and Nowak, Rott and Mahr (2006) in
Germany seem to point in the same direction: weak corporate governance initiatives, relying
on self-regulation, do not have an effect on firm value or stock market performance. Further,
the reported positive effects of the Cadbury Code recommendations in the UK could be
interpreted as evidence that governance codes require “teeth” to be effective. In the UK the
“teeth” consist of a mandatory auditor review of the annual statement of compliance with the
code and the potential threat of litigation in case on non-compliance.

Within the context of these existing studies, the contribution of our work is that we
are the first to investigate the introduction of a voluntary corporate governance code — on a
“comply or explain” basis — in an emerging stock market setting with large controlling
shareholders and a relatively ineffective legal system. We are interested to test whether firms
implementing the code have higher market values than non-adoptors, both before and after
the introduction of the code. The conclusions of our study might be of interest for other
emerging markets considering the introduction of a voluntary corporate governance code with

a“ comply-or-explain” requirement for listed firms.

2 Drobetz, Schillhofer and Zimmermann (2004) construct a corporate governance index for 91 German
firms, using a survey (as of March 2002) with a non-response rate of 64%. The governance index is
mostly based on recommendations from the German code. Drobetz et al. find that Tobin's Q measured
in 2001 is positively related to the governance rating based on the 2002 survey.



2.1.1. Further evidence on the relation between governance and firm value

We now briefly review a number of relevant papers that study the relation between
governance and firm value, but without the context of the introduction of a nationwide good
governance code. Two widely cited papers in the literature, Klapper and Love (2004) and
Durnev and Kim (2005), conduct a cross-country study of governance and firm value using
governance ratings by analysts of Credit Lyonnais Securities Asiafor 495 large listed firmsin
25 countries. Both studies find that firm value and performance are positively related to
corporate governance, and further the relation is stronger in countries with lower standards of
investor protection and weaker legal systems. For example, Durnev and Kim (2005) report
that a one standard deviation increase in overall governance index is associated with an
increase of afirm’'s market value by 9%, on average, with a stronger impact in weaker legal
regimes. Detailed country-level studiesin less developed countries with relative poor investor
protection standards and weaker legal systems, such as Russia (Black, 2001, and Black, Love
and Rachinsky, 2005) and Korea (Black, Kim, Jang and Park, 2005 and Black, Jang, and
Kim, 2006a), indeed find a strong positive relation between firm value and measures of firm
governance. Further, Black, Love and Rachinsky (2005) and Black, Jang, and Kim (20064)
deal carefully with potential endogeneity problems, with the evidence in both countries
supporting a causal link from stricter firm-level governance to higher firm value.

Hence, based on the abovementioned empirical studies we would expect an effective
corporate governance initiative in a less developed market to have a positive impact on firm
value. We are aware of many other studies on firm value and various aspects of corporate
governance conducted in various countries around the world (e.g. Gompers, Ishii and
Metrick, 2003, Bauer, Gunster and Otten, 2004, amongst many others), but due to space
constraints we have tried to focus on papers that are directly related to our research questions,
i.e. dealing with voluntary corporate governance codes, or firm value and governance in less
devel oped markets.

2.1.2. Literature on firm-level characteristics and firm governance

A second question that we would like to answer is whether or not Thai firms choose their
level of governance based on rational factors such asthe need for externa financing, expected
growth opportunities and the tangibility of assets. In the cross-country study of Klapper and
Love (2004) governance is positively related with firm size, sales growth (a proxy for growth
opportunities) and the intangibility of assets. Durnev and Kim (2005) find that governance is
positively related to growth opportunities, the external financing need of the firm and the



concentration of cash flow rights (ownership concentration). Overal, both cross-country
studies find that rational factors drive the governance choice of large firms.?

Anand, Milne and Purda (2006) study the extent to which Canadian firms adopted
recommended governance guidelines over the period 1995-2003. Anand et al. (2006) find that
the presence of a majority shareholder or executive block holder is negatively associated with
voluntary adoption. Investment opportunities and research and development expenditures are
positively related to an index reflecting board quality. Anand et al. (2006) interpret the results
as evidence that firms implement voluntary governance standards to appeal to prospective
investors.

Black, Jang and Kim (2006b) study factors that predict governance practices in
Korea, using a stock market wide cross-section of listed firms. In Korea regulatory factors are
an important driver of governance, because Korean rules impose specia governance
requirements on large firms. Apart from firm size and industry effects, Black et al. (2006b)
find that firm risk is positively related to governance, while other firm-specific factors do not
have a large impact. Black et al. (2006b) conclude that many Korean firms do not choose
their governance to maximize the share price.

An interesting puzzle is why differences in governance among Korean firms cannot
be explained well by firm characteristics, as reported by Black et al. (2006b), while the two
cross-country studies do find a number of firm-level factors, based on theory, that are related
to governance. Doidge, Karolyi and Stulz (2004) argue that when financial development is
poor, the incentives to improve firm-level governance are low because outside finance is
expensive and the adoption of better governance mechanisms is costly. Doidge et al. (2004)
show that most of the variation in the CLSA governance scores used by Klapper and Love
(2004) and Durnev and Kim (2005) can be explained by country effects, with limited
additional explanatory power for firm-level characteristics. Further, Doidge et a. (2004) show
that firm characteristics explain almost none of the variation in governance ratings in less
developed countries. It is therefore interesting to test whether in Thailand corporate
governance among a large cross-section of firms, both small and large, is unrelated to firm
characteristics as argued by Doidge et a. (2004) and in line with the evidence from Korea.

