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Stray not into perdition

Market CG scores - Corporate-governance standards have improved over the past decade, but
Sinners repent even the best Asian markets remain far from international best practice.
Regulators make it too easy for companies to stray and get away with box-
ticking. Markets still lack effective rules on fundamentals such as independent
directors and audit committees. Not enough has been invested to make best
practices work. Meanwhile, most institutional investors are yet to invest
sufficiently in voting, engagement or stewardship. Rather than use the global
financial crisis as a platform to push reform forward, governments have taken a
complacent view, happy that the crisis this time did not start in Asia.

Changes in On the ACGA-CLSA market rankings, Singapore and Hong Kong switch places at
market rankings the top this year while Thailand and Japan have seen the biggest improvements.
Indonesia moves higher against the Philippines which scored the lowest. Korea

has regressed and is now third from the bottom.

Measuring governance We have streamlined the CG questionnaire, revamped our Clean & Green
(C&G) scoring and combined this with corporate social responsibility (CSR) for
a 10% weight in the overall score. In all, we scored 580 companies in the
region, including Japan. In recent crisis years, the risk to CG was on the
downside. Our corporate scores slipped in Indonesia and Taiwan but moved
up in Singapore, India and Thailand. Like other regions, Asia has had some
debacles but not a systemic breakdown in governance, unlike the experience
of the Asian crisis in the 1990s. Reduced gearing of both companies and
controlling shareholders has lowered the risk of conflicts of interest and of
blowouts in the region. Average scores have remained steady; however a
wider gap between companies in the better and worse markets is apparent.

Social responsibility Corporate social responsibility in terms of CSR publications is on the rise. Asia
is on the rise now accounts for more than 20% of global CSR reports versus 12% just five
years ago. CSR reporting, however, is still mostly voluntary. Japan is clearly
ahead, with companies emitting large amounts of greenhouse gases (GHGSs)
required to calculate and report these emissions. But even Chinese firms are
encouraged to publish CSR reports to improve the country’s branding,
reputation and competitiveness. Environmental laws have tightened, with
higher associated fines/sanctions. Many companies however mistake
contributing to local charities as CSR, when it is just a small part.

Large caps dominate the Top-20 CG large caps in Asia
high-CG rankings in the Code Country Sector
region but see inside for HK Exchanges 388 HK Hong Kong Financial services
mid-caps with comparable Nintendo 7974 1P Japan Technology
CG scores Li & Fung 494 HK Hong Kong Consumer

TSMC 2330 TT Taiwan Technology
HSBC 5 HK Hong Kong Financial services
Infosys INFO IB India Technology
Sony 6758 JP Japan Technology
Sumitomo Metal Ind 5405 JP Japan Materials
Tokyo Electron 8035 JP Japan Technology
Tokyo Gas 9531 JP Japan Power
Canon 7751 1P Japan Technology
Wipro WPRO 1B India Technology
Ricoh 7752 1P Japan Technology
Mitsui 8031 JP Japan Conglomerates
OCBC OCBC SP Singapore Financial services
LG Electronics 066570 KS Korea Technology
Nippon Steel 5401 JP Japan Materials
Toshiba 6502 JP Japan Technology
Hoya 7741 JP Japan Technology
Mitsubishi Corp 8058 JP Japan Conglomerates

Source: CLSA Asia-Pacific Markets

6 September 2010 amar.gill@clsa.com 3
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Corporate standards

Does CG matter?

High-CG stocks tend to
perform better when
markets are weak

Poor-CG stocks are a drag

Higher returns
with lower risk?

Executive summary CG Watch 2010

A snapshot across the region reveals areas where CG can be improved
against the overall average corporate score that is just 52.7%. Large caps
tend to have better CG. Particularly in Japan, blue chips have a median CG
score almost seven points higher than that for the overall market. Among the
highest-scoring companies in the region are HK Exchanges, Li & Fung,
TSMC, HSBC, Infosys as well as Nintendo, Sony, Sumitomo Metal and
Tokyo Electron. Some medium-sized companies also have high standards
including CapitaMalls Asia, Kasikornbank, Bank of Ayudhya, Konica
Minolta, Nikon, Hynix and Manila Water.

