DO WESTERN CODES OF
CORPORATE GOVERNANCE
APPLY IN ASIA?

This chapter makes the case that good corporate governance (CG)
does matter, but that adopting Western codes of CG without understand-
ing the underlying differences in market structures, types of ownership
and culture may lead to unexpected problems in implementation within
the board in many Asian markets.

Why CG Matters

As a general principle, CG matters because investors are vulnerable
to conflicts of interest and managerial incompetence. They are
not well protected by contract and so have to rely on the law to protect
them from conflicts of interest and on good CG to protect them from
managerial incompetence.! If good CG protects shareholders from man-
agerial incompetence, it should lead to better performance, justifying
any interest third parties have in how the company is run.

Although there is a fair amount of evidence to suggest that good
CG does have a positive impact, there is also evidence to the con-
trary.? On balance, it seems that good CG does in fact lead to better
results in terms of higher profits and better dividends. Also the cost
of debt (using bond yield spreads as a proxy) would appear to be
lower the more independent the board®*—one of the indicators of
good CG.
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When investors think of the benefits created for them by good
CG, they split into three groups:

e The first group believes that companies with good CG will per-
form better over time—that over the long term good CG will
translate into higher stock prices, yielding higher upside potential.
Studies in the US,* Germany’ and, most recently, India® tend to
support this point of view.

e The second group sees good CG as a means of limiting or reduc-
ing the risks to which a company is exposed. They believe the
existence of good CG will reduce the chances of bad things hap-
pening to the company and, if they do materialize, the company
will recover faster because it has good CG in place to deal with
the problems as they arise.

e The third group recognizes the importance of self-fulfilling proph-
ecies. They regard CG as a fad, but go along with it because so
many investors increasingly think it matters, and therefore they
expect share prices to reflect this fact.”

Perhaps the most convincing reason for believing that good CG
leads to superior shareholder value comes from an American study
which argues that companies can be thought of as republics.® Those
companies that had boards that felt less accountable to the
shareholders did less well than the companies where boards took their
responsibilities to shareholders more seriously. Companies can choose
to be like democracies—granting great powers to the voters; or they
can choose to be like dictatorships—protecting the management from
being accountable to the voters. Consequently, the study looked at the
“democracies” and compared how they have performed in contrast
to the “dictatorships.” The “democracies”—the companies with the
lowest management power and the highest shareholder rights—appear
to have outperformed the “dictatorships” by a “statistically signifi-
cant 8.5 percent per year” in firm valuations.’

In addition, firms with lower shareholder rights were less profitable
and had lower sales growth than other firms in their industry. The
study also shows that a dollar invested on September 1, 1990 would
have grown to US$3.39 in the “dictatorship” portfolio by December 31,
1999, but would have grown to US$7.07 in the “democracy”
portfolio—representing an annual growth rate in value of 14 percent
and 23.3 percent, respectively, with the “democracies” outperform-
ing “dictatorships” by 9.3 percent per annum.!® Two possible factors
contributing to these findings might be:
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® Bad investment decisions: The more firmly entrenched the managers
are, the more protected they are from hostile takeover and the more
likely they are to invest unwisely from a shareholder’s perspective.'!

e Agency costs: One of the most important sets of agency costs
arise as a result of acquisitions, where the acquiring firm is
subjected to negative returns. So value-destroying capital expen-
diture for acquisitions may be one of the reasons for the poorer
performance of “dictatorships,” particularly when some of the
other agency problems are found to be caused by low manage-
rial ownership, high free cash flow and diversifications.'? Indeed,
the evidence suggests that during the 1990s the “dictatorship”
firms did in fact indulge in inefficient acquisitions, not so much
to create empires but, rather, in an apparent attempt to stave off
imminent collapse.'3 Presumably, shareholders in the “democra-
cies” would not have agreed.

German experience'* supports this, as follows:

e Firms with higher governance ratings delivered higher market-to-
book ratios, with an increase in the firm’s corporate governance
index of three points (out of a total of 30) leading to an increase in
the firm’s market capitalization of 2.8 percent. This translated into
a 12.5 percent increase of market capitalization of the company’s
book asset value.

