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i Introduction

= CG reforms in recent years have stressed the role
of independent directors

= Sarbannes-Oaxley; NYSE listing norms; Best Practices
across countries; Clause 49 in India

= EXisting literature in financial economics offers
ambivalent evidence

= Weisbach (1988), Bhagat and Black (1999, 2002) and
Yermack (1996)



Introduction

= Findings unlikely to apply to Emerging Markets

= [he context matters:

= The basic CG conflict is different:
= 'management vs. shareholders” in developed countries
= controlling vs. minority shareholders” in Ems

= Poorer legal protection
= Relationships matter more than contracts

= Practically no study in the Emerging Market
context



Introduction

= ldentification problem:

» Board structure and firm performance are often co-
determined

« Effect of ID departures may help
= Confounded once again by endogeneity

= A solution:
= If ID exits could be ascribed to an external event

= The impact of such exits on firm performance could
then be studied

= A CG scandal at India’s Satyam Computers Ltd.
provides such a setting



The story in brief

e argue that the Satyam scam was an
external event that unnerved IDs across board

leading to more than usual exits in January
2009

We look at announcement effects of these exits

We use a diff-in-diff identification strategy to
look at change in longer-term valuation.

We find:

= A drop in value on announcement and in longer-term
for these firms to conclude that the IDs added value

= Exits of directors with greater monitoring role and
ability have greater impact;

= Muted impact in family controlled firms



A quick look at Boards in India

company.

Distribution Summary by Number of Directors
* There are a total of 18,958 directorship position on these
2,568 companies, giving an average of 7.4 directors per

® The maximum number of directors in any company is 19
(Bharat Heavy Electricals Ltd. and Larsen & Toubro Lid.).

Based on 2,568 BSE-listed

No. of Directors No. of Companies % companies who have filed
<3 334 13 Information as on
5-10 1,885 73 :
15 357 i3 30 April 2010
=15 22 1
Total 2,568 100
Age MNo. of Directors Yo
o 25 & below 69 0
Distribution Summary by Age 26 — 15 748 5
* The average age o the directors is 55 years. 36 — 45 2181 14
* The youngest director is aged 18 years (Mr.Dnyanaraj 46— 80 5‘919 a9
Sudhir Moravekar) and the oldsst is 100 years 81 — 89 2‘3?2 19
(Mr.Munishwar Nath Sardana). 69 individuals are belw ’
the age of 25 years and 2,192 individuals are above 70 70 - 80 1,838 12
years, 81 - 90 339 2
> 90 15 0
MNot Known 1,356 9
Total 15,336 100

Source: www.directorsdatabase.com




% of IDs compared

Average Percentage of Independent Directors on Corporate Boards in

Selected Countries
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Note: The average percentage of independent directors in the Philippines is based on a sample size of only
four companies covered by GovernanceMetrics Internacional (GMI).
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A quick look at IDs in India

Distribution Summary by Number of Directors

* There are a fotal of 9,475 independent directorship
position on these 2,506 companies, giving an average
of 3.8 independent directors per company.

* The maximum number of independent directors in any
company is 12 (Bank of Rajasthan Ltd. The).

Based on 2,568 BSE-listed
companies who have filed
Information as on

No. of i
Independent No. of Companies % 30 Apl‘l| 2010
Directors
<3 509 20
3-5 1,639 65
&—10 355 14
=10 3 0
Total 2,506 100
. No. of 1D
Age MNo. of Individuals Positions Held %
Distribution Summary by Age of Independent 25 & below : g 0
Directors 26— 35 250 250 3
* The average age of the directors is 59 years. 36 — 45 854 832 12
* The youngest director is aged 22 years (MrVenkata 46 — B0 2577 3,003 35
Hamana Gopala Krishna Kavuri) and the oldest is 99 B1 — B0 1,821 0E1E 25
years (Mr.Mathmal Himatsingka). 8 individuals are _
below the age of 25 years and 1,568 individuals are g?_gg 1’g§i E’g_;g 12
above 70 years. > 90 g 10 0
Mot Known 297 297 4
Total 7,875 9,475 100

Source: www.directorsdatabase.com




A quick look at IDs in India -- II

Distribution Sl.\ll'l'll'-l'lﬂl"'lnr by Tenure of Independent
Directors

years. Maximum tenure is 54 years.