3 Gillan, Hartzell and Stark (2003) analyze firm-level and industry-level governance choice in the US.
From a global perspective the US setting is quite unique, due to the active market for corporate control,
the high level of financia market development, dispersed ownership and relatively strong investor
protection laws (e.g. securities class-action litigation).



2.1.3. Empirical methodology and econometric issues

Empirical studies often run cross-sectional regressions of firm value, e.g. Tobin's Q, on
corporate governance measures and control variables. A well-known drawback is that a
significant positive relation between firm value and governance might be the result of highly
valued firms adopting good governance practices (sometimes called “reverse causation”).* To
deal with endogeneity, Durnev and Kim (2005) estimate a system of simultaneous equations
for governance and firm value (Tobin’s Q), using a three-stage least squares method. Based
on the estimation results, Durnev and Kim (2005) conclude that companies with better
investment opportunities and greater need for external financing choose better governance,
leading to higher valuation.

Black, Jang, and Kim (2006a) use firm size as an instrument for the governance of
firms in Korea, where large firms are subject to stricter rules than small firms. Black et al.
(2006a) report evidence consistent with a causal relation between good governance and
higher share prices. Following Agrawal and Knoeber (1996), Beiner et al. (2006) address the
potential problems of endogenous and omitted variables by estimating a simultaneous
eguations model consisting of seven equations with as endogenous variables governance, firm
value, as well as five dternative firm control mechanisms (stock ownership by officers and
directors, outside blockholdings, leverage, board size and the fraction of outside directors on
the board). After controlling for endogeneity and the aternative control mechanisms, Beiner
et al. (2006) find that the positive link from corporate governance to firm value becomes
stronger.

When firm governance data is available at multiple points in time, panel models can
be estimated, greatly reducing potential endogeneity problems. Black, Kim, Jang and Park
(2005) use panel data on the governance of Korean companies, measured at seven points in
time during the period 1998-2003. Black et al. conclude that corporate governance is an
important, and likely causal, factor explaining firm value in Korea. Black, Love and
Rachinsky (2005) estimate panel models with fixed and random effects for a sample of
Russian firms in the period 1999-2005 and find that governance predicts firm value.

In this paper, given that we only have data on the corporate governance code adoption
of Thai listed firms from the accounting year 2002, we cannot estimate a panel model with
fixed or random effects and we have to rely on cross-sectional regressions. However, we
explicitly deal with the causality issue in Section 5 by investigating the relation between the

* More generally, endogenous relations could exist between firm value and various other mechanisms
to control agency problems, such insider shareholdings, debt, dividend policy and corporate control
activity. See, Agrawal and Knoeber (1996) and Bghren and @degaard (2006), amongst others.



governance index and firm value in the period 2000-2001, just before the introduction of the
Tha code. Further, the large amount of evidence in favor of causality from corporate
governance to firm value reported in the literature in our opinion diminishes concerns about
“reverse causality” raised in earlier papers.

Influential observations are another empirical problem in studies of firm value and
corporate governance, i.e. outliers in the data affecting estimation results and statistical
inference. However, in contrast to the endogeneity issue, the impact of outliers on estimation
results has received limited attention. Commonly used methods to reduce the influence of
outliers are taking logarithms of non-negative variables and winsorizing at the 1% and 99%
levels (see, e.g., Durnev and Kim, 2005, and Black, Love and Rachinsky, 2005). Even though
the firm-level data used in the literature often display strong non-normality, we are not aware
of papers applying estimation techniques that are robust to departures from normality.” In this
paper we apply a robust regression technique that explicitly deas with the problem,

estimating a cross-sectional regression model with a skewed Student-t error distribution.

3. The Thai Corporate Governance Code and Firm-Level Data

In this section we describe the Thai corporate governance code, the measure of code adoption
and other firm-level data. The collapse of the Thai Baht in July 1997 was the prelude to the
Asian financial crisis, a string of violent currency adjustments, stock market crashes and
economic meltdowns in the region. Alba, Claessens and Djankov (1998) argue that the
deficient corporate governance and financing structure of Thai firms played a significant role,
leading to inefficient investment, excessive corporate diversification and declines in
profitability in the years prior to the crisis and a severe credit crunch afterwards. In the
aftermath of the crisis the Thai government took several initiatives to improve corporate
governance and disclosure standards, culminating in a good governance code for listed firms.

3.1. The Thai Corporate Governance Code

In March 2002 the Stock Exchange of Thailand (SET) introduced 15 principles of good
corporate governance for listed companies to implement, a corporate governance code with

® Black, Love and Rachinsky (2005) and Black, Kim, Jang and Park (2005) report OLS estimates with
heteroscedasticity robust standard errors, but this does not resolve the potential bias problem in the
presence of outliers. In a different, but related strand of literature, Chen (2001) applies a robust
regression technique to estimate the relation between ownership concentration and corporate
performance in China.



strong similarities to existing codes in developed markets (e.g. the UK).° Starting from the
accounting period ending in December 2002 onwards, companies listed on the SET are
required by the exchange to demonstrate how they apply the fifteen principles in their annual
registration statement and annual report. Companies that choose not to implement some of the
principles have to provide a justification. Table 1 summarizes the 15 good governance
principles of the code. The principles emphasize formal procedures to improve shareholder
rights (e.g. voting by proxy), independence of the Board of Directors, the role of the Board in
monitoring management, separation of the positions of CEO and Chairman of the Board and
improved information disclosure, with a special emphasis on conflicts of interests.