® Buying high corporate-governance rated (CGR) firms and short-
ing low CGR firms would have earned higher returns of around
12 percent per year during the period under review.

¢ Firm-specific CG affects asset pricing because it is treated as a risk
premium for which investors require added returns to compensate
for the risk they take. Firms with better CG and engaged investors
can deliver lower ROE and still interest shareholders.!

The Indian study supported these findings with the following
conclusions.'® Provided companies exceeded a certain CG threshold
score then:

® The better-governed firms command a higher market valuation
and are less leveraged and have higher interest cover.

e They provide higher return on net worth and capital employed
and their profit margins are more stable.

e Their P/E ratios and dividend yields were higher than those in
firms whose CG scores are lower.
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Portfolio Turnover Affects the Value Placed on CG. ..

However, there is an important caveat: good CG does not interest
all shareholders equally. Investors with a low portfolio turnover—
defined as selling between 0 and 40 percent of their portfolio in the
space of a year—were willing to pay a 12 percent premium on aver-
age. The reason for this is that they were in the stock for longer,
and good governance pays off over the longer term. Investors who
regard the market as a casino are “punting” on a stock, and they are
only interested in the very short term. In markets where there are no
capital gains taxes, investors can quite literally buy and sell a stock
several times in a day. Thus investors with a high turnover rate—
defined as selling between 41 percent and 100 percent—were only
willing to pay a 7 percent premium. As long as their profits exceed
their commission costs, they are ahead.!” “Stir-frying,” as this activity
is called in Hong Kong for example, is not about good governance; it is
about gambling.

... as does the Asset-Management Philosophy

Value investors are interested in the long term and so are more likely
to appreciate good CG than growth investors where the growth in
the company can hide failures of CG. Although these errors might
cause profits to be lower than they otherwise should be, this does
not matter so much when there are high price-earnings multiples
justified by prospective profit growth. In fact, the difference in the
two attitudes is best illustrated by the two quotes below, cited in a
McKinsey research paper:'®

Value investor: “A good board may help lift an underperforming
stock and capture hidden value.”

Growth investor: “One major shareholder . . . said that he did not
want to talk about governance or anything else and had bought our
stock only because of a growth trend he foresaw in the industry as
a whole.”

It is perhaps no accident that the greatest CG failures have
occurred either in markets that were growing rapidly—ASEAN
before the 1997 Asian Financial Crisis, China in the period 1995-
2003"—or in sectors where growth was taken for granted, as in
IT, telecoms and energy in the US before the crunch time when fail-
ures in CG were discovered to have been systemic and occurring
over a period of several years before the economy turned down.?
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The 2007-08 financial crisis followed the same pattern, with
unbelievable rates of growth in asset-backed securities and credit-
default swaps hiding the basic flaws of CG in the system.?!

We can conclude that CG does matter to investors for the follow-
ing reasons:

e It provides them with some protection they otherwise would not
have, other than through expensive legal recourse.

e There is some evidence to suggest that good CG delivers better
shareholder value over the long term within given markets.

e There is also evidence to suggest that markets with a better repu-
tation for CG require a lower risk premium than those that have
a less good image.

However, other things being equal, the importance attached to
good CG depends on the time horizons of investors—a function of
their assets, portfolios and investment philosophies—and whether
they are growth investors or value investors. Growth investors care
less about CG than value investors, as growth can compensate for
failures of CG.

Yet this does not deal with the more difficult question; namely,
does a system of good CG developed in one jurisdiction work well
in another or are there additional factors that must be taken into
account for good CG to happen?

Anglo-Saxon CG may not Apply Everywhere

The Anglo-Saxon system of CG depends on three pillars being in
place: self-discipline, market discipline, and regulatory discipline.

Self-discipline

Of these three pillars, self-discipline is the most important as it
is the foundation of ethical business practices. At the heart of
the Anglo-Saxon capitalist system were the concepts of deferred
gratification (the basis of any investment decision), savings and
reciprocity or mutual trust, best expressed in the phrase “My
word is my bond.” These foundations of the capitalist system
were first developed in Calvin’s Geneva and were written about
by Max Weber when he developed the concept of the Protestant
work ethic.?
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Since the 1960s, with the advent of the credit card, followed by the
instant news of the CNN world we live in today, the idea of deferred
gratification has been under attack and we now live in a society that val-
ues instant gratification instead, best exemplified by the values of Gen Y.