* Tenure of 6,955 (74%) Independent Directorship
Positions is more than 3 years; 4,082 more than 6

years; 2,400 more than 9 years and 1,725 more than 12

Based on 2,568 BSE-listed
companies who have filed

Tenure Mo. of Directors % .
- 1 Year 208 5 Information as on
>1- <3 Years 1,712 18 30 April 2010
=3 - =B Years 2,873 30
=6 - <0 Years 1,682 18
=0 - <12 Years BY5 7
= 12 Years 1,676 18
Mot Known 49 1
Total 9,475 100
Mo. of , Mo, of 1D
Education of Independent Directors Highest Level cf Education Individuals o Positions Held %
* 53% of ID positions are held by post-graduates (and gggl%%igﬁms 3%? ET SE‘: 52
above). Conwversely, 37% of ID positions are held by ' '
TECHMICAL GRADUATES
general graduatas or balow. (B.E.BTECH.MBR.S.LLB) 208 12 1,173 12
* 1,003 are Management Graduates (of which 120 are o A
1M graduates) GENERAL GRACUATES 1,558 24 1,735 18
(BA. B.COM.ETC.)
* 1,115 are Chartered Accountants, 273 are Company
Secretaries and 162 are Cost Accountants UNDER GRADUATES 26 1 66 1
e 124 are Medical Doctors NOT KNCWN 290 5 390 4
* 1,354 are Enqginesrs Total 7,375 100 9.475 100

Source: www.directorsdatabase.com




The Corporate Scandal

i = at Satyam

Q

Q

4th [argest software exporter in India

Market capitalization of 3.98 billion US dollars at the end
of November 2008. It was also a zero-debt company with
over $ 1.2 billion in cash reserves.

ADR listed at NYSE
Decorated for Corporate Governance Practices

Stellar board including Vinod Dhams and Krishna Palepu



&% The Corporate Scandal
satyam At Satyam

o Dec 16, 2008

o board approved the acquisition of two real-estate companies held and/
or controlled by sons of Satyam founder & chairman Ramalinga Raju

o Rescinded within 8 hours on major ADR sell-off. Major sell-off in Indian
bourses on Sep 17

o Satyam shares fell by 30.66%
o Major Indian indices fell by 2.62 % (Sensex) and 2.87 % (Nifty).

= Jan /7, 2009

= Raju discloses long-lived accounting fraud

= The cash was fictitious.
= Satyam shares fell by 77.47 % on that day
= Major Indian indices fell by 7.25 % (Sensex) and 6.18 % (Nifty).

= Raju and other top executives put behind bars
= Board superseded by government appointed board; multiple enquiries



Fall-out for Independent

iDlrectors

= US lawsuits
= CBI (eqv of FBI) enquiry
= Resigned/evicted from other boards/committees
= Media condemnation/ridicule

= Prithvi Haldea, a CG activist writes:

" . .Many (independent directors) are worried that their life’s reputation
can be ruined overnight and they in fact not only become persona non-
grata, but also invite media ridicule and government prosecution. Is
the fee they earn enough for them to expose themselves to such risks,
IS a question many are asking.”




Effect of Satyam scandal on
i independent director exits

Number of listed firms in which independent directors resigned
140 -

120 ‘
100 -
g0 -

G0 o

Dec-08 Jan-09 Feb-029 Mar-09 Apr-09 May-09 Jun-0%  Jul-0%  Aug-09 Sep-09 Oct-09

Fizure 1: Exodus of independent directors from Indian hzted firms in January 2009



i Hypotheses

= J. Listed Indian firms in which independent directors
resigned in Jan ‘09 experience negative abnormal
stock returns following the director resignation.

s Ja.: These experience a comparative decline in
performance in the three quarters of 20009.

= 2 Abnormal stock returns following independent
director resignations would be disproportionately
more negative in listed Indian firms where the
independent director had
= a monitoring role on the board.
= business/ accounting expertise
= both



‘_L Data

= Individual director exits from firms listed in the
Bombay Stock Exchange (BSE) since 2006 as well as
firm characteristics and performance data.

= The director exits data is from a publicly available
online database, Directors’ Database maintained by
Prime Database of India.