In October 2003 the Corporate Governance Center of the SET conducted a study to
measure the implementation of the code by listed firms, based on 2002 annual reports,
registration statements, as well as notices and minutes of the annual shareholders' meeting.
The study gives listed companies a score for the implementation of each of the 15 principles,
aswell as an overall score, determined as a weighted average of the 15 sub-scores (see Table
1 for the weights). To distinguish various related principles of the good governance code, we
have creates sub-indices for shareholder rights (CG Shareholders), board structure and
independence (CG Board), formal corporate governance policy (CG Palicy) and information
disclosure (CG Disclosure). The first column of Table 1 indicates which subgroup each of the
15 principles is assigned to.” We calculate the sub-indices as weighted averages on a scale
from 0 to 100, using the weights displayed in Table 1.

3.2. Firm-Level Data and Descriptive Statistics

The SET study of 2003 assigns a score, measuring adoption of the 15 governance principles,
to 336 listed companies with accounting period ending in December 2002 that held an annual
shareholder meeting in 2002.2 For these companies we collected yearly balance sheet and

® Prior to the introduction of the 15 principles, in 1998 the Stock Exchange of Thailand (SET) required
all listed companies to establish an audit committee. Further, in 1998 the SET also issued a code of best
practices for board members of listed companies.

" Please note that we do not assign Principle 13, on the System of Control and Internal Auditing, to any
of the subcategories, as this principle concerns the organization of risk management and auditing
within the firm. Further, we include Principle 6, Conflicts of Interests, in our CG Shareholders sub-
index. The principle recommends the Board to provide information on its monitoring of the use of
inside information, conflict of interests and connected transactions. In a market where most companies
are dominated by large shareholders, often involved in management, in our opinion Principle 6
implicitly addresses the rights of minority shareholders.

8 Companies under rehabilitation, i.e. in bankruptcy proceedings, were exempted by the central bankruptcy court
from holding shareholders’ meetings. A total of 38 listed companies under rehabilitation did not hold an annual
shareholder meeting in 2002 and could therefore not be included in the corporate governance study by the SET due
to missing data (38 out of 374 listed companies with fiscal year-end as of December 2002 were excluded for this
reason, leaving a sample of 336 companies).

10



income statement data for the years 2000 through 2005 from Worldscope. For 16 companies
we could not find information in the Worldscope database, reducing the sample size to 320
listed firms. Table 2 displays descriptive statistics of the code adoption score, while Table 3
shows the definition and descriptive statistics of various firm-level variables used in our
empirical analysis. To control for industry effects in governance, we assign companies
according to the stock classification system of the SET to eight magjor industries and two
special categories. The eight industries are Agro & Food, Consumer Products, Financial,
Industrials, Property & Construction, Resources, Services and Technology. The two special
categories are Rehabco and MAI. Companies in the Rehabco group are “under rehabilitation”,
i.e. in an ongoing restructuring process.” The group of MAI companies are traded on the
Market for Alternative Investment, which has lower listing regquirements than the main board.
We include firms listed on Rehabco or MAI in our study to cover the broadest sample of
stocks possible. Potential differences in governance and firm value between companies in
these two specia groups and the remaining firms are not a source of concern, as they can be

captured by industry dummies in the cross-sectional regression models.

4. Relation between Code Adoption and Firm Characteristics

Why do some firms choose to adopt nearly all good governance principles of the code, while
othersimplement just afew? In this section we analyze firm characteristics that might explain
the cross-sectional differences in code adoption among Thai listed firms. Before presenting
the empirical results, we first discuss the firm attributes that we expect to affect corporate

governance, based on the literature, along with the expected sign of the relation.

4.1. Firm Characteristics Expected to Affect Cor por ate Gover nance

The management and control of large firms is usualy more complex, and therefore large
firms might require more refined corporate governance (Black et al., 2006b). Large
companies also tend to be scrutinized more intensely by analysts and institutional investors,

which might lead to increased pressure to adopt good governance policies. Hence, we expect

° Firms with negative book value of equity are relegated to the Rehabco sector by the SET. The firms
then have to prepare a restructuring plan. Before being considered for a return to the main board by the
exchange, the firm has to restructure at least 75% of total debt and show profits from its core business
for at least one year. Shares of firms in the Rehabco sector with positive book value of equity, but still
in the restructuring process, can be traded.

11



a positive relation between firm size, e.g. measured by stock market capitalization, and the
code adoption index.