This explains the importance of consumption in the Anglo-Saxon
economies and it also helps explain the extraordinary packages that
CEOs, traders and celebrities receive at the expense of those mem-
bers of society who are engaged in building the social and economic
foundations for the next generation.

More seriously, the focus on the present at the expense of the
future has led to justifying the risky behaviors of the financial-
services industry that put the entire economic and financial system
at risk. The fact that many Americans no longer seem to believe in
the Protestant virtues but, rather, in so-called Prosperity Christianity
may explain why they cast common sense aside and borrowed to the
hilt,>> when encouraged to do so by unscrupulous mortgage brokers,
aided and abetted by conflicted credit rating agencies and financial
engineers who created the toxic financial assets that brought down
Bear Stearns, Lehman Brothers, Merrill Lynch, and AIG.

My concern is that unless we rediscover the importance of
deferred gratification we will continue to undermine the foundations
of capitalism and that exhortations by the West to Asia to spend
more and save less will only encourage a shift of bad behavior from
one hemisphere to the other, leading to future failures of CG.

Market discipline

This is the idea that the market would punish egregious behavior, for
which there was some evidence already discussed earlier in the chap-
ter. Companies that are badly governed will attract fewer investors;
have to pay a higher premium in terms of ROE for the investors they
do attract; and could be subject to hostile takeovers by companies
that are better managed. That, at least, was the theory. In practice
this has not happened as often as theory predicted, and it certainly
did not happen in markets that were not liquid and that had con-
centrated ownership structures, making it difficult for raiders to buy
enough shares to change the management.

So the Anglo-Saxon model did not quite work the way it was sup-
posed to in markets with dispersed ownership; and it certainly did not
work the way it was supposed to in markets with concentrated own-
ership because the majority shareholders could do what they wanted
at the expense of minorities.>* While CG is a critical issue in markets
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where there is neither liquidity nor dispersed ownership, these very
factors make it extremely difficult for independent directors on
boards to fulfill their roles as expected in the Anglo-Saxon codes.

The structure of many Asian markets makes market discipline more
problematic. Although Asian capital markets have changed from those
of old, many of today’s constituents still include closely held family
firms, which in certain instances and under certain circumstances can
be seen to act as though there are no conflicts of interest between their
objectives as owners and their goals as managers. However, a more
recent development is the emergence of state-owned or -influenced
entities and public-listed companies where the managers and the own-
ers may have differing priorities and objectives.

Each of these situations poses a different set of CG challenges to
the owners, investors, regulators, and managers involved.

Family-owned public-listed companies affect
market discipline . . .

Once owner-entrepreneurs or partners, for that matter, have decided
to go to the market to access capital, divergence between the objectives
of the dominant shareholder (the former owner or owner’s family) and
those of the other shareholders—minority shareholders—often arise.

In these circumstances, some former owner-entrepreneurs have at
times continued operating as if nothing had changed. On occasion,
owners have undertaken transactions of which the other investors
had no knowledge; sometimes, those transactions were simply not
what the new investors had put their money into the enterprise for.
At other times, related party transactions moved money raised by
public listings into private hands—and this was clearly not what the
new investors had bought into.

... So does “National Service” in government-related entities

CG priorities become less clear-cut in countries where government-
linked entities or enterprises in which the government has a serious
stake are required to do “national service,” investing in projects of
perhaps weak financial viability, but of importance either politically
or as part of a nation-building agenda.

In 2003, South Korean banks appear to have been “requested” by the
government to assist with the restructuring of the banking industry with-
out due regard for the best interests of their shareholders, on grounds
that “national service” required them to do so. For example, when there
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was a credit-card liquidity crisis, Kookmin Bank “volunteered” to buy
credit-card debt—a move believed to be the result of government pres-
sure, and not the best solution for generating shareholder value.?

The prolonged saga of the Hynix restructuring in 2003 is another
one that only makes sense when seen in terms of “national service”
(see Appendix A). The difficulties faced in resolving the SK Global
crisis, where creditors automatically assumed it was the duty of SK
Corp and SK Telecom to provide financial assistance, shows how much
there is a traditional expectation that the South Korean chaebols will
come to the help of distressed sibling organizations—regardless of
whether such an action is in the interests of their shareholders.