The structures and processes of good CG may not obviously boost the
performance of a business, but without them investors face the risk that the
economic value created may be hijacked. In the worst instances, lack of CG
demolishes a stock. Our Quant team published a report, Nice guys finish
ahead (11 June 2010), where they stripped out CG from other market-related
factors to find that a 10-point difference in the CLSA CG score has been
associated with 7.3% additional performance for a stock over nine months
after CG scores were updated.

Performance of upper-half CG stocks to lower-half vs MSCI Asia Pacific

60 7 (%) 1 Upper-half CG stocks to lower-half (ppt) 1 8
——MSCI Asia YoY (LHS) s
40 -
- 4
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0 -
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Source: CLSA Asia-Pacific Markets

Our updated tests suggest poor-CG stocks suffer a drag in performance.
These are companies where investors are more likely to be disadvantaged.
Improving CG is correlated with stock outperformance, while falling CG is
associated with poor stock returns. We find that removing the lowest-CG
stocks from a low-PE basket enhances the already strong performance of this
value screen. Investors are thus provided with the opportunity, by avoiding
the worst-CG companies, to reduce risk while achieving higher returns.

This seems to fly against the axiom of finance that returns cannot be boosted
without higher risk, except that the market may not yet have fixed on the
means to measure and thus price in CG risk. For investors, the continued
relevance of our CG rating of companies and markets is that beyond the ivory
tower, this remains an under-researched area. Yet it has important
implications for portfolio returns. Identifying red flags and avoiding CG scum
should help investors avoid being caught in a bog of value traps.

amar.gill@clsa.com 6 September 2010
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Market scores have
changed with improved
scores for Thailand,
Japan, Indonesia ...

. . » as well as Malaysia
and China
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Philippines
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Markets listed according
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Singapore and HK should
be performing at a higher
level of CG

Section 1: Market CG scores - Sinners repent CG Watch 2?

Market CG scores - Sinners repent

Once again, our CG Watch market scores and rankings have changed, with
results that may surprise investors even more than the reordering that took
place in our last survey in 2007. Thailand, Japan and Indonesia - having
underperformed in the past, often for extended periods - stand out this year.
Thailand enjoyed an eight percentage-point jump in its absolute score and
wins the award for “most improved”. Japan rose five percentage points and
Indonesia three points. Given that reforms in Japan appeared to be stuck only
two years ago, its performance in this survey shows what can be done when
regulators show determination and market consensus starts to shift. As for
Indonesia, the odds for a long time have been on it retaining last place in this
survey. This is no longer the case, as it has moved ahead of the Philippines.

Two other markets which deserve special merit are Malaysia and China,
whose scores rose by three and four percentage points. Although a better
result than in 2007, Malaysia’s progress is somewhat more incremental than
Indonesia’s and less surprising. Moreover, its ranking (sixth) has not changed.
China’s performance, relative to its 2007 score and position, is better across
the board and builds on its improvements in our last survey.

The worst performers this year are less of a surprise, although their final
scores may be: India, Korea and the Philippines. India’s score collapsed by
seven percentage points, in large part because we overrated it last time
(although we still believe it is improving slowly). Korea’s slide accelerated,
thanks largely to the anti-reform administration of Lee Myung-bak. And the
Philippines fell because of disappointing results in most categories of the
survey, expecially “"CG culture”.

Figure 1
CG Watch market scores: 2007 vs 2010
(%) 2007 2010 Change Trend of CG reform
(ppt)
1. Singapore 65 67 (+2) Improving slowly, negatives cancel positives
2. Hong Kong 67 65 (-2)  Some regression, static overall
3. Japan 52 57 (+5) Improving, but will reform be sustained?
= 4. Taiwan 54 55 (+1)  Static overall, loss of focus
= 4. Thailand 47 55 (+8) Improving, but political uncertainties remain
6. Malaysia 49 52 (+3) Improving, but held back by "CG culture"
= 7. India 56 49 (-7)  Over-rated last time, but slow improvements
= 7. China 45 49 (+4) Improving, but held back by "CG culture"
9. Korea 49 45 (-4) Regressing, turning inward
10. Indonesia 37 40 (+3) Improving, but weak political system
11. Philippines 41 37 (-4) Regressing, but new government may help

Source: Asian Corporate Governance Association

What of Hong Kong, Singapore and Taiwan? Singapore regains the top spot
this year with a two-point increase in its score, while Hong Kong falls by the
same amount and moves back to second. Taiwan remains at fourth, with a
marginally higher score than in 2007, but this time shares the honours with
Thailand. These results, however, are nothing to celebrate, especially in
regard to Singapore and Hong Kong. Both should be performing at a much
higher level for financial centres that aspire to follow international standards
and which have not yet, despite a decade of reform, cracked the 70% mark.