Firms with high growth opportunities have an incentive to improve corporate
governance to reduce the cost of financing additiona investments with external funds (see,
e.g., Klapper and Love, 2004). We therefore expect a positive relation between measures of
growth opportunities, such as the price-to-book ratio and Tobin's Q, and the code adoption
score. Following Klapper and Love (2004) and Durnev and Kim (2005), we use past sales
growth as an alternative measure of growth opportunities. Firmsin need of external funds, i.e.
equity or debt, have an incentive improve governance, as it could reduce the costs of these
funds. Following Durnev and Kim (2005), we measure external financing need as the
difference between the firm’'s actual growth rate and the sustainable growth rate using only
retained earnings and debt, while maintaining a constant debt-to-assets ratio.

An owner with alarge block of cash flow rights usually has fewer incentives to divert
company resources and might therefore be more willing to improve corporate governance
(see, e.g. Durnev and Kim, 2005 and Black et al., 2006b). In Thailand most companies are
dominated by a small number of large shareholders, typicaly founding families and/or
business groups. Further, the controlling owners are aso frequently involved in the
management of the firm. The corporate governance guidelines that focus on minority
shareholder rights, independence of the board, information disclosure and conflicts of interest,
reduce the influence and informational advantages of these large controlling shareholders. A
negative relation between measures of ownership concentration and code adoption therefore
seems plausible as well in an emerging market context with highly concentrated ownership.

When controlling shareholder increase their voting rights beyond their cash flow
rights, e.g. through pyramid structures and cross-share holdings, firm performance and
corporate governance are expected to deteriorate due to increased entrenchment (see
Claessens et al. 2002, and Durnev and Kim, 2005). Our data does not include information on
the separation of voting and cash flow rights, but based on previous studies we do not expect
this variable to be very relevant for Thai firms. Compared to other East Asian countries, the
separation between cash flow rights and voting rights is relatively small in Thailand (see
Khanthavit, Polsiri and Wiwattanakantang, 2003).”° Further, Wiwattanakantang (2001) finds
that the separation of voting and cash flow rights has no significant effect on the value and

financial performance of Thai firms.

1% Thai firms are not allowed to issue dual-class non-voti ng shares. Khanthavit e.a. (2003) report an average ratio
of cash-flow rightsto voting rights of 0.94 for controlling shareholders of Thai listed companiesin 2000.

12



Klapper and Love (2004) hypothesize that minority shareholders can monitor firms
with tangible assets more effectively than firms that rely heavily on intangible assets. Firms
with high levels of intangible assets might therefore choose to adopt stricter corporate
governance to compensate for the increased difficulty of monitoring by investors (Klapper
and Love, 2004). In the literature, tangible asset intensity is typically measured by the ratio of
property, plant and equipment to sales (Klapper and Love, 2004) and R&D expenditure to
sales (Durnev and Kim, 2005). We use the ratio of property, plant and equipment to salesas a
proxy for asset tangibility and expect a negative relation with the code adoption score.™*

4.2. Variable Definitions and Regression M odel

We estimate a cross-sectional regression model to test the hypotheses regarding firm
attributes and corporate governance of listed Thai firms. To reduce potentia endogeneity
problems, we measure the explanatory variables in 2001, before the corporate governance
code was published (March-2002) and before companies were required to disclose their
implementation of the code (from accounting year 2002 onwards). It is common in the
literature to measure variables such as sales growth and financing need as an average over
two or three prior years. However, as the Worldscope data for the Thai market is incomplete
in 1999 and 1998, we use one-year growth rates from 2000 to 2001.

We use the logarithm of stock market capitalization as of 31-Dec-2001 as a measure
of size, denoted by In(Mcap;). As afirst proxy for growth opportunities we use Tobin's Q,
measured as the book value of debt plus the market value of equity, divided by the book value
of assets.”? As Tobin's Q is non-negative by definition and strongly skewed to the right, we
use the logarithm of Tobin's Q as a explanatory variable the regression, denoted by In(Qgy).
As a second proxy for growth opportunities we use sales growth from 2001 to 2000,
continuously compounded and winsorized at 1% and 99%, denoted by Growthy,. We measure
asset tangibility as the ratio of net property, plant and equipment over sales, denoted by
Tangibilityy:. As a measure of ownership concentration we use the percentage of closely-held
shares as of 31-Dec-2001 from the Worldscope database™, denoted by Ownershipo,. In the
literature the square of Ownership is often used to capture non-linearity in the relation

" Most Thai companies do not report R& D expenditures and intangible assets.

2 Including the lagged value of Tobin's Q from 2001 as an explanatory variable also alows us to
investigate potential reverse causality between firm value and corporate governance, i.e. whether firms
with high valuation at the end of 2001 have better governance scores in 2002.

3 The percentage of closely held shares provided by Worldscope includes: shares held by officers,
directors and their immediate families; shares held by individuals who hold 5% or more of the
outstanding shares; shares held in trust; shares of the company held by any other corporation (except
shares held in a fiduciary capacity by banks or other financial institutions).
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between ownership and governance (see, e.g., Durnev and Kim, 2005). As the sample
correlation between Ownershipy; and its squared value is 0.966, we exclude the squared
ownership variable to avoid severe multi-collinearity problems.