= The database covers individual information on the
directors that left the boards, including the reason for
their cessation as well as individual director-level
information including other directorships in public and
private firms, education background etc. for all
directors in most BSE-listed firms.




i Representative-ness

Age distributuoin of IDs

Number of IDs on Board

=

B AIBSE ] glLrBz':m le
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W Our Sample

% of firms
% of firms

<25 26 - 35 36-45 46 — 60 61-69 70-80 81-90 >90

<3 3-5 6-10 >10
Age of IDs

Number of IDs

Tenure distribution of IDs

All BSE
B Our Sample

% of firms

3-6 Years 6-9 Years 9-12 Years >12 Years

<1Year 1-3 Years
Tenure




Abnormal Returns surrounding ID

Resignations
Event Day  Obns.  Mean {-statistic Positive Negative Median Sien rank test
Panel A: Daily abnormal returns

5 94 0.02% 0.07 51 43 0.24% 0.01

4 M 027% 0.81 50 44 0.31% 0.80

3 94 0.23% .58 38 56 0.96% 0.72

2 94 0.41% -1.03 45 19 0.87% 141

1 94 0.57% -1.50 47 47 -0.02% -1.35

0 9 021% .50 15 59 0.87% -1.23

1 94 061% -1.82% 10 54 0.53% 179+ <z

2 94 0.03% 0.07 43 51 0.32% 0.70

3 94 0.10% 0.27 48 46 0.17% -0.40

1 94 0.40% 1.30 52 12 0.45% 1.37

5 94 0.51% 1.85% 57 37 0.45% 1.85%

Panel B: Cumulative abnormal returns

(-1.0) 94  -0.78% -1.35 36 58 0.80% 2. 18
(-1,+1) 94  -1.39% 2,04 32 62 -1.98% _2, 8o

(-1.42) 94  -1.37% -1.83% 32 62 -1.87% DXL ——




Dependent variable:

Cumulative abnormal return (-1.4+2) in %

The

effect /s

indeed

negative

i1 i2) i3) i4) i3] i 6
Constant -1.37* -3.32% 2 TTEE 1. 86% -6,20% -, 4
i-1.83) i-1.79) i-2.62) i-1.78) i-1.59) (-2.31)
Industry Return 990G #**
(2.96)
Board Size 0.72#
(1.67)
Mo, of IDs .67
i-1.00)
Moo of Promoter directors 10.55
i-1.63)
Median tenure on board 0.09
i0.57)
Median board age 0,10
i0.94)
Median tenure of 1Ds on A0.08
hoard i-[h36)
Median ID age 04
i-0.46)
Director’s tenure A 18
(-1.22)
Director’s age 0.08
(1.53)
Market Capitalization Q.67 071 0.56 0.64 0.58
i0.72) i(1.63) i1.22) i1.48) (1.42)
Trading volume -3.67 .33 -2.47 -2.23 -1.18
041 i-0.05) i-0.34) i-0.27) (-0.16)
Book to market 0.20 0.25 0.36 0.29 0.43
i0.48) i0.72) i1.18) (0,80 (1.35)
Stock return m DecOE 4,33 591 1.59 3.42 4.18
i0.68) (1.21) i0.72) i068) (0.98)
Trading volume * Stock 24.62 9.71 20,76 13.06 11.80
Return in Dec(8 i0.45) i(0.28) (0.55) i0.33) i0.32)
Industry Fized Effects Mo Yes No No Nao Mo
Observations o4 o4 4 4 o4 94
R-squared 0.00 0,30 0.20 014 0.09 0.10




January effect and ID effect

De pendent variable: Cumulative Abnormal Return (-1.2) in %
il (2} (33 id) (5
Jan "09 dummy * Independent -1 T RRE
(-2.56)
Jan "09 dummy -6, 26%% -§,32%* b, 26%* -0,20%* -3, 0%%#
(-2.34) (-2.33) (-2.34) (-2.34) (-3.12)
Independent 080
(1.13)
Director’s enure 1,08+
(2.47)
Director's age .67+
(-2.62)
Director’s financial expertise -1.44
(-(.26)
Director is a Ph.D. 11.33%%
(2.13)
Constant 1.62 4431 12 0.7 p*##
(0.31) (2.39) (0.31) (-6.69)
Sample Independe nt Director resignations from Jan 1% All director
2006 to Dec 317 2009 resignations
from Jan 1%
2009 to Dec
317 2000
Firm FE Yes Yes Yes Yes Yes
Obsservat ons 218 228 228 228 633
R-sguared (.43 0.43 0.43 (.43 (.32