6 September 2010
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Scores more important
than the ranking

Some have improved,
others slipped

Can Japan
sustain reforms?

Upside potential as
well for both Singapore
and HK

Scores are comparable
with 2007

Section 1: Market CG scores - Sinners repent CG Watch 2010

While the ranking of markets is interesting and relevant, we believe readers
(and especially regulators) should focus more on their scores, how these have
changed, and what this says about their market and state of CG reform. This
is why we have chosen this year to emphasise in this introducton not the
simple ranking of markets, but the extent to which they have improved,
stayed the same, or regressed.

As the table above indicates, seven markets have improved in score this year
(although two of those by tiny amounts) and four have fallen. The 11 markets
could be divided into the following groups:

0 Improvers: Japan, Thailand, Malaysia, China, Indonesia
Marginal improvers: Singapore, Taiwan
Marginal decliners: Hong Kong

Decliners: Korea, Philippines

0O o0o00o

Outlier: India (The country’s decline in score was due more to a change
in view on our part - we overrated India the last time - rather than a
genuine regression in the quality of its governance regime. In fact, it is
slowly improving).

The above table also highlights whether these trends are likely to continue.
Despite Japan’s tangible progress over the past three years, it is not at all
certain whether regulators can sustain reforms. Thailand has done well, but
still faces serious political uncertainties that could cause its reforms to stall.
And whether Indonesia can truly rise above its endemic corruption for a
sustained period is anyone’s guess.

On the upside, Singapore could see its score increase if it took certain clearly
defined actions, some of which are relatively easy (such as mandating or
encouraging companies to vote by poll at their AGMs) and some of which are
not (such as completing its company law amendment process). Hong Kong
could also increase its score, but to do so would require finding the political
courage to reignite the reform process and for the government to think more
strategically about the role of corporate governance in its capital markets - a
little more highbrow than the mechanics of voting at shareholder meetings
(something which Hong Kong, incidentally, has already resolved). The
situation and rankings are therefore fluid.

Scores comparable for the first time

It is worth emphasising that the market scores in this edition of "CG Watch”
can be compared with our last survey in 2007 because the questionnaire
applied to the markets is largely the same and our five-point scoring system
has not changed. This contrasts with previous editions of "CG Watch”, namely
in 2004, 2005 and 2007, when we made significant changes to both the
questionnaire and the scoring system in each of those years. This led to most
market scores falling as questions (and our answers) became sharper and the
scoring system became tougher. This did not mean that the quality of
corporate governance in Asia was falling, rather that our assessment was
becoming more critical.

This year, however, a fall in score generally indicates that a market has gone
backwards. The one exception is India, for reasons noted above. (For more
details on survey methodology, see the box at the end of Section 1. Appendix
2 provides the detailed survey questions and answers).

jamie@acga-asia.org 6 September 2010
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We make comparison of
Asian market CG scores
with what might be
expected as a world class
benchmark

Even Singapore and
HK have long way to
go to claim to be truly
world standard

Market scores are
a simple average
of 5 categories

Highest score for Asian
markets is 67% with
lowest score at 37%

Section 1: Market CG scores - Sinners repent CG Watch 2010

How advanced is CG in Asia?

While regulators undeniably like to focus on relative rankings, and we prefer
to see whether a market has improved over the short to medium term, it is
also worth asking what the absolute scores for Asia say about the state of
development of the region’s corporate governance. After more than ten years
of reform, how advanced are Asian markets compared to global standards?

No template exists that points precisely to the level a country would have to
achieve to earn the right to say it had a world-class corporate governance
system. However, common sense and our own questionnaire suggest that a
score of 80%+ would be a reasonable cut-off point. On this basis, one could
construct the following table to show how much farther our 11 markets would
have to go before they could claim to be world class.