Among these conflicts of interest in the web of cross-holdings
and non-transparency, there are signs that change is on the way.
When the SK saga resurfaced in June 2003, this time Kookmin Bank
began to make discounted sales of SK Global stock in order to write
off debt and disentangle itself from the problems surrounding this
particular chaebol (see Appendix B).

Regulatory discipline

This is the set of rules and laws that are designed to help the function-
ing of the capital market so that it can be vibrant, efficient, and fair.
The CG regulatory landscape has changed quite dramatically in the
last 20 years, as can be seen by comparing Figure 1.1 and Figure 1.2.
It is also clear that Asia has caught up with the developed capital
markets, at least in terms of laws and codes.

Malaysia’s journey in CG began with the introduction of the
Malaysian Code in 1999, followed by the establishment of the Minority
Shareholder Watchdog Group (MSWG) in 2000. In 2001, Bursa
Malaysia (the stock exchange) revamped the listing requirements
to include a specific section in the annual report on CG, requiring
companies to comply with the Code or explain why they did not do
so. In 2004, the securities laws were amended to incorporate whistle-
blowing provisions and redress mechanisms for breaches in securities
laws. This was followed in 2005 by Bank Negara Malaysia (the
central bank) publishing “Guidelines on Corporate Governance for
Licensed Institutions” dealing with banks and insurance companies
and the introduction of the so-called Green Book by the Putrajaya
Committee on GLC High Performance to upgrade the effectiveness of
GLC Boards (discussed further in Chapter 3). In 2007, the Malaysian
Code was revised as was the Companies Act to tighten up further on
CG (the impact of the revised code is discussed in Chapter 4).
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Enforcement in much of Asia is often another matter and that is
because of a climate of ignorance or indifference regarding the seri-
ousness of white-collar crimes. When the media lionize Nick Leeson
or Jerome Kerviel it becomes difficult for junior magistrates and
even circuit court judges to think that white-collar crime needs to be
punished severely—after all, it appears to be a victimless crime.
Added to that is the fact that white-collar crime is often very tricky
to prove, and it becomes only too apparent that in many Asian juris-
dictions, the penalties are not sufficient to deter; indeed, they are
almost an invitation to commit the crime. This is a problem for the
US and UK as well, though it must be said in the US’s favor that
people do go to jail, regardless of their social or political standing.

In Asia the predominance of partly listed family-owned businesses
and government-linked entities creates a totally different context
for a CG model to operate in. The quite different system of regula-
tion and demands for transparency that apply in the Anglo-Saxon
shareholder capitalist model would actually provide information to
the competitors of the family firms, as well as reduce the family’s or
government’s ability to run the company.?® Figure 1.3 below shows
the difference in the two contexts very clearly:

In Asia, Latin America, and much of Europe the model is about
achieving and retaining control, rather than allowing the market to
operate freely, through:
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e Concentrated ownership and a reliance on family or bank finance
(public or private), which determine the shareholder context.

® Boards with aligned incentives such that the board is dependent
on the same outcomes as the controlling shareholders.

¢ Limited disclosure and inadequate minority protection.
e Illiquid capital markets with restricted takeover activities and an
underdeveloped new-issue market.

This is different from the underlying assumptions operating in
Anglo-Saxon stock markets where there are:

¢ Dispersed shareholdings and sophisticated institutional investors
who look at the fundamentals rather than treating the market and
its stocks as a way to make short-term profits (at least in theory,
though some of the momentum trades by hedge funds are not that
different from the syndicate manipulations of penny stocks in some
Asian jurisdictions) to create a quite different shareholder environ-
ment—one where shareholders have equal rights and minority
shareholders can expect to have some form of protection.

e A somewhat different role and structure for the board in order to do
this—with non-executive, independent directors in the majority, and
the incentives of board members not so closely aligned with those of
the dominant or controlling shareholder (if there is one) but, rather,
aligned with the interests of the absent owners represented by all hold-
ers of non-preferential shares—however few shares they actually hold.