‘L Effects on firms

Dependent variable: Cumulative abnormal return (-1, 2)in &
(13 (2) (3 (4)
Dummy for firm from which the SAT4EE J R 2 OT7E 3 53
independent director quit -2.46) (-2.37)  (-LELy  (-1.B7)
Market Capitalization 30704 5081
(0.86) (0.28)
Trading volume -67.49 19.92
0,47 (0, 10
Boek to market -17.63 -24.31
(-0.33) (-0.37)
Stock return in Dec08 | 1. 4= 18.17%*
[ 1.99) (2.18)
Trading volume * Stock Return in DecO8 -579.81 =541 28
i 0.56) (-0.37)
Constant 251% 3 Ro¥*  225%F 468%*
(2.42) (2430 214y 247
Director Fixed Effects No Mo Yes Yes
Observations 104 1040 100 100
H-squared 005 0.11 0.31 (.40




Results

= The daily abnormal returns are significantly
negative for the day following the resignation
announcement.

= There is no significance on any other days

suggesting that the exits are not expected by the
market.

= The lack of significance on the event day maybe
explained by the fact that the exit announcement
is often made after market closure, so its impact
IS observed on the next day’s price.

= The 4-day CAR is -1.37% and statistically



Difference-in-difference of Firm Performance

Dependent variable:

Quarterly Tobm's ()

(1) i(2) i3) i4)
Dummy for t == Jan '09 * Dummy for drector S0.136% S0 276%FF 0 326%FF () 472%E
resigned from firm in Jan "09 (- 1.86) i-2.66) i-3.23) i-3.14)
Dummy for t == Jan '09 (4GS ) 27 4%%
(- 7.78) ( 2009
Dummy for dwector resigned from frm m Jan "09 0055 0,039
(-0 58) (0. 26)
Stock Return m months (-2.-3) 0.925% 1.T22%*%
(1.73) (3.53)
Stock BEetwrn m months (-4.-6) 0,996 1. 74p#=
([ 1.63) (4.67)
Stock Betwrn m months (-7.-12) [ 450#%# O BER#
i B.05) (3.67)
Book to Market Ratio -0 003 U003
(-0.51) (1.43)
Log of Sales 0. 229%%* IREIE
[ 3.47) (4.75)
Log of Trading Volume DL DGGE* -0023
(3,20 (-0 70}
Firm Fixed Effects Mo No Yes Yes
Industry Fixed Effects Yes Yes Mo No
Year*Qtr Fxed Effects Yes Yes Yes Yes
Standard Errors clustered by firm Yes Yes No No
Observations 46597 46597 39691 39691
R-sguared 0.21 0.22 .38 .40




IDs as Effective Monitors

Dependent variable:

Cumulative Abnormal Betarn (-1,+2) in %

i1} i2) i3 4y i3} if)
Audit committee -3.72%8 -1.37
(-2.39) (-0.65)
Director’s business expertise 1. 40 1,84 -1.69%*
(-2.37) i0.94) i(-2.53)
Audit committee * Director’s business expertise -3.78*
(-1.83)
Finance commities -2.00]
i-1.13%)
Director’'s Remuneration 0.38% D 48*=
(-1.900  (-2.39)
Market Capitalization 0.65 .43 0.49 0.50 0.69 0.40
(1.36) (11} (1.200 (1.25) (1.50% (0.99)
Trading volume 0.62 277 -1.10 2,23 .64 -2.97
{ 0.08) 040y ey 0L 00Ey (AR4I)
Book to market 0.48 0.54% 0.53% 0.446 0.29 0.48
(1.53) (1.72) i1.76) (ld4dy 092y (155
Stock return in DrecO8 1.70 2.63 1.21 2.00 223 0.18
(0.36) (0.52) (0.27) (0.58) (0.42}) (0.03)
Trading volume * Stock Return in DecO8 3.57 2545 19.86 20,44 1.53 26.58
(0.14) (0.72) i0.56) (0.56) (0200  (0.74)
Constant -1.26 -2 10% -1.69 -2.22% 215 -1.07
(-1.13) LTy =147y LTy 0-L3Ly TS
Observations 94 o4 o4 o4 o4 94
R-squared .14 (.11 .19 0.0 0.0 (14




Independent Directors as

i Monitors

= We find that the exit of these special directors from
boards lead to a larger drop in market returns in the
announcement period as well as in firm valuation in
the longer run.