Figure 2
Gap analysis: Asia vs nominal world-class CG benchmark
(%) 2010 World-Class
Score Benchmark 80%
1. Singapore 67 (-13)
2. Hong Kong 65 (-15)
3. Japan 57 (-23)
= 4. Taiwan 55 (-25)
= 4. Thailand 55 (-25)
6. Malaysia 52 (-28)
= 7. India 49 (-31)
= 7. China 49 (-31)
9. Korea 45 (-35)
10. Indonesia 40 (-40)
11. Philippines 37 (-43)

Source: Asian Corporate Governance Association

We readily admit that this analysis, and our choice of 80%, is subjective.
However, it does indicate that even the best Asian markets - Singapore and Hong
Kong - have a long way to go before they can claim to be truly international.

Category scores: What's in the mix?

The table below shows the percentage scores that each market gained in the
five categories in the survey: “CG Rules and Practices”, “Enforcement”,
“Political and Regulatory Environment”, “IGAAP” (ie, accounting and auditing),
and “CG culture”. The total score for each market is a simple average of these
five scores. Each category is weighted the same.

Figure 3
Market category scores
(%) Total CG rules & Enforce- Political & IGAAP CG
practices ment regulatory Culture
1. Singapore 67 65 60 69 88 53
2. Hong Kong 65 59 63 67 80 54
3. Japan 57 45 53 62 75 53
= 4. Taiwan 55 50 47 56 78 46
= 4. Thailand 55 56 42 54 73 49
6. Malaysia 52 49 38 60 80 32
= 7. India 49 46 36 54 63 43
= 7. China 49 47 36 56 75 30
9. Korea 45 43 28 44 78 33
10. Indonesia 40 39 28 33 67 32
11. Philippines 37 35 15 37 75 25

Source: Asian Corporate Governance Association

6 September 2010
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Scores for accounting and
auditing relatively high
across the markets

HK and India do not
have an independent
audit regulator
unlike Singapore

CG reform over past
decade largely
state-driven

Some markets score well
on political and regulatory
environment but get
dragged down elsewhere

For markets with better
CG, narrow gap between
rules and practices

vs enforcement

Enforcement becoming
a better indicator

of a market’s overall
CG ranking

Section 1: Market CG scores - Sinners repent CG Watch 2010

As the table shows, scores for IGAAP (accounting and auditing) are
considerably higher than other categories. This is largely because all markets
have a policy of following International Financial Reporting Standards (IFRS) for
accounting and International Standards on Auditing (ISA) for auditing. Since
the Enron crisis in 2001, all markets in Asia have followed the lead of the US
and other developed markets and focussed attention on the independence of
external auditors (CPAs), which in practical terms means such things as
introducing limits on the non-audit work that auditors can do, requiring rotation
of audit partners and/or firms, and providing whistleblower protection for
auditors. More recently, there has been a growing emphasis on the need to
create an independent regulatory system for the audit industry, as confidence
in the ability of CPA institutes to regulate their own members has vanished.

As the differences in the scores suggest, however, markets in Asia vary in the
extent to which they have moved up this reform curve. Singapore is a clear
leader because its accounting and auditing standards and practices are close
to international norms, and it has an independent audit regulator. Hong
Kong's score is noticeably lower, in large part because it still lacks an
independent regulator. India does poorly in this category for a similar reason,
but also because of serious questions about its audit industry.

Political and regulatory environment is the category that generally earns
the next highest scores, a reflection of the fact that corporate governance
reform in Asia over the past decade and more has been largely a state-
driven, top-down process. The scores also reflect the institutional capacity
building that almost all markets are engaging in (ie, strengthening their
financial regulatory bodies and judiciaries) and their investment in creating
online databases of laws, regulations and listed company announcements.
The higher the score, the more sophisticated the political/regulatory system.

While scores for this category often tally quite closely with a market’s total
score, and indicate therefore where it will come in our rankings, this is not
always the case. Both Malaysia and China do a lot better on political and
regulatory than their overall ranking would suggest - an indication that their
main CG problems lie elsewhere (see below).