Following Durnez and Kim (2005), we measure externa financing need as follows:
EFNy; = Growthy; — (ROEy/(1-ROE,,)), with ROE; defined as return on equity in 2001. We
winsorize ROE at the value of 80%, as EFN approaches minus infinity for ROE close to
100% and ERN is not well-defined for firms with ROE > 100%. A second issue is that many
companies in sample with positive EFN are in fact reporting accounting losses, frustrating
access to capital markets for additional funding. We define an aternative measure of external
financing need that only includes profitable firms as follows: EFN™,; = max{ EFNy, 0} x
max{ ROEy,, 0}.

We estimate the following cross-sectional regression to explain variations in code

adoption among firms:

K
CGp; =+ Y, 6,ID,; + BIn(Mcapy,; ) + B,0wnershipy ; + B5In(Qqy;)
k=2

(1) + B,Growthy, ; + S.Tangibility,,; + BsEFNg,; + B,EFNg” + &,
fori=12,...,1.

where the subscript i denotes one of the I = 320 firms in the cross-section. The governance
code adoption index — and its four subindices — are denoted by CGO’Qi ,form=1,2,...,5.

IDy; denotes an industry dummy, one for each of the K = 10 industry groups. We test the joint
significance of the coefficients of the industry dummies with a Wald-test.

4.2.1. Parametric robust regression

The firm-level datainclude a substantial number of extreme observations — see the descriptive
statistics in Table 3. Ordinary least squares (OLS) estimates can be very sensitive to the
inclusion or exclusion of a small number of influential observations. To explicitly dea with
the non-normality of the data, we apply a parametric robust regression approach. We start
with OLS estimation of (1) and test the normality of the residuals with a Jarque-Bera test. If
the null hypothesis of normality can be rejected at the 5% level, we change the distribution of

the regression error ¢; to a skewed Student’s t-distribution, defined by Fernandez and Steel
(1998):
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where gy (X | o, y) denotes the probability density function (pdf) of a skewed Student’s t-
distribution with v degrees of freedom and standard deviation o, while f,(x | o) denotes the
pdf of a symmetric t-distribution with v degrees of freedom and standard deviation o. Further,
Il (&) denotes an indicator function that isequal to 1 if & € [a, b], and equal to O otherwise.

The skewed t-distribution g, (X | o, y) has three parameters: the number of degrees of
freedom v>2, the skewness parameter y > 0 and the standard deviation ¢ > 0. The
distribution is negatively skewed for 0<y <1, positively skewed for y > 1 and symmetric if
y = 1. When the number of degrees of freedom v goes to infinity, the tails become thinner and
converge to the tails of a normal distribution. As the degrees of freedom v approaches 2, the
peakedness of the distribution increases and the tails become thicker. We use a specification
of the t-distribution with alower bound of two on the number of degrees of freedom (v > 2) to
guarantee the existence of the variance of the regression residuals.

After estimating a regression model with a skewed t error distribution, the
“normality” of the tails can be tested with the null hypothesis Hy: 1/v = 0 versus H,: 1/v > 0.
Further, using Ho: v = 1 versus H,: y # 1, we can test whether the distribution is symmetric. If
the distribution is skewed, but cannot reject normality of the tails, we change the error
distribution to a skewed normal distribution and re-estimate the model.** If the distribution
has fat tails, but cannot reject symmetry, we change the error distribution to a symmetric
Student’s t-distribution. Hence, after our nested sequence of tests, the regression error
digribution isidentified as either normal, skewed t, skewed normal or symmetric t.

Ideally, we would like the regression error distribution to take care of any non-
normality present in the data. However, we found in a number of extreme cases that the
degrees of freedom parameter v converged to the lower bound of two, making further
estimation impossible due to the non-existence of the variance of the error distribution (i.e.
variance approaching infinity). Winsorizing variables with heavy outliersis a necessary first
step, in our experience, to make estimation feasible in such cases. We apply the following

¥ The symmetric normal distribution is defined analogous to the skewed t distribution. We only need
to replace the pdf f,)(x | o) of the symmetric t distribution in (2) by the pdf of anormal distribution with
standard deviation o.
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decision rule: if the sample kurtosis of a variable isin excess of 5, we winsorize it at 1% and

99% beforeincluding it as a dependent or independent variable in aregression.

4.3. Estimation Results

Table 4 shows the estimation results for the cross-sectional regression of the corporate
governance code adoption index on firm attributes and industry dummies. Coefficients in
bold font are significant at the 10% level. The results for the overall code adoption score
show that firm size is the only significant variable, with a positive effect as expected. The
column next to the estimated coefficient shows the impact of a one standard deviation change
in the explanatory variable on the dependent variable. For example, we find that a one
standard deviation increase in Sze leads to an expected increase in CG Total of 1.5 points (on
a scale from 0 to 100). Hence, the economic significance of Sze is limited. As the industry
dummy coefficients are often insignificant and might capture some of the variation in firm-
specific attributes, we re-estimate the model without the dummies. The impact of Sze
increases marginally after eliminating industry effects, while the other explanatory variables
remain insignificant.

Turning our attention to the sub-index for shareholder rights, we find again that size
has a positive and significant effect, but with limited impact. Ownership concentration has a
significant negative effect on the shareholder rights sub-index, but with very small impact:
changing Ownership from 0% to 100% is predicted to reduce the sub-index by only 5 points
(on ascale of 100). Tobin's Q appears to be positively related to shareholder rights, however
this relation is not robust to the exclusion of industry dummies and the impact is tiny. The
coefficients for the externa financing need variables are significant with opposite signs. For
profitable firmsin need of external financing the relation is positive, but for al other firms the
relation is negative.