= This provides further evidence that the independent
variables do, indeed, add value and that their
monitoring role contribute significantly to the value
they bring to the firms they serve.



Ownership matters...

Dependent variable is:

Cumulative Abnormal Eeturn (-1.+2) in %

i1) i2) i3) i4) (3] (5] 7 (=)
Family owned 4. 8] **¥ 4 Qe 5, 13NN
(3.17) (3.18) (3.36)
Promoter's share .25 1.76 2.41
(th43) (0.64) (h8G)
Institutional ownership 012 37.73 45.61*%
(0.02) i(1.45) (1.70)
FII ownership -204 -42.33 2RO
(-0 27) (-1.53)  (-2.14)
Bank! Financial institution 2347 50020 -56. 00
ownership 0018)  (-1.22)  (-145)
Market Capitalization .66 (68 0.65% .68 (.68 (.60 (. 78% 0.74%*
(1.89) (1.55) (1.B5} (.57  (L58) (159 (L.76) (2.21)
Trading volume -3.58 .88 -3.87 .69 .69 .76 1.02 -2.29
-0.5%) 012y  (0.57) 009 (009 1Dy 1013) (-0.33)
Book to market 0.06 0.37 0.07 0.35 0.37 0.36 0.39 0.17
(0.21) (1.17) (0.25) CLOy (LIZy QL 14y (L18) ((h33)
Stock return in Dec08 2.57 3.72 2.17 4.0 4.08 3.91 4.97 3.51
(0.52) i073) (0.44) 080y (B0 (079 0.96) i71)
Trading volume * Stock 13.30 9.71 13.13 8.41 8,06 8.32 -1.101 341
Return in DecOD8 (0.39) i0h26) i0.45) 022y (021 022y (-0.03) (0 10)
Constant e 1 R O S S T I 1 e bt 0 A I
(-4 19y -209)  (-301) (-2.01)  §-2.26) i-1.92) (-2.05)  (-27H)
Observations 94 94 94 94 94 94 94 94
R-squared 0.19 0.07 0.19 007 0.07 007 0.09 0.25




...as does Size

Dependent variable: Cumulative Abnormal Return (-1.+2) in %
L) (2} [3) 4} 5]
Audit Committee *Small SRR
i-2.06)
Audit Committee *Large -342
i-1.63)
Director’s timance expertise®Small 1486
(-1 50
Director's finance expertise *Large Bl Vb
(-2 (W)
Director’s Remunerstion *Small .27
{-1.300
Director's Remuneration *Large k71
{ 1.51)
Family owned®Small i
i 1.49)
Family owned*Large 6, 50%%*
(3.38)
Small I ohkEE ] Qg% 3. Qk* 3. 17E* A FTEwE
(-3.25) (-Z11y  (-245) (-222y  (4.08)
Large -1.0% 0,30 .12 24 -3 B EE*
(-0.50) 210 016 008 (-328)
Market Capitalization .44 D38 008 0.43 44
(00,06 (0.85) (023 (003 (L3D)
Trading volume 4,38 -2.96 -6.22 -3.22 674
(-0.62) 43y 094 D4 =109y
Book o market 0.29 041 0.47% 0.25 001
(1.00) 11.42) (1.73} (0843 (03)
Stock return in DeclE 245 031 1.64 1.37 2.20
((L50) (LT ) (0.33} (0.25) ((46)
Trading volume * Stock Rewrnin | 24.59 21.18 4323 17.38 24.21
Dec08 (0.69) (.58 ( 1.30) i0.42) i(0.76)
Observations 44 94 94 94 94
R-squared 14 0,20 018 1 0.26




i Conclusion

= Using a natural experiment that provides exogenous
changes in independent directors together with unique data
on all director resignations, we find that independent
directors do seem to add value to a firm.

= Using the extraordinarily large number of such resignations
in January 2009, we find the four-day cumulative abnormal
return surrounding director resignations to be -1.3%.



i Conclusion

= We show that compared to firms that did not experience
any resignations in January 2009, the decline in Tobin’s Q
in 2009 is significantly greater for firms that experienced
director resignations.

= We also find that resignations by independent directors

t
C

nat sit on audit committee and possess business-related
egrees are associated with a sizably larger impact both in

t

ne short and longer run.

= Also the effect is less in family-owned firms and more in
smaller firms



!'_ Thank You