When we first started working with CLSA on “CG Watch” in 2003 there used to
be a sharp distinction between scores for CG rules and practices and
enforcement. This is what most people would expect, since writing rules is
supposed to be easier than enforcing them. As Table 3 shows, this is indeed the
case for seven of the lower ranked markets - their scores for rules are at least
10 percentage points higher than their scores for enforcement (for some the
gap is even greater). But for the top four markets in our survey, the score for
rules is either only a few points higher (Singapore, Taiwan) or actually lower
(Hong Kong and Japan). While this may seem odd, the reasons are as follows:

U The pace of new reform (ie, rule making) has slowed, while greater
emphasis has been put on enforcement. Indeed, the top four markets in
our survey also earn significantly higher scores for enforcement than the
other markets. Equally interesting is the fact that the ordering of
enforcement scores, from highest to lowest, produces a very similar result
to our overall market rankings this year. There are some discrepancies,
including Hong Kong having a slightly higher score than Singapore, Taiwan
being a few points above Thailand, and Korea being on par with Indonesia.
But otherwise it seems clear that the enforcement category is a much
better indicator of a market’s overall ranking than any other category.

jamie@acga-asia.org 6 September 2010
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Enforcement includes
private actions

Reform has been state-
driven and top-down

Significant gaps between
scores driven by
government and

regulators vs overall CG
culture in most markets,
particularly Malaysia
and China

Section 1: Market CG scores - Sinners repent CG Watch 2010

0 A second factor is that we amended our CG rules category a few years
ago to assess not only whether certain rules existed on paper, but
whether companies were implementing them properly. It seemed
pointless (and inaccurate) to give full points for rules that companies
were ignoring or only partially putting into practice. This led to falls in the
overall score for this category in all markets.

0 Another part of the story is that our enforcement category looks not only
at “public enforcement” by regulators, but “private enforcement” by
shareholders and market intermediaries (eg, such things as voting of
shares, attending AGMs and nominating independent directors). Such
activity tends to be more prevalent in the more advanced markets.

The fifth and final category is CG culture, a category that broadly looks at
what companies, investors, intermediaries, non-profit organisations and the
media are doing to raise CG standards voluntarily. There is no clear
correlation here between the scores and market rankings, and the higher
ranked markets do not stand out as being particularly good. India, which
ranks equal seventh overall, has a CG-culture score that is almost as good as
Taiwan, which comes equal fourth. And the scores for Malaysia, Korea and
Indonesia are almost identical.

Reform still top down

The last point above highlights a salient feature of corporate governance
reform in Asia since the late 1990s. The parts of the system that
governments and regulators are responsible for - rules, public enforcement,
political and regulatory institutions, and IGAAP - are far more impressive and
advanced than developments in the private sector and wider community.
Reform is still fundamentally state-driven and top-down, and it is not entirely
clear if governments in some places are winning their populations over to the
necessity and value of corporate governance.

The chart below contrasts the score that each of our 11 markets gained for
political and regulatory environment with their mark for CG culture. The
gap in all markets is noticeable, with the exception of Indonesia - something
that is due to both fundamental weaknesses in its public institutions and
improvements in the work being done by NGOs, director training institutes
and the media. But the gap is greatest in Malaysia and China - an issue that
we believe poses risks for their CG regimes in future.

Figure 4

Government versus culture

Singapore T ; !
Hong Kong 1 : \
Japan 1 :
Taiwan | ‘
Thailand | w
Malaysia 1
India | ‘
China | w
Korea : I Political & regulatory
Indonesia 1 T O CG culture
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Source: Asian Corporate Governance Association
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Only Japan, Taiwan,
Malaysia and China have
scores that moved up for

rules and practices

Reform fatigue appears
to be setting in

We have taken a tougher
line in the scoring

here as international
best practices . ..

. . . and investor
expectations have
moved forward

Asian markets starting
to fall behind global
standards - a negative
consequence of coming
through the global
financial crisis
relatively well

CG Watch 2010

Section 1: Market CG scores - Sinners repent

How category scores have changed

How have category scores changed from 2007 to 2010? As the chart below
shows, the answer is not much for CG rules and practices. Only four
markets have higher scores - Japan, Taiwan, Malaysia and China - and even
some of these have improved only marginally. The remaining markets either
declined in score or stayed the same, including regional leaders Singapore
and Hong Kong.