The sub-index for board structure and independence appears to have a positive
relation with firm size and a negative reation with EFN, but with very limited economic
significance. The sub-indices for CG Disclosure and CG Palicy are not significantly related to
any firm characteristics. Finaly, we investigate whether firm characteristics can predict
whether “The Board of Directors identifies and approves written corporate governance
statements or policies’, i.e. implementation of Principle 15 of the code measured in isolation
by a “Yes/No’-type dummy variable. We estimate a probit model for the dummy variable.
The estimation results in Table 4 show that closely held firms are less likely to adopt written
corporate government statements or policies. We estimate the economic significance of each
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explanatory variable in the probit model by multiplying the margina effect of the variable by
its standard deviation. Roughly, a one standard deviation increase in ownership concentration

reduces the probability that a firm adopts a written corporate governance policy by 5%.

4.3.1. Discussion of the results

We find that voluntary adoption of the governance code is not driven strongly by firm
attributes. Size has a significant positive effect on the overal code adoption score and the
index for shareholder rights, as expected, but the impact is small. Ownership concentration
has a significantly negative effect on the shareholder rights index and the presence of a
written corporate governance policy, but again with small economic relevance. The sign of
the Ownership coefficient is opposite to expectations based on traditional agency theory (see
Jensen and Meckling, 1976), which might indicate that some owners are reluctant to improve
the rights of minority shareholders. Overall, the results suggest that most Thai firms do not
choose their governance to maximize firm value, in line with findings reported by Black et al.
(2006b) in a study of a large sample of Korean firms. Further, our results support the
hypothesis of Doidge, Karolyi and Stulz (2004) that firm characteristics should explain little
of the variation in governance ratings in emerging markets.

5. Relation between Firm Vaue and Code Adoption

Do firms that adopt the Thai corporate governance code, introduced in 2002, have higher firm
values in the subsequent years 2003 trough 2005? In this section we investigate the relation

between corporate governance scores, measuring implementation of the code, and firm value.

5.1. Control Variables and Regression Model

Our primary measure for the value of the firmis Tobin's Q. Aswe would like to test if there
is a positive relation between firm value and governance in the period after the introduction of
the code (as of fisca year 2002), we measure Tohin's Q at the end of 2003, 2004 and 2005.
We calculate the average of these three annua observations for firms with full data, and the
average of the available years for firms with incomplete data. As Tobin's Q is positive by

definition, we apply log transformation and denote the variable by INn(Qgz0s). TO check the
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robustness of our results we also used the price-to-book ratio, In(PBygses), and the price-to-
sales ratio, In(PSyyes), as aternative measures of firm value.”

Our am is to test the relation between Tobin's Q and measures of corporate
governance code implementation. Following the literature, as control variables we use
industry dummies and the firm attributes size, sales growth, profitability, leverage and
ownership concentration (see, e.g., Klapper and Love, 2004, and Durnev and Kim, 2005,
amongst others). As a measure of size, we use the logarithm of total assets in 2002, denoted
by In(Assetsy,). Given prior research we expect a negative relation with Tobin’s Q, as large
firms usually have less growth opportunities. We use sadles growth from 2000 to 2002,
denoted by Growthggg, as a proxy for growth opportunities and expect a positive relation with
Q. We use return on assets as of 2002, denoted by ROA,, as a measure of profitability and
expect a postive relation with firm value. Both Growthyg, and ROAy, are winsorized at 1%
and 99%. We expect leverage, measured by the debt-to-assets ratio in 2002 and denoted by
Leveragey,, to have a positive effect on firm value, due to the associated tax shields and the
potential reduction of agency costs. Finally, we include ownership concentration at the end of
2002 as a control variable (Ownershipy,). The expected sign of the ownership variable is
ambiguous, based on the literature.

Overal, the cross-sectional regression model for firm valueis:

K
IN(Qqz/05i) = @ + Z 01D, ; + BCGg, + B, In(Assetsy,; ) + B;Growthy, o,
k=2

3 + B,ROA,,; + fBsLeverage,,; + S,Ownership,,; +¢;,
fori=12,...,1.

As before, using a nested sequence of tests, the distribution of the regression error ¢; is

identified and estimated as either normal, skewed t, skewed normal or symmetric t.

5.2. Estimation Results

Table 5 displays the estimation results. A one standard deviation increase in the index of
corporate governance code adoption is associated with a 10.4% increase in Tobin’s Q on
average. The estimated coefficient is highly significant, with p-value of 0.2%. We replace the
overal code adoption score CG Total by the four sub-indices, to test which aspects of

151N the price-to-book regression we exclude firms with a non-positive price-to-book ratio, apply log
transformation, and winzorize at 1% and 99%. We take the logarithm of the price-to-sales ratio, but we
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governance are most relevant for the value of the firm. The results show that
CG Shareholders (shareholder rights) and CG Board (board structure and independence) are
both significant, each with a positive impact on Tobin’s Q of about 7%. When the sub-indices
are considered separately the impact of CG Shareholders and CG Board increases to 10%,
while CG Policy is significant with impact on Tobin’s Q of 6.7%.