As a result, in the Anglo-Saxon model, transparency and account-
ability are extremely important and shareholders are, in principle,
expected to be treated equally and are also entitled to have access to
a great deal of information, which could indeed aid competitors.

The Need to Localize CG to Meet Asian Conditions

In Asia, the fact that family firms or family interests are so important—
more so than in the UK and the US—makes it difficult to argue that
what is right in a highly liquid market with extremely dispersed owner-
ship is correct for relatively illiquid markets with highly concentrated
ownership structures and a greater dependence on family or bank
finance rather than equity.

Even if family firms were not the only complicating factor, many
Asian markets also have entities upon which the government can
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apply pressure in the interests of “national service” at the expense
of individual shareholders. This is more serious because, in the case of
many of these markets, the countries are young, and the govern-
ments believe they have a duty to build their nations through “pillar
industries” and other forms of direction of capital to projects whose
justification is not only economic. They are therefore unlikely to
abandon the practice because they still see it as part of the nation-
building agenda. In the past 30 years there was no such pressure in
the UK or the US, though a developed country like France exhibits
similar tendencies, and the US is now exhibiting many of the same
behaviors as a result of the global financial crisis, with the bailouts
of GM and Chrysler.

The importance attached to good CG depends on the time horizons
of investors—which is, as mentioned earlier, a function of their
assets, portfolios, and investment philosophies (whether they are
growth or value investors). However, there are signs that things
are changing for the better.?” This message is reinforced by the recent
research undertaken by CFO Research Services in collaboration with
the ACCA in June 2006 on Corporate Governance, Business Ethics
and the CFO. Their findings were as follows:

e CFOs acknowledge that a good ethical culture has become a
requirement in business, as it affects the overall reputation and
brand of the company. It improves relationships with banks, insti-
tutional investors, suppliers, and employees (p.5).

e However, implementing ethical codes is still a challenge in Asia,
especially when they are dealing with smaller companies in less
well-developed countries (p.6).2® Part of this is the problem that
so much of Asian business culture is “person-driven” rather than
“process-driven” (p.16).% Relationships also matter more in Asia
than in the West and this affects how business is done between
companies, as is acknowledged by DuPont’s CFO.>* Whether we
are talking about a large SME, Mulitex, or one of the leading
multinationals, it would appear that global standards still need to
be localized—with the attendant problems this can pose.

e Nevertheless, three-quarters of the 160 respondents say their com-
panies have instituted written codes of ethics and 54 percent have
systems in place for assessing adherence to their codes (p.17).

e The pressure for improvements does not come from institutional
investors—only 6.8 percent of the respondents say they feel
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pressure from investors above all else. Shareholders in Asia seem
to be more interested in profit and dividends, or just simple
growth prospects (p.23).%!

e Surprisingly, Sarbanes—Oxley has made a difference, forcing com-
panies to rethink their processes, and despite the high costs of
compliance, 48 percent of the respondents thought it had a positive
effect on the development of an ethical culture for all companies,
regardless of whether they were listed in the US; 24 percent felt it
only enabled those listed in the US to improve their ethical culture.

Finally there is the problem of the different expectations owners
have of their independent non-executive directors (INEDs). Being an
effective INED is hard, even in the UK, as has been recognized in
the Higgs Report and now in the Walker Report.’? It is that much
harder in Asia, because the boardroom reality is different, as is
shown in Table 1.1 below.

TABLE 1.1 Expectations Compared

Anglo-Saxon Expectations Asian Expectations

1) To represent the interests of the 1) In family-founded and -led compa-

owners (especially minority
shareholders) the INED must be
independent, for without indepen-
dence the INED cannot be effective
through the process of fearless, but
constructive challenge.

a. Independence of thought guar-
antees effectiveness as it allows
the INED to bring fresh insight
to the Board, allowing the posi-
tions taken by the executives to
be examined from a perspec-
tive that does not reflect vested
interests.

b. The process of challenge and
scrutiny by the INED leads to
better-informed decision-making
and so raises the effectiveness of
the organization.

nies, the families know better than
minority shareholders where the
best interests of the organization lie,
so there is no need for INEDs who,
in any case, do not understand the
business, because they cannot give it
the time and attention it requires.

a. INEDs do not have sufficient
access to people to understand
the determinants of decisions;
and if they were to be granted
the access, it would undermine
the chain of command and mis-
lead managers about lines of
authority.

b. Harmony is important and
challenge may lead to conflict—
something to be avoided in most
Asian cultures—so, in practice,
Asian INEDs will not challenge.