Figure 5

CG rules and practices: 2007 vs 2010

Singapore

Hong Kong -

Japan \

Taiwan L
Thailand -

Malaysia

m2007
02010

India I
China g—
Korea —J
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Source: Asian Corporate Governance Association

This outcome partly reflects the trend noted above regarding the pace of
reform slowing in many markets. A certain amount of ‘reform fatigue’ has set
in - something that is especially apparent in Hong Kong, Taiwan, India and
Korea - and/or regulators are finding it is taking longer to get reforms
through than expected - Singapore, Taiwan again and possibly the Philippines.

Another reason is that we have had to take a tougher line in this section on
certain questions because international best practices and investor
expectations have moved forward, both in response to the global financial
crisis and as part of the evolution in recent years of “responsible investment”
(ie, investment that takes ESG or environmental, social and governance
issues into account). Even investors who do not see themselves as ESG
advocates are taking a stronger interest in corporate governance issues today.

This all plays out in demands from investors for more detailed financial and
non-financial reporting, as well as higher expectations for the continuous
disclosure of material information, protection of pre-emption rights, and
voting by poll at AGMs. It has also resulted in new best-practice ideas for
boards and directors (such as setting limits on the number of directorships
that each director can have) and for investors (such as requiring them to
follow a new “stewardship code”, as in the UK).

The reality is that most Asian markets are starting to fall further behind global
standards in many of the areas listed above, and we have marked scores
down on individual questions accordingly. This is one tangible and negative
consequence of Asia coming through the global financial crisis largely
unscathed. Hopes that the crisis would prove a catalyst for a new round of
serious reform proved unfounded, thanks primarily to the global fiscal
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stimulus in 2009 that saw stock markets bounce back (especially in Asia) and
governments, investors and just about everybody breathing a collective sigh
of relief. Asia may well pay for this complacency in future.

The picture is entirely different for enforcement . . .

Figure 6

Enforcement: 2007 vs 2010
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Seven markets saw rises in enforcement scores and some by reasonably large
amounts, including Singapore, Hong Kong, Japan, Thailand and Indonesia.
One did not change (Taiwan), while three fell (India, Korea and the
Philippines). (See market sections for more details on each country’s
performance in this and other categories.)

To some extent the increased scores were a result of the way we answered
two questions focusing on whether statutory regulators (securities
commissions) and stock exchanges were investing more financial and human
resources in investigation and enforcement. In 2007, we gave zero points for
both questions in all markets, because insufficient official data was available
on which to make a judgement. This year we decided the data was better and
we could form a view.

The higher enforcement scores also confirm a trend we saw in previous
surveys - that regulators are taking this aspect of their job more seriously.
This is good news and means that corporate governance in Asia is being put
on a firmer footing. But as ever, some qualification is needed. Much
enforcement action falls into the “administrative sanctions” basket and results
in such things as fines, bans, orders and warnings against companies and
individuals. These can sometimes be quite severe, such as a hefty fine or
period for disqualification for a director or broker, though often they are not.

Of more concern is that few markets have made much progress in the
prosecution of insider trading and market manipulation. Hong Kong is leading
the way in this area (although it is far from perfect), with Singapore a little
way behind. But in many Asian markets such cases are either rare or non-
existent. Old habits and attitudes die hard.
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Whether Hong Kong can sustain its effort in enforcement is an open question.
Much of its progress is the result of the hard work of a few individuals in the
Securities and Futures Commission (some of whom are on short contracts),
rather than an official, government-led response to a problem. Indeed, the
results of the political and regulatory environment category do not augur
well for Hong Kong . . .

Figure 7

Political and regulatory environment: 2007 vs 2010
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As the chart shows, six of 11 markets fell in score, with Hong Kong leading
the way down (-6 points) and neatly reversing almost all the numerical gains
it made in enforcement. Other markets that fell included Taiwan, India, Korea,
Indonesia and the Philippines.

The India score came down because of our negative rerating for the country,
while the lower score in the Philippines is not significant. The two-point drop
in Indonesia reflected core weaknesses in public-sector institutions, but that
is nothing new.