In the cross-sectional regressions with Tobin's Q as the dependent variable, the
control variables Sze, Leverage and ROA are significant with positive sign as expected, while
Growth is ingignificant. Further, the industry dummies are always significant (based on a
Wald test) and therefore included in the regression model. As a robustness check, we have
also used Price-to-Book and Price-to-Sales as measures of firm value (results not reported to
save space). In the Price-to-Book regression the estimated coefficient of the overall code
adoption score is positive and significant, with an impact on firm value of 9.0%. In the Price-
to-Sales regression, the impact of the governance score on firm value is similar (9.1%), but
not statistically significant at the 10% level. We conclude that the results are fairly robust to
changes in the definition of firm value, as the estimated impact of governance on firm valueis

close to 10% for each of the three valuation measures considered.

5.1.1. Timeseriesresults and reverse causality

To summarize the results so far: we find a positive relation between the code adoption index
measured in accounting year 2002 and average firm value in the out-of-sample period 2003-
2005, using a set of firm-specific controls measured in 2002. As a robustness check and to
investigate potential reverse causality, we now estimate the cross-sectional regression
separately for each of the six years in the period 2000-2005. Further, to maximize the
explanatory power of the controls, we regress Tobin's Q on firm-level control variables
measured in the same year, i.e. in sample. In year Y we estimate the following regression
model:

K
@ InQy;)=a+ z5k ID,; + B,CGg,; + B, In(Assets, ;) + ,Growth,
k=2

+B,ROA,, + B;Leverage,; +¢,, fori=12..,1.

do not to winsorize the series as the kurtosisis less than 5.
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where Y = {00, 01, 02, 03, 04, 05} denotes the year 2000, 2001, 2002, 2003, 2004 and 2005,
respectively.’®*” Please not that we leave out Ownership as an explanatory variable in (4), as
it is never significant in Table 5 and excluding it increases the number of firms with full data
available.

The estimation results for 2000 and 2001 are of particular interest, as they provide
useful information on potential reverse causality. The Thai corporate governance code was
introduced in March 2002, with first disclosure of compliance required by the exchange in
annual reports for the accounting year 2002. If the positive relation between average firm
value in 2003-2005 and governance is due to highly valued firms choosing better governance,
we would also expect to find a positive relation between firm value as of December 2001 —
three months prior to introduction of the code — and the index of code adoption. Equivalently,
we would interpret the absence of a relation between firm vale and CG score in the years
prior to the introduction of the code, i.e. 2001 and 2000, as evidence against reverse causality.

The yearly regression results in Table 6 show no significant relation between firm
value and governance in 2000 and 2001. In 2002 the coefficient of CG Total becomes
significantly positive, with impact of 4.7% and a p-value of 6.5%. The relation between
CG Total and firm value is strongest in 2003 and 2004, with impact of 7.5% and 7.1% and
p-values of 1.1% and 0.3%, respectively. In 2005 the relation is weaker, with impact of 5.5%
and p-value of 7.7%, but dtill significant a the 10% level. Based on these year-by-year
results, we rule out reverse causality as a likely explanation. Note that the positive relation
between firm value and code adoption in the 2002 regression is not a good indicator of
reverse causality, as firm value is measured in December 2002, i.e. nine months after the
introduction of the code. Hence, firms had nine months to improve their governance after the
publication of the code, which could have lead to higher firm values as of December 2002. To
detect reverse causality we mainly focus on the regression for 2001, where firm value is
measured three months before the introduction of the code. The relation between the code
adoption score and firm value in 2001 isinsignificant, with p-value of 32.5%.

Our resultsindicate a causal link from code adoption to firm value in the period 2003-
2005. There are a number potential explanations for such a link, apart from good governance
practices directly improving firm value. For example, firms might implement the code as a

18 A cross-sectional regression is estimated separately for each year. Please note that the code adoption
index isonly available for the year 2002 and therefore we cannot estimate a panel model.

7 As the Worldscope firm-level data is incomplete prior to 2000, we cannot calculate the growth rate
of sales in 2000 and we exclude this variable from the 2000 regression. For the 2001 regression we
measure the growth rate of sales over the one-year period from 2000 to 2001. We do not expect these
small adjustments to the model to have a serious impact on the results, as the two-year growth variable
isnever significant in any of the regressionsin Table 5 (with complete data).
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signal to investors that the firm’'s insiders will not expropriate assets and this signal affects
share prices, not the stricter governance itself. As afinal caveat, omitted variables, affecting

both governance and firm value, might also be at work.

6. Conclusions

In this paper we investigate the impact of a voluntary corporate governance initiative on firm
value in an emerging market context with a relatively weak legal system. We consider the
corporate governance code introduced by the Stock Exchange of Thailand in 2002, based on
OECD recommendations and codes from developed countries. The code applies to all firms
listed on the exchange, on a “comply-or-explain” basis. In June-2003 the Stock Exchange of
Thailand measured the implementation of the good governance principles by listed firms,
using the mandatory compliance statements filed for 2002. We find that a one standard
deviation increase in the firm-level code adoption index is related to a 10% increase in firm
value in the three-year period 2003-2005. Among the good governance principles, sub-indices
for Shareholder Rights and Board Structure & Independence appear most relevant for firm
value. Prior to the introduction of the code, i.e. in 2000 and 2001, we do not find a significant
relation between firm value and the code adoption index. Hence, reverse causality, highly
valued firms choosing to adopt better governance than firms with low valuation, seems an
unlikely explanation for the findings.