(continued)
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TABLE 1.1 (continued)

Anglo-Saxon Expectations Asian Expectations

c. Diversity of views and back- c. Since the Asian crisis, organi-
grounds serves to create a better zations must react faster than
debate of ideas and approaches before and do not have the lux-
put forward by the CEO. ury of time to debate ideas.

d. The INED’s independence d. In “High Power Distance” cul-
from the organization allows tures, people do not question
fundamental questioning of the their superiors, by virtue of their
organization’s “ends” and the position rank and title. Thus
“executive limitations” placed even though the INED has the
on the CEO, because indepen- freedom to question, in practice
dence means that the INED this goes against cultural norms.

has no stake in the shape of the
organization or in choosing the
beneficiaries it seeks to serve.

2) The presence of INEDs reminds the 2) The best guarantors of the interests

board that its fiduciary duty is to of the shareholders are the founding

the shareholders as owners, family, whose investment in the firm

hence the appointment of INEDs and commitment to the firm over

to chair the key committees of the the long term is greater than that of

board. Independence is essential minority shareholders who are only

if there is to be a system of checks interested in short-term performance.

and balances on executive power.

3) To be effective, INEDs must 3) Effective INEDs are not independent.

a. Have access to information in a a. The Higgs Report (2003) rec-
timely, accurate manner so that ognized that non-executive
informed decisions can be made chairmen cannot be regarded as
based on appropriate challenges independent because they are so
of the assumptions made by the intimately linked to the organiza-
CEO. tion—the same is true for INEDs.

b. Spend sufficient time on the b. For INEDs to spend the time and
organization’s issues, so the effort needed to be effective, they
number of boards they can sit must be paid appropriately by
on must be limited, and they the company. Once they are paid
must be involved in, and care properly, and can only sit on a
about, the decisions taken by limited number of boards, they
boards on which they sit. lose their independence.

Source: Non-Executive Director Development Series; directors training program run by
SIDC and PWC for listed companies on the Malaysian stock exchange.

So can we really apply Anglo-Saxon codes of CG in Asia? Perhaps
the best answer to this difficult question was given by Jaime Zobel
de Ayala II, the seventh-generation president and CEO of Ayala
Corporation in the Philippines, in an interview with McKinsey in 2002:
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In the West, the pendulum seems to swing between the model
of the tightly controlled family company and that of the widely
held public company. I feel strongly that between these two
extremes lies the most sustainable model. There is an ever-
increasing tension between the institutional investors’ focus on
quarterly results and the need for long-term strategy and stabil-
ity. Widely held public companies are seeing a dramatic rise in
their CEO turnover, often because there is no single large insti-
tution willing to tell the CEO, “Look, hang in there. Let’s agree
on our long-term strategy. Even if it takes a short-term hit, you
know we’ll back you up.” ... What we try to do at Ayala is to
structure partnerships that can agree on a long-term vision and
to provide stability at the board level. By going public at the same
time, we get the dynamic tension from the outside institutional-
investor community to deliver financial returns over the short to
medium term.*

Conclusion

Clearly there are grounds for some optimism. The regulatory
infrastructure is becoming ever more supportive of good CG.
Increasingly, countries have to worry about the “beauty parades”
conducted by external consultancies and analysts on the state of
CG in each market. CG and ESG* indices are being developed in
country after country, and there is a steadily increasing demand by
both boards and regulators for training in what makes for a high-
performance board.

However, this does not mean that what works in the US and UK
should be adopted in its entirety in Asia. The structural and cultural
conditions of each market must be taken into account, as must the
social and political context in which business operates. If countries
have government-linked companies listed on the stock exchange, and
if the reality is that families dominate that which is not government-
linked, then the dynamics of the board are going to be different from
what can be expected in New York or London. This makes imple-
menting good CG more complicated, but not impossible.
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