More worrying were the results for the other three markets, all of which fell
because we believe that their governments and regulators have either lost
strategic focus and the courage of former convictions (Hong Kong, Taiwan),
have lost momentum (Hong Kong and Taiwan again) or are actively working
against good corporate governance (Korea).

Of the markets whose scores increased, the stand-out performer was
Thailand (+23 points), with a good improvement from Japan (+6 points).
Regulators in Thailand have managed to keep the reform process going
despite all the political uncertainties of the past four years, and are more than
back to where they were in 2005. Meanwhile, the Japanese government has
surprised on the upside and enacted reforms in the face of stiff opposition.
(See respective market sections for details.)

Patterns become a little more predictable again in IGAAP . . .

12

jamie@acga-asia.org 6 September 2010



CLSA

ASIA-PACIFIC MARKETS

Score for accounting and
auditing standards has
risen for Taiwan but
slipped for India

HK and India saw a lower
score on IGAAP . ..

. . » but Taiwan and
Korea’s score moved up

Score for CG culture has
improved notably in
Thailand and Indonesia

Section 1: Market CG scores - Sinners repent CG Watch 2010

Figure 8
IGAAP: 2007 vs 2010
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Most markets saw an incremental increase in scores for accounting and
auditing from 2007 to 2010. Two markets stayed level (Singapore and the
Philippines), while two markets fell (Hong Kong and India). Hong Kong’s
incremental fall was due to it not having an independent audit regulator, while
India’s was due both to our re-rating and to the many problems that have
come to light in its audit industry post-Satyam.

On the positive side, Taiwan’s eight-point rise followed improvements in the
quality of auditing, especially among small- and medium-sized companies,
and its efforts to strengthen the regulation of auditors. The most interesting
result, however, was Korea. IGAAP is the one area where Korea has improved
markedly since 2007, with its accounting standards and practices moving
closer to international norms and higher scores for audit regulation.

Unfortunately, Korea undid all of this good work in CG culture . . .

Figure 9

CG Culture: 2007 vs 2010
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A mixed result, with five markets falling, two staying level and four improving
compared to 2007. Thailand produced the best performance (+10 points),
followed by Indonesia (+7 points). Thailand’s rise in score had a lot to do with
voluntary action being taken by listed companies to improve shareholder
meetings, including voting by poll, and to efforts being made by shareholder
groups and other NGOs to promote better corporate governance. Indonesia
rose for reasons given above - more NGO activity, director training, and a
more diligent media. It is worth noting, however, that both increases came on
top of previously low scores. Whether improvements can be sustained will be
interesting to watch.

After Korea, the worst performer in this category was Hong Kong (-7 points).
Part of the damage in Hong Kong was done by the fight over the “blackout
period” in late 2008 and early 2009, not one of the city’s more honourable
episodes. We also marked Hong Kong down for the quality of the
communication between companies and shareholders. And the city lost points
because of two new questions relating to the quality of disclosure on
executive compensation policies and whether the local exchange (or other
entity) has a plan to develop an electronic voting platform for investors
(linking voting shareholders directly to companies and/or their share
registrars, as in Japan).

Conclusion

Perhaps the most uplifting news in CG Watch 2010 is that markets that
seemed to be lost by the wayside only a few years ago have managed to turn
their fortunes around (at least for now). Regulators really do seem to have
gotten religion as far as enforcement is concerned, even if they are not
making huge progress in fighting serious criminal malfeasance such as insider
trading and market manipulation. And the solid groundwork being laid in
accounting and auditing standards, practices and regulation should bode well
for the long term.

There is no question that the most disappointing aspect of our survey is the
inability of Singapore and Hong Kong to rise above their persistent second-
rate scores and truly show some leadership. Korea’s sharp turn backwards is
also sad to see for a country once lauded for taking risks on CG reform.
Hopefully, the medium term will bring a more forward-looking and strategic
approach to corporate governance from all three markets.

The one challenge that all governments and regulators face is inspiring their
private sectors to undertake governance reforms voluntarily and seeing this
as in their own self-interest. The gap between political/regulatory
environment and CG culture needs to be narrowed. Markets that do this well
will likely sustain their regulatory reforms more effectively and efficiently
(and at lower cost to government), and produce real substance in their
corporate governance systems. This can only be good for capital market
development.
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Methodology
The survey on which the market scores are based on in CG Watch 2010 has
undergone some small changes since 2007.