A contribution to existing knowledge of this paper is that it provides strong evidence
of a positive relation between the adoption of avoluntary corporate governance code and firm
value in an emerging market with arelatively ineffective legal system, based on alarge cross-
section of publicly traded companies. Previous studies on the adoption of voluntary corporate
governance codes in a number of developed countries, e.g. Germany, Spain, the Netherlands
and Japan, found no impact on firm value. We conclude that experience with corporate
governance initiatives in developed markets cannot simply be extrapolated to emerging
markets. Our results confirm the findings of cross-country studies by Klapper and Love
(2004) and Durnev and Kim (2005), namely that in countries with a weak legal system the
relation between firm value and governance is positive.

A second research question that we address is whether the governance index is related
to firm-level characteristics that are expected to drive code adoption, such as the need for
externa funds, firm size and growth opportunities. Apart from a weak positive impact of firm

size, we find that differences in governance cannot be explained by these rational firm-level

21



factors. The results suggest that Thai firms do not choose their governance to maximize firm
value, in line with the hypothesis of Doidge, Karolyi and Stulz (2004) that firm characteristics
should explain little of the variation in governance ratings in less developed countries. Similar
results have been reported for the governance choice of Korean firms by Black, Jang and Kim
(2006b). Doidge et al. (2004) argue that in countries with relatively low financial
development, the incentives to improve firm-level governance are weak because outside
finance is expensive and the adoption of better governance mechanismsis costly.

The results of our study could be of interest for other emerging markets considering
the introduction of a corporate governance code. In contrast to developed markets, existing
evidence suggests that firms in emerging markets do not have strong internal incentives to
adopt good governance, such as securing externa financing for growth opportunities. This
seems to make the case for good governance initiatives by the government, or the exchange,
in devel oping countries stronger than in developed countries. Laws that directly impose good
governance standards on firms are one way to improve corporate governance. Our results
suggest that introduction of a voluntary corporate governance code — with mandatory annual
disclosure of compliance on a “comply-or-explain” basis — could provide firms in emerging

markets with a market-based incentive to improve governance.
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Tablel

The 15 Principles of Good Gover nance of the Thai Code

Principle Description of the Principle
Sub-index
(weight)

1. Policy on Corporate The Board of Directors identifies and approves written

Governance corporate governance statements or policies.
CG Palicy
(5%)

2. Shareholders: Rights The Board of Directors facilitates shareholders’ meetingsin
and Equitable such away that encourages equal treatment for al
Treatment shareholders.

CG Shareholders There should not be any difficulty for shareholders to attend
(5%) the meetings. Companies should facilitate voting by proxy
and appoint anindependent director as a proxy.
Thorough and complete information for shareholdersis
provided for them to consider before making decisions.
3. Rightsof Various The Board of Directors recognizes and ensures that the legal

Groups of rights of stakeholders are protected and treated with care.
Stakeholders Stakeholdersinclude employees, suppliers, communities,
CG Palicy competitors and creditors, etc.
(2%)
4. Shareholders Directors attend the meeting.
Meeting The Chairman of the meeting encourages shareholders to
CG Shareholders express their opinion and ask questions.
(10%) The minutes of the meeting are submitted to the SET on
time.

5. Leadership and The Board of Directors performsitsrolesin determining the
Vision company’s policies, goals, and budgets.

CG Disclosure The responsibilities of the Board and management are
(10%) clearly separated.
Vision statements, plans, and future projects are discl osed.

6. Conflict of Interests Information on how the Board of Directors supervises the

CG Shareholders use of inside information, conflict of interests and connected
(3%) transactions are completely disclosed.
7. Business Ethics Thereisawritten code of ethics or awritten statement of
CG Palicy business conduct.
(10%)

8. Balance of Power At least one-third of the directors on the Board are

in the Board independent and in any event there must be at least three
CG Board independent directors on the board.
(10%)

9. Segregation of The titles and authority of the Board's Chairman and head of

Positions the management team are clearly separated.
CG Board The Chairman of the Board isindependent.
(10%)

10. Directorsand Directors and management remuneration are disclosed
Management according to the requirements of the Securities Exchange
Remuneration and Commission (SEC).

CG Disclosure
(5%)
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11. Board of Directors
Mestings
CG Disclosure
(5%)

Each director’ s attendance record is disclosed in the
company’s annual report.

12. Committees
CG Board
(5%)

An Audit Committee and a Remuneration Committee are
established.

Most members of the Remuneration Committee are non-
executive directors and the committee' s chairman is
independent.

13. System of Control and
Internal Auditing

(10%)

Systems of control and risk management are in place.
Financial, operation and compliance internal audits exist.
Reporting line of the internal audit units or staff is

considered independent.
14. Directors Reporting The board provides areport indicating its responsibilities on
Board financial information.
(5%) The report is exhibited alongside the auditor’ s report in the

annual report.

15. Investor Relations
CG Disclosure
(5%)

Information disclosure complies with the rules and
regulations.
Thereisan investor relations unit or staff.
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