Two questions were dropped because we felt they added little analytical value
- one on whether the pay of independent directors was increasing, and the
other on whether CFOs needed to sign a company’s accounts.

One question on the disclosure of material information and related-party
transactions was split into two. (A.12 and A.13)
Four new questions were added:

1. Does the central bank (or the banking regulator) exercise effective
regulatory powers over the governance of banks? (C.2)

2. Does the audit regulator exercise effect disciplinary control over the audit
profession? (D.14)

3. Do listed companies provide a detailed explanation of their executive and
employee remuneration policies? (E.8)

4. Has the stock exchange or another organisation developed an open
electronic voting platform (“straight through processing”) for investors?
(E.10)

And the wording of a few questions was altered slightly to clarify meaning.
In all, the survey increased from 87 questions in 2007 to 90 in 2010.
Our five-point scoring system for each question did not change. It remained

as follows: Yes (1 point); Largely (0.75); Somewhat (0.5); Marginally (0.25);
and No (0 points).
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Measuring governance

The risk on the CG scores was to the downside through the turmoil of recent
years. Our corporate scores have slipped in Indonesia and Taiwan but moved
up in Singapore, India and Thailand. Overall there has not been a systemic
failure in governance over the recent global financial crisis unlike the Asian
crisis of the nineties. Reduced gearing of companies, and we believe also of
controlling shareholders, has lowered the risk of conflicts of interest and of
corporate blowouts in the region. The average CG score of companies has
maintained although a wider gap in the scores of the better and worse
markets is apparent.

The most prominent Asian corporate implosion in recent years, Satyam,
carries various lessons. For us, it leads to a greater weight in the scoring on
whether the chairman is an independent director which we move to negative
scoring in our questionnaire. We have streamlined the overall questionnaire,
revamped our Clean & Green (C&G) scoring and combined it with corporate
social responsibility (CSR) in the CG scoring this year.

Satyam lessons

The biggest CG scandal for corporate Asia since we did our last report was
found in Satyam. Its undoing appears to stem from a desire by management
to set high growth projections but then fraudulently putting out humbers to
suggest that the company was meeting these targets. Initially, the shortfall
was easily closed by the controlling shareholder injecting his own cash around
balance sheet dates. Meanwhile the payroll may have been padded to suggest
the company was continuing to grow their key human resource. But as the
problems persisted for a number of years, they snowballed to an humongous
scale. Ultimately over US$1bn was apparently being fraudulently stated as
part of the cash balance of the company that did not exist and the payroll
that reportedly included some 13,000 persons who were phantom which
would have inflated the actual headcount by over 30%.

There were a few other similar cases in the region of corporate implosion
where the main issue was simply fraud. These involve a complete breakdown
of governance. There may have been the general representation of good or
acceptable CG. Blatant fraud can often go on for a while and deceive those
who seek to uphold good governance within a company as well as outsiders’
perceptions of it. More often, the signals of fraud are in the accounts rather
than in corporate-governance standards.

For Satyam, the mismatch between interest income which was below what
the purported cash balance should have earned was an issue for a number of
years and the single biggest red flag. However the company had persuaded
the investing community for a while that there were legitimate reasons why it
was not earning the full interest on the purported cash balance. Because this
had continued for a few years, the concern over this issue abated.

Satyam certainly did not provide all the usual checks of good governance
either. For instance, the Chairman was not an independent director, but was
the same person as the CEO. Ultimately it was the Chairman/CEO who was
the key perpetrator of the fraud that unravelled the company. Related to the
financials, was the role played by the audit committee. The composition of the
committee appeared to be kosher. It was chaired by an independent director
who indeed had financial expertise - he was a finance professor at Harvard.
However, while a respected academic, the audit committee chair did not have
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experience in accounts or audit practice. In addition, he was resident in the
United States and mostly his presence at meetings of the committee was
through dialing onto a conference call.

Satyam has since been taken over by Tech Mahindra. We no longer cover the
stock hence there is no current score for the company. In 2007, we had given
it a CG score of 54.6%, and it rated in the second quartile for our India
universe. Its